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Basic Proposition 

 Markets and mechanisms have a place in human services, 
but they are most effective if they are used in a limited and 
strategic way 
 

 In particular, the tight control of entry based on the 
demonstrated capability of providers is at the core of 
making market mechanisms work in human services 
 

 While lowering barriers to entry is an important general 
principle in the supply of many goods and services, it needs  
to be qualified where there are substantial irremediable 
sources of market failure 
 

 While limiting entry obviously can bring its own problems, 
on balance, these problems are less than those arising from 
allowing free entry 



Theory of the Second Best 

 Lipsey & Lancaster (1956)  
 

 If any of the conditions for a competitive market 
are absent, the second best outcome will often be 
achieved by violating another of the conditions 
– This can generate some countervailing power to offset 

the negatives of the lack of the first condition 

 
 In their seminal work on quasi-markets, Le Grand 

& Bartlett (1993, p.35) used the example of  
– ‘if for structural reasons … purchasers [of services] have 

inadequate information, it may be preferable to have 
providers that are not motivated by financial 
considerations.’ 



Overview 

 Background 
– marketisation of human services 

– distinctiveness of human services 

– relevant micro-economic theory 

– nature of human service markets 
 

 Contestability and the regulation of the 
entry and behaviour of human service 
providers 
 

 Some empirical evidence 



Marketisation of human services 

 Marketisation is here defined as the introduction 
or extension of market mechanisms in the 
funding, provision, and consumption of goods 
and services previously funded or delivered by 
government. 
 

 It has occurred extensively internationally over 
the last 30 years  
– affecting most nations and human services in some way 

 

 Has been implemented primarily via the 4xCs  
– Contestability, Competition, Choice, Co-payments 
– implemented differently in each case, varying by service 

type and location 
 



Marketisation of human services 

- New service providers 
 Marketisation has led to 

 
– a wide range of non-government bodies  now deliver 

services formerly delivered totally or largely by 
government agencies 

 

– government funding of external bodies that was 
formerly limited to non-profit organisations is now 
available to a much wider range of organisations; and  

 

– the dollars available from both these sources are now 
distributed by competitive mechanisms 

 

 



Marketisation  

- Objectives and Effects 
 Ostensibly the key objectives of marketisation 

have been 
– to improve the effectiveness, quality, responsiveness, 

efficiency, and consumer choice of services. 
 

 But there have obviously been a range of other 
agendas in specific cases 
– including reducing fiscal pressures on government, 

breaking union power, rewarding supporters of 
governments, etc 

 

 While it has had some positive effects, it has also  
led to significant problems in relation to achieving 
the key objectives. 
– And adversely affected other aspects (e.g. stability of 

services) 



Marketisation 

- The Drivers 
 Give the extensive and continuing problems, why 

do governments continue to extend marketisation 

 

 Five main drivers 
– A genuine need for some use of market mechanisms  

– Frustration with sub-optimal outcomes of current 
services and a hope that marketisation may improve 
outcomes 

– Governments looking for less risky and less costly 
options 

– Ideology 

– Private interests 



Four propositions 

 Human services have a number of significant differences 
from other types of products  
 

 Most markets are imperfect and there is a well-established 
body of theory about this 
 

 The distinctive features of human services generate issues 
for the provision of the services that exist regardless of 
markets 
 

 Notwithstanding that, the distinctive features of human 
services are also sources of major market failure such that 
the intrinsic issues in the provision of these services and 
the limitations of markets are exacerbated when they are 
provided via markets 



What are Human Services? 

 A diverse range of activities aimed at meeting the needs of 
people in relation to their basic physical, intellectual, 
emotional, or social well-being or development.  
– Distinct from other ‘personal’ services (e.g. manicures) 

 
 Encompasses  

– education 
– health 
– care (e.g. aged care, child care) 
– support for vulnerable people and families 
– assistance for unemployed people.  

 
 It is difficult to find a concise all-encompassing definition  

– Best to try to define human services in terms of characteristics 
that are more prevalent in those services  



Need for a Model  

of Human Services 
 Important to identify the distinctive features of human services 

and how these services differ from goods and other services as 
product in a market. 
 

 Need to begin with a comprehensive model that begins from first 
principles   
– Not simply ad hoc observations about such differences 

 
 Three steps in seeking to understand how they do and do not 

differ from other products 
– Goods .v. services 
– Human services .v. other services 
– Differences between human services 

 
 The lack of any such model has been a gap in government reports 

and policy concerning human services markets  
– It is also a gap in the work of many critics of marketisation 

 



Human Services 

- Distinctive Features 

 Six characteristic features 
– Not unique to human services but more likely to occur 

 

 Demand 
– Limited personal agency of many users 

– Limited finances of many users  
 

 Production 
– Limited capacity to increase productivity 

 

 The Product  
– Limited measurability 

– Limited observability 

– Limited homogeneity 
 

 

 
 



Human Services 

- Distinctive Features (cont) 

 Central to all of these effects are the 
human elements and human relationships 
that are at the heart of human services 
– e.g. each service transaction not only varies with the 

individuals on both sides, but their situation in each 
service session 

 

 The likelihood and impact of each of the 
six features varies between  
– different types of human services 

– different nations and locations for the same service type 

– users of each service type  



Human Services 

- Implications for Provision 
 Two major implications of these distinctive features 

 
 Someone else other than the user pays all or much of the 

cost 
– This is the defining point of quasi (managed) markets 
– Not simply a function of disadvantage (e.g. the cost of 12 

years of schooling or 20+ years of aged care) 
– Various effects 

 the ‘consumer’ may consist of four entities  
 Reduced incentives for consumers to get the best use of funds  
 Increases the asymmetries of information for buyers  

 
 Major asymmetries of information 

– Between users and providers 
– Even more so between the payers and the providers 

 



Human Services 

- Implications for Provision (cont) 

 These distinctive features lead to many issues in 
the production and consumption of human 
services that exist regardless of markets  
– e.g. cream skimming 

 

 Notwithstanding that, these distinctive features 
– are the source of major market failure when market 

mechanisms are used, and 

– exacerbate the problems of providing human services 
and the limitation of markets in general 

 

 



Provision of Human Services 

- Policy  
 Government reports and policy have increasingly 

acknowledged the existence of these features 
 

 

 But commonly they do not acknowledge the 
breadth and depth (likelihood and impact) of the 
distinctive features  
 

 For example in their assumptions that  
– simply with better information, most recipients (users) 

of aged care and disability support will be able to 
function as conventional consumers, or  

– there is greater scope for productivity improvement that 
in fact is possible 

 



Micro-Economic theory 

Two aspects are relevant  

– Imperfect competition 

–Contestability theory and barriers to 
entry 

 

 

 



Imperfect Competition 

 Two obvious points about micro-economic theory in general  
– But largely ignored in most government reports and policy 

 
 There are few markets that are not imperfect in some way 

– Market failure at some level is the norm 
– Structural and informational imperfections + impact of history and politics 
– But see the Aged Care Roadmap and the NDIS Market Position Statements 

 
 There is much long-established theory about imperfect markets 

– But many of the key relevant concepts receive little, if any, attention in 
government reports 

– Limits on productivity growth where ‘labour itself is the end product’ (Baumol) 
– Coase (1970) on externalities 
– Akerlof (1970) on uncertainty  
– Simon (1991) on bounded rationality 
– Williamson (various) on transaction costs  
 

 More recent research about choice and choice overload with too many options 
– Schwartz (1994) and the dangers of a ‘confusopoly’ (Adams 1997) 

 
 

 



Contestability Theory 

 Baumol et al (1982) 
– A market is perfectly contestable if potential new entrants do 

not face any additional costs or non-financial barriers to entry 
or exit above the normal establishment and operating costs 

– In such cases, a market can be contestable and a 
competitively efficient outcome achieved even if there is only 
one provider and no explicit competition. 

– A potential entrant is as effective in achieving a competitively 
efficient outcome as an actual entrant  

 

 Two implications of the theory 
– the conditions of entry are more important than the regulation 

of behaviour of suppliers in ensuring the best possible 
outcomes; and  

– there does not need to be a large number of providers to 
ensure the best outcomes for consumers and the broader 
society. 



Perfect Contestability  

- Criticism 
 Criticisms 

– Perfect contestability is as unrealistic as perfect 
competition 

– almost always some costs of entry 
– almost always some imperfections within the market 
– no empirical examples 
– seen as apologists for monopolists 

 
 But the concept and necessary conditions are 

useful   
– as a benchmark and guide to issues for policy to address 
– as an alternative/additional explanation of the source of 

market power (i.e. entry and exit barriers rather than 
simply market share) 

 
 



Contestability 

- Common usage 
 In practice, there is a more common usage of the 

term ‘contestable’ that is much less restrictive 
than the conditions required for perfect 
contestability.  

 

 A market (or market segment or source of 
revenue) is generally considered to be 
‘contestable’ if there are no prohibitive or 
insurmountable barriers to prevent at least one 
new supplier from entering the market or to 
prevent a challenge to an incumbent (from a new 
entrant or other incumbent) for part or all of its 
business.  

 



Low Barriers to Entry 

 Conventional theory is that low barriers to entry  
– Reduce the complacency and market power of 

incumbents 
– Promote greater efficiency, lower prices, greater output, 

and higher quality  
– Enable a wider range of consumer preferences and 

needs to be met 
 

 But these benefits do not necessarily come if 
there is significant market failure in relation to  
– (a) the capacity of ‘consumers’ to make well-informed, 

rational decisions, and 
– (b) major asymmetries of  information between 

providers and users/buyers 



Types of Human Services Markets 
 In a managed (quasi) market, there are three broad 

competitive systems used to distribute funds  
 

 Single Contractor (SC) 
– government choose a single provider for a location or group of users, determined 

by a tender or commissioning process (Single Contractor (SC))  
 

 QVL (Quasi-Voucher Licensing) 
– funding is allocated to, or follows users, who then choose from a number of 

approved providers  
– aka ‘demand-side funding’ 

 

 Hybrid 
– a combination whereby government uses a competitive mechanism to choose a 

short-list of providers, from which users can then choose (Hybrid).  
 

 In each case, there are also generally some initial capability 
requirements for entry that do not involve competition.  
– Hybrid systems also involve a competitive process after minimum standards 

have been met 
 
 



Regulation  

in Human Services Markets 
 

 General recognition of need for greater regulation 
– But major differences over the desirable nature and extent of 

regulation 
 

 Distinction between regulation of 
– Provider entry 
– Provider behaviour 

 Service behaviour 
 Commercial behaviour 

 
 For a number of services, policy in Australia is increasingly 

moving to 
– Deregulation of entry and commercial behaviour 
– More limited post-hoc regulation of service behaviour 



Blank’s model 

Blank (2000) links the nature and 
level of market failure to the 
necessary level of public intervention 

 

As market failure increases, 
government has to play a greater 
and greater role 
–This also involves greater control of the 

entry of non-government providers 

 

 



Blank’s Model (cont) 

 
 Four major sources of market failure  

– Externalities 
– Distributional concerns 
– Limited observability or measurability 
– Limited agency of users 

 
 Four major forms of public-private ‘interaction’ 

– private sector owns and manages with regulation 
– private sector owns and manages, with regulation and 

vouchers (=QVL) 
– public sector owns and private sector manages (=SC) 
– public sector owns and manages (Government provider)  

 



Limiting Entry 

 Can be applied at two main levels 
 

 To exclude providers who do not meet some 
minimum standard of capability, integrity, etc 
– This can involve excluding some types of 

providers from the industry or some segment 
(as historically occurred with for-profit 
providers in some sectors) 
 

 A competitive process among those who meet 
the minimum standards 
 



Excluding Poor providers 

Three main varieties of poor providers 
 

 Well-intentioned, but poorly resourced and/or 
organised 
– Usually associated with smaller locally-based bodies, but 

not necessarily so 
 

 Profit-maximising large bodies that skirt the 
edges of minimum standards 
– More likely to be for-profit corporates, but not 

necessarily so 

 
 Opportunist hit-and-run providers  

– e.g. pink batts and VETs 



Excluding Poor Providers 

- Benefits 
 Quality  

– Tighter regulation of entry increases the probability that the 
quality of both the average and marginal provider will be 
higher 

– At least in the short-term, since there are dynamic effects over 
time in both the regulated and deregulated scenarios that 
make it more difficult to predict the longer-term effects 

 

 Safety of Service Users 
 

 Equity 
– Ensure that the providers allowed into the market have the capability 

and commitment to assist all people -  not merely the least complex 
and/or more affluent 

 
 



Excluding Poor Providers 

- Benefits (cont) 

 Efficiency 
– Providers more likely to be focused on achieving genuine 

efficiencies in services, not just cutting costs  

 

 Reduced regulation of service behaviour 
– Tighter regulation of entry should lead to greater trust in 

the providers that are approved  

– In turn this can enable a reduction in the regulation of 
the behaviour of providers 

 



Transaction Costs 

 The decision as to whether to maintain tight controls or 
allow freer entry in part involves an assessment of  
– (i) the trade-off between ex-ante and ex-post transaction 

costs in determining the capability of providers, and  
– (ii) the potential likelihood and impact of problems.  

 
 Either way, there will ultimately be significant transaction 

costs in using market mechanisms for human services 
– “Complex contracts are unavoidably incomplete” and there are 

significant transaction costs for all parties (Williamson, 2000)  
– Requiring these costs to be up-front can reduce the personal, 

social and financial costs of the failure of poor providers 
 



Further limits on entry 

 Even if all potential providers reach the minimum 
standards, there can be benefits in further restricting entry 
to a smaller number of the better ones 

 
 Quality 

– Raises the quality bar  
– Enables better monitoring of and support for providers rather 

than spreading regulatory resources too thinly. 
 

 Efficiency 
– avoids the efficiency costs of excess supply 
– varies with the sector, but is especially true (a) for 

differentiated (monopolistic) competition or (b) where there is 
more scope for economies of scale 

 



Further limits on entry (cont) 

 Consumer choice and control 

– It can produce more genuine choice for 
consumers 

– More options is not necessarily more choice 

– Reduces search costs and confusion for (often 
vulnerable) service users, and ultimately 
facilitating more meaningful choice and control 
for many users (Dowding & John, 2009).  

– Allow consumers to focus more on examining 
quality, rather than marketing and price 
crowding out quality in the buyer’s calculus 

 



Impact on competition 

 A relatively small number of providers does not necessarily 
preclude vigorous competition within the market 
 

 Not proposing duopolies or small oligopolies 
 

 Nor that the limits apply at a national or state level 
– It is about local areas, given that these markets are very much 

at the local level and many good services are locally based. 
 

 Thus, for example, for many services 6-10 providers at a 
local level would allow real choice and generate competition 
– Could allow a user to argue a case to go outside these limits  
– Note the Herfindahl-Hirschmann Index (HHI) arithmetically 

requires at least six suppliers to get below the threshold of 
2000 



Some Key Issues 

 There are a raft of other issues that further 
underpin the argument for limiting entry 
 

 Involves questioning some accepted ‘wisdom’ 
– Stewardship 
– Efficiency in human services 
– The nature of choice 
– Competitive neutrality and its application 

 

 Involves consideration of issues about different 
types of providers 
– Range of motivations 
– Government providers 
– For-profit providers 



Counter-Arguments 

 Claim that the problems arising from the sources of market 
failure are overstated 
– Belief that they can be substantially overcome through more 

information for consumers and regulation of the service 
behaviour of providers 

 
 The potential for restrictions on entry to increase the 

market power of incumbents and reduce competition  
– Cartel behaviour, large rents, limits on output, exclusion of 

new entrants 

 
 Other possible effects arising from restricting entry and 

competition 
– eg. reduced incentives for efficiency and innovation  
– But note the counter-arguments to this claim. 

 



Counter-Arguments (cont) 

 If we have to assume that we will rely on 
government to manage these problems, 
then further issues arise 
 

 Public choice theory (Buchanan) 
– government officials and agencies pursue their 

own interests 

 
 Governments are inevitably captured by 

private interests who influence policy to 
their benefit  
– e.g. see ‘Game of Mates’ 

 
 



Optimum Contestability 

 Posit the existence of an optimum contestability in each 
human services market,  
– whereby extending contestability in human services improves the net outcomes 

(individual and social benefits) of services up to some point,  
– but beyond that point more contestability will reduce outcomes, ultimately to a 

situation where those outcomes are worse than before any contestability.  

 

 The actual level and nature of the optimum contestability 
will vary in each situation with the specific circumstances of 
that situation  
– especially in terms of the service type and the location  
 

 As with pareto-optimality, it will not be unique in each 
situation 
– given the many possible combinations of how contestability may be extended or 

limited in terms of who can compete, what they can compete for, and how they 
can compete.  



C1                                      C2 

 
Ease of Entry 

Net Social Benefits 
of Services 

N 

M B1 

B0 

  

 

The Optimum Contestability 
of Human Services 



Empirical evidence 

- Australia 

 Primary health (Medicare) 

 

 Vocational Education and Training (VET) 

 

 Employment services 

 

 Aged care 

 

 Disability (NDIS) 



Empirical evidence 

- International 

 

Aged care  

–UK 

–Sweden 

–US 



Conclusion 

 Need for a coherent theory and models of human 
services and human service markets to underpin 
policy 
– Taking into account the distinctive features of human 

services as a product and well-established lessons from 
the economics of imperfect competition 

 

 This is missing currently 
– A failure to acknowledge the breadth and depth of the 

impact of the distinctive features of human services 

– Poor economics rather than simply a clash between 
economics and social policy underpins many of the 
problems of marketisation. 

 



Conclusions (cont) 

 Some level of contestability and some meaningful choice 
and control by users over the services they receive and who 
provides them is essential 
– But for a host of reasons, that doesn’t mean there needs to be a multitude of 

options.  
– More and more options do not necessarily mean more choice - indeed the 

reverse is often the case  

 

 The regulation of entry is central to the effective use of 
market mechanism in human services 
– To ensure a base level of quality + it can be applied so as to drive excellence 
– There are further potential benefits in relation to the equity, efficiency, choice, 

safety, and stability of services  
– Value of the Hybrid model of managed markets 
 

 Importance of the concept of optimum contestability 
– The nature and level of which will vary in each case 

 
 



Conclusion (cont) 

 

 It is obviously not all about entry 
– Of particular importance is regulating the prices for government-

funded services (via the  two components of  the subsidy and the co-
payment) 

– To avoid a duality of services and exploitation of  vulnerable people. 
 

 This is an application of the theory of the second best.  
– Intrinsically, there are many complexities in the provision of human 

services, requiring trade-offs based on value judgements and on 
professional judgements about the best way forward 

– We may currently have the worst possible system for various services 
- except for all of the other possible systems 

 

 Parallels with Game of Mates 
– Difficult to stop problems in a sector once they’ve started  
– Relative impotence of the regulation of behaviour if fundamental 

elements in the governance of  the sector are problematic 
– Importance of a government-owned competitor 
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