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Abstract

ln 1993, the New Zealand health system was radically restructured. Area health boards,

which were responsible for both purchasing and providing health services, were replaced

by a quasi-market system in which public and private providers compete for public funds

via contracts with purchasers. This thesis employs transaction cost economics (TCE) to

examine the theory, the policy and the practice of the emerging quasi-market for health

services in New Zealand. The main hypothesis which emerges from TCE is that

contractual arrangements, which differ in their costs, will be aligned with transactions,

which differ in their attributes, in a way which minimises the sum of production and

transaction costs. If services involve specific assets, or are difficult to measure and

monitor, the transaction costs of contracting are likely to be high.

The structure of the New Zealand health system prior to and after 1993 are

described and analysed. Features of the emerging quasi-market include monopsonistic

regional purchasers, a highly concentrated market for hospital services, weak budget

constraints for CFIEs, and a lack of competitive or political neutrality. All of these factors

tend to dilute any incentives for efficiency.

The TCE framework is used to examine the early contracting experiences and
contractual relationships for four different health services: rest homes, primary health

clinics, surgical services and mental health services. The selection of these four services
was based upon a profiling of the characteristics which, according to TCE, are likely to
influence the cost of transactions. The results support the central argument of the thesis.
That is, that the costs of contracting are higher for some services than for others because
of inherent differences in the attributes of different health services. A blunt policy

instrument which forces a split between the roles of purchaser and provider for all health

services fails to recognise these differences and may prohibit the development of
organisational structures which might otherwise be selected as means of economising on
the transaction costs. Efforts must now be made to encourage a more discriminating

approach to contracting in which a classical or neo-classical style of contracting is retained
for those services where potential efficiency gains are high and the transaction costs of
contracting are relatively low while longer-term relational contracts are developed for

services where transaction costs are high.
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INTRODUCTION

During the late 1980s and early 1990s, the reform of health care systems became a topic

for heated debate in the health economics literature. The 1970s and early 1980s had been

difficult years for the health sector. Real expenditures in many countries had increased at

rates which were substantially higher than real economic growth and which many

goverrrments regarded as unsustainable (Table l). A major objective of health policies in

many countries was therefore to contain aggregate expenditure levels. The general thrust

of these policies was towards tighter goverrrment regulation and control on the supply

side. Strategies included controls over capital expenditure and/or hospital bed numbers

(eg Netherlands, Canada, USA), restrictions on the use of medical technology

(Netherlands), fixed budgets for hospitals (NZ, Canada, Netherlands), limits on doctors

fees (Canada), centralised price setting for hospital services (Germany, USA) and, in toc-

funded systems, tighter control over public health budgets (UK, NZ and Sweden),

These rather broad generalisations concerning international health policies shroud

the particular problems and policy responses of each country. Nevertheless, it was clear

that, by the end of the 1980s, the rates of increase in health expenditures had declined in a

majority (although by no means all) of the OECD countries. But other problems were

emerging. Rapid improvements and innovation in both clinical knowledge and medical

technology meant that it was possible to treat an ever-increasing range of health problems.

Health systems were therefore expected to provide an increasing range and volume of high

quality services. In privately funded systems (most notably the USA but also the private

component of health systems in a number of other countries), these pressures resulted in

higher costs and higher prices, and hence limited access for an increasing proportion of the

population. In publicly funded systems, attempts to maintain universal access whilst

containing total expenditure resulted in lengthening waiting lists and waiting times for the

treatment of, non-acute conditions (eg. UK, NZ and Sweden), poorly maintained facilities

and equipment, and restrictions on access to new technologies.



Table l: Health expenditures as a per cent of GDP: 1972,1982 and 1992

Health expenditure
as % GDP

o/o change

Country 1972 1982 1992 1972-1982 1982-1992

Australia
Austria
Belgium
Canada
Denmark
France
Finland
Greece
Germany
Iceland
Ireland
ttaly
Japan
Luxembourg
Netherlands
New Zeeland
Norway
Portugal
Spain
Sweden
Turkey
United Kingdom
United States

5 .8
5 .4
4 .3
7 .2
6.3
6.2
6.0
3 .9
6 .5
5 .7
6.7
5 .9
4 .8
4 .6
6.7
5.3
5 .9
4 .1
4.4
7 .5
nla
4 .7
7.6

7.7 8.8
8 .0  8 .8
7 .4  8 .2
8 .4  r0 , I
6 .8  6 .5
8.0 9.4
6.8 9.4
4.4 5.4
8 .6  8 .7
6 .9  8 .5
8 .4  7 , r
6 .9  8 ,5
6 .8  6 .9
6 .9  7 .4
8.4 8.6
6.9 7.7
6.8 8.3
6.3 6.v
6.0 7.0
9.6 7.9
3 .6  4 .1
5 .9  7 .1
r0 .3  14 .0

+31
+48
+65
+17
+8
+29
+13
+13
+32
+21
+25
+17
+42
+50
+25
+30
+15
+24
+36
+28

+26
+36

+t4
+10
+ l l
+20
-3

+17
+38
+23
+ l

+23
-15
+23
+3
+7
+Z

+12
+18
-5

+23
-18
+14
+2O
+36

a Alternative estimates suggest that the 1992 ratio may be higher

Source: OECD (1994) The Reform of Heakh Care Systems: A Review of Seventeen
OECD Countries, OECD, Paris, p.37.

Shifting paradigms

Health systems were also being subjected to the scrutiny of neo-classical economic theory

and market-oriented values which had begun to dominate government policies in the mid

I980s. This shift in economic paradigm was especially significant for the publicly-funded

and centrally-planned health systems of northern Europe and New Zealand because it

called into question the fundamental principles of social justice and universal entitlement

upon which many of these systems had been based. In the New Zealand context, the shift



away from any commitment to an egalitarian society by the New Zealand government has

been discussed by Boston and Dalziel (1992') who noted that:

.....important values such as human diguty, distributive justice, and social
cohesion, have been given second place to the pursuit of efhciency, self-reliance, a
fiscal balance, and a more limited stat€. (p.ix)

The debate about the appropriateness of alternative principles underlying health

and welfare policy is essentially a normative one. However, the relevance of the

competitive market model to health services at an empirical level has also been the subject

of a long-standing debate amongst economists.t Proponents of the market view hold that

health services are no different from other services in terms of the expected responses to

market mechanisms (Logan et al., 1989). Therefore, strengthening market mechanisms

should improve the efficiency of health services and so achieve greater value for money.

Those of the opposing view (articulated in the New Zealand context by Easton, 1987 and

1992) consider that the market model has limited application to health services. Potential

sources of market failure include problems of asymmetry of information between the

patient and health. professional and hence a reliance on an agency relationship,2 the

difficulty of defining and measuring the output of health serviees, and the existence of

indivisibilities and e>cternalities (McGuire et al., l99l). The re-emergenc€ of neo-classical

economics in the mid 1980s effectively rekindled the fire in this long-standing debate.3

The shift in economic paradigm highlighted the fact that centrally-planned health

systems lacked real incentives for either technical or allocative efficiency. Moreover they

were often more responsive to the demands of the providers working within the system

than to the needs of the people they were meant to serve. Consurner choice was often

1. See for example, Maynard and Williams (1984), Goldsmith (1984), Logan et al. (1989), Donaldson and

Gerard (1993), Hsiao (1994) and Evans (1997).

2. Aqymmetry of informatron of a different. sort leads to adverse selection in private insurance markets. In

this case it is the buycr who usually has better infornution than the seller about their risk status. If insurers

are unable to set rates in line with an individual's risk status, private insurance markets may be inefficient

in handling risk. This argument has prov'ided one justification for universal health insurance (see for

example, Evans, 1984, and Donaldson and Gerard, 1993). Other writers have focused on methods of

improving competitive insurance markeg through innovations in policy design which mitigate the

consequences of adverse selection (eg. Palfrey and Spratt, I 9E6, ScNesinger and Venezian, I 986).

3. See for example, Logan et a/. (1989), Heallh Affairs (special issue, Summer 1988), and Evans (1997),



limited (and sometimes non-existent). lnformation systems were poor and the

accountability of providers was weak.

At the same time, a general acceptance seemed to have emerged, even amongst

many market-oriented economists, that free markets were likely to have their own

limitations. In particular, those who need health services most are generally the least able

to make rational market decisions. The chronically-ill, the mentally-ill, the young, the

elderly and the poor have neither the economic resources nor the knowledge and skills to

respond to their needs as rational, utility-maximising individuals (Enthoven and Eccles,

1986). The fact that no developed country follows the free market model for the funding

and provision of its health services is testimony to the inherent limitations of the model. A

tendency for pre-communist countries to look towards the market mechanism for solutions

to the remodelling their health systems recently encouraged four eminent health

economists from Canada, the UK, the World Bank and the USA to publish the following

statement:

Established market economies do not use the market mechanism to govern their
hsalth care sectors, Market forces are enlisted here and there where it is safe to do
so. But the important decisions regarding the allocation of resources are NOT left
to the market in any western country, even the United States. (Evans et al., 1994,
p.3se.)

The emergence of quasi-merkets

The questionable validity of some of the competitive market model's underlying

assumptions for the health care market, together with the political implications of rejecting

the normative principles upon which publicly funded health care had historically been

based, encouraged theorists to seek solutions which introduced the necessary incentives

for efficiency without undermining universal access. The ideas of Alain Enthoven were

particularly influential in this regard. Enthoven had for many years been developing a

model for "managed competition" in the US health system (Enthoven, 1980, 1981;

Enthoven and Eccles, 1986). In essence, his proposals combined two main themes. These

were the creation of a network of competing health plans that would operate under

economic incentives to encourage efiiciency, and the development of a regulatory

framework that would ensure the equitable access and operation of these plans.



Invited to examine the National Heatth Service (NHS) in the UK in 19854,

Enthoven proposed an "internal market" model in which District Health Authorities

(DHAs) would buy and sell services through contracts with selected providers and other

districts (Enthoven, 1985a and 1985b). In effect, districts would be the British version of

health maintenance organisations (HMOs) except that, unlike HMOs, districts would not

generally compete for clients. Instead, each DHA would be provided with a population-

based budget which would be used to provide, or buy, health services for the people living

in their area. The underlying theory was that districts would have an incentive to contract

with the most efficient providers. The continuation of universal coverage meant that access

would not be compromised in the pursuit of efficiency.

During the end of the 1980s and early 1990s a number of countries with publicly

funded health systems, including New Zealand, developed proposals for reform. While the

details of the reforms for each country were somewhat different, the influence of

Enthoven's original proposals was apparent, As in the Enthoven model, the primary aim of

the reforms was to introduce market-style incentives for effrciency through competition

between providers.5 However some of these proposals (most notably Sweden, the UK and

NZ) differed from the Enthoven model in one important way. This was that, unlike HMOs

which combine the functions of funder and provider, the functions of purchaser and

provider would be split between separate agencies. Thus a 'quasi-market' for health

services would be created.

The term 'quasi-market'6 has become common parlance in the UK where it is used

to describe the economic arrangements that have emerged in recent years for the provision

of a range of welfare services such as housing, education, community care and health

following market-oriented reforms. These economic arrangements aim to incorporate the

4. By the Nuffreld Provincial Hospitals Tnrst.

5. In the Netherlands and New Zsaland, the original proposal was also to introduce competition between

purchasers. Howerer, in New Zealand this proposal has been shelved indefinitely. Further details are

provided in Chapter 4.

6. The term was appzrently originally used by Oliver Williamson (1975, p.8) to refer to any market which

features providers which do not adhere to the usual profit-marimising model of firms (eg. non-profits such

as hospititls and government bureaus). More recently it has been popularised by Le Grand (1991) and

others in the UK through the SAUS Quasi-Market Programme based at Bristol Universig.



incentives for efficiency which are assumed to flow from competitive markets whilst

maintaining the redistributive properties of public sector funding.

Quasi-markets for health services have a number of distinctive features. On the

demand side, consumer purchasing power is generally not expressed in money terms (Le

Grand, l99l). Instead, the government maintains the role of funder so that consumers face

a zero - or near zero - price at the point of use. The choices of consumers are constrained,

not by their incomes, but by the allocation decisions which have been made on their behalf

by third parties (purchasers). Decisions about the level and regional distribution of funds

are also made centrally by government rather than by any market mechanism. On the

supply side, public and private providers compete with each other to win contracts with

purchasers for public funds. However, unlike conventional markets, many providers are

not-for-profit organisations. 7

Quasi-markets, like conventional markets, are governed by a set of rules which

shape the nature of the market. These may be formal rules, defined by the government, or

informal rules determined by the players in the market. The formal rules may include

specific regulations designed to govern the operation of the quasi-market for health

services, as well as general legislation which applies to market transactions more broadly.

Similarly, the informal rules may also emerge in a number of different ways. They may be a

result of negotiated agreements between interacting parties, of precedents set by the

behaviour or decision of a particular party, or simply through a set of voluntary - and

possibly tacit - codes of practice. In all instances, the rules are likely to be open to

interpretation so that the shape of the market may shift over time as different parties

operate according to their own particular interpretation of the rules.

Central to quasi-markets is the notion of 'contract' which replaces bureaucratic

organisational arrangements as the mechanism by which purchasers and providers transact

with each other (Martin, 1995). Barker et al. (1990) suggest that this vertical

disintegration of purchasers and providers (and contracting out by the state more

generally) is the opposite process to the tendency of markets to integrate vertically as a

means of minimising the costs of transacting between separate organisations. [n seeking to

understand this apparent paradox it is useful to refer to the analytical framework of new

7. As Le Grand (1991) has noted, the objective function of these organisations is not always clear. This

point is discussed in more detail in section 4.3 and Appendix l.



institutional economics (or the new economics of organisations as it is sometimes called).

This general body of theory encompasses transaction cost economics, agency theory, and

the economics of property rights but draws on elements of neo-classical microeconomics,

economic history, and industrial organisation. The corrmon thread is the notion that the

study of transactions between economic actors is central to the development of

institutional form. The thesis draws on all of the elements of new institutional economics

but looks primarily towards the insights provided by transaction cost economios (TCE),

especially the work of Oliver Williamson.

Aims of the thesis

This thesis examines the theory, policy and practice of the quasi-market for public health

services in New Zealand. I shall argue that the transaction costs of contracting have

generally been higll especially for service providers. Moreover, any incentives for

efficiency have sometimes been undermined by aspects of the regulatory, institutional and

cultural environment that prevails in New Zealand. Therefore, while contracting may be

appropriate for some health services, for many services the costs of contracting are likely

to outweigh any gains in productive efficiency.

The research has a number of specific objectives. The first is to review the

fundamental arguments which underpin TCE together with some common criticisms, and

to consider how this general framework might be usefully employed to analyse the new

quasi-markets for health services in New Zealand and elsewhere. A second objective is to

describe and analyse the policy environment in which contracting for health services takes

place in New Zealand, and to consider any strengths and weaknesses with respect to its

underlying incentive structures. A third objective is to examine whether contracting

between purchasers and providers involves different costs and benefits and diffFerent

contractual relationships for different health services as predicted by the TCE framework.

The thesis was written in the first three years following the introduction of a quasi-

market for health services in New Zealand. Much of the empirical content therefore relates

to a market which is in the very early stages of development. This provides some useful

insights into the process of translating policy into practice, and allows the identification of



factors which are influencing the development of relationships and practices within the new

structure.

Outline of the thesis

The thesis is divided into three separate but related parts. These cover the theory, the

policy and the practice respectively of quasi-markets and contracting for health services.

The first chapter provides a general overview of the basic theory of TCE, together with

some conceptual criticisms. It is argued that, although TCE has a number of weaknesses,

none of these necessarily imply that the basic theory is fundamentally flawed. Rather, it is

sometimes necessary to take a broader perspective by considering additional influences

which lie outside of the standard version of TCE. Chapter 2 views the quasi-market for

health services through the conceptual lens provided by this theoretical base. Specifically,

the transaction cost framework is used to identify the potential costs and benefits of

replacing hierarchies with contracts between purchasers and providers. The general

conclusion from this first part of the thesis is that it is inappropriate to assume that the

splitting of purchasers and providers per se will achieve net efficiency gains. Rather, one

would expect different contractual relationships and different types of contracts to emerge

for different types of health services. The implication of this is that the potential for

efficiency gains from the purchaser-provider split is greater for some services than for

others.

Part 2 commences (in Chapter 3) with a brief historical overview of the New

Zealand public health system and of the issues leading up to the 1993 reforms. This

chapter also provides details of the reform proposals and the economic environment in

which they were introduced. Chapter 4 describes and analyses the nature of the emerging

quasi-market in New Zealand. The focus here is on institutional structures and the formal

and informal rules which guide and influence the behaviour of players within them. The

general conclusion is that the quasi-market for health services differs markedly from the

environment in which contracting between private parties usually takes place.

The final part ofthe thesis presents two empirical analyses of the quasi-market and

contracting experiences in New Zealand in the first two years. An important assumption

underlying the reforms was that efficiency would be stimulated by competition among



providers. Chapter 5 therefore addresses the question of the extent to which competition

actually exists in New Zealand. A methodology is developed for measuring market

concentration for a selection of surgical services. Comparisons are made between 1992

and 1994 to examine whether the introduction of the reforms had any early impact on the

market structure of these particular services.

The second empirical study is presented in chapters 6,7 and 8. This is a qualitative

study which examines contracting methods and practices in the first two years of the

reforms. Following the conclusions from Part I (i.e. that different contractual relationships

and different types of contracts are likely to emerge for different fypes of health services) a

cross-sectional analysis is used to explore the contracting experiences of four different

health services. The four selected services are rest homes, primary health clinics, surgical

services and mental health services. The research methodology is described in Chapter 6

while Chapters 7 and 8 are devoted to the presentation and discussion of the results. Issues

reported in these two chapters include the contracting environment, types of contracts, the

contracting process, contractual relationships, and reported costs and benefits of

contracting.

The thesis concludes with a summary of the main findings, together with a

discussion about the implications of these for the future direction of health policy. A

glossary ofterms and abbreviations is provided at the end ofthe thesis.



PART 1

THETHEORY
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TRANSACTION COST ECONOMICS

ln a very early analysis of the quasi-market for health services in New Zealand I

commented that:

The reforms appear to be based upon a rather simplistic application of the neo-
classical competitive market model. (Ashton, 1992, p.158)

My judgement that the application of the underlying model was "rather simplistic" was

based upon the observation that little attention appeared to have been paid to an issue first

highlighted by Coase in 1937 that "the operation of a market costs something" (Coase,

1937, p.392). The assumption instead seemed to be that, in the case of a quasi-market for

health services, the costs associated with market exchanges and contracts either do not

exist (or are trivial) or that the potential gains in the effficiency of production (i.e. X-

efficiency) from splitting the roles of purchaser and provider will exceed any additional

transaction costs.E

Coase's insightful comment was based upon the observation that, while some

activities are organised through markets, others are organised within vertically integrated

institutions such as firms. Coase's original observations (which attraoted little academic

attention for many years) have recently developed into the body of literature known

collectively as transaction cost economics (TCE).e Following Coase, the key question that

the TCE literature seeks to address is, why do dift-erent types of institutions emerge as a

means of organising economic activity? Coase suggested that the answer lies in the relative

costs, at the margin, of organising transactions within a firm or via the price mechanism.

In the case of the quasi-market for health services in New Zealand, the price

mechanism has been substituted for the vertically integrated organisational structures of

8. The objectives of the New Z,ealand refonns are discussed in Chapter 4.

9. Most notably by Williamson (1975, 1979, 1981, 1983, 1985a, 1985b, 1986a, 1986b) but also by others

including Ouchi, (1980), Klein, Crawford and Alchian (1978), and Hennart (1991).
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area health boards. Thus, TCE provides a useful theoretical framework within which the

new alrangements can be assessed.

The purpose of this chapter is to describe and critique the main elements of TCE.

The first three sections are devoted to an overview of the general theory. I then consider

elements of the theory that require reappraisal or further development. The general

conclusion is that, while TCE provides a useful starting point, other factors which have

not traditionally been incorporated into the standard theory also need to be considered

when analysing the quasi-market for health services in New Zealand. Throughout this

chapter I take the work of Oliver Williamson as the definitive statement of the transaction

cost school. This seems appropriate in the light of the influence that Williamson has had in

this area of research, and of the contribution he has made towards the development of

some of the fundamental concepts. However other authors have also made important

contributions and their work is cited in the usual way where appropriate.

1 .1 The nature of transactions

The central hypothesis of TCE is that the choice between markets and hierarchiesro (or any

other organisational form) depends upon the costs of transactions. All other things being

equal, the organisational form which minimises transaction costs will be adopted. As a

general rule, markets are assumed to incorporate the necessary incentives for reducing

production costs. Thus where transaction costs are low, market exchange will be adopted.

However, the greater the costs of market exchange, the greater the incentive for

purchasers and providers to reduce these costs by abandoning market-style transactions in

favour of vertical integration of the purchasing and providing functions in some form of

hierarchical structure.

Williamson distinguishes between ex ante and ex posl transaction costs (1985a,

p.20). Ex ante costs are the costs of establishing contacts between purchasers and

providers, and of acquiring information, drafting, negotiating and building safeguards into

an agreement. Ex post costs are the costs of activities associated with monitoring,

10. Hierarchy refers to the internalisation of transactions within firms or some other vertically integrated

organisational structure such as in charitable organisations and public burcaucracies.
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enforcing and, if necessary, conecting any diversions from the original agreement. They

include the costs of setting up enforcement procedures, of settling disputes, and of

renegotiating elements of a contract over its duration. In a perfectly competitive market

with full information, both ex ante and er po.rt transaction costs tend to be negligible. In

other cases, however, the costs of transacting can be significant. Furthermore, eJc anle and

ex post costs tend to be interdependent and inversely related. Ifa transaction is undertaken

without acquiring full information and without speeifring all possible contingencies, ex

anle costs will be low. However because the contract is incomplete, the ex post costs

associated with contract enforcement are likely to be high. On the other hand, while

specification of complete contracts should reduce enforcement costs, this requires full

information and tends to increase ex ante costs.

To understand these relationships it is necessary to explore the characteristics of

transactions that give rise to these costs. Williamson bases his analysis on a model of

human behaviour which features three main behavioural attributes: bounded rationality,

opportunism and dignity. There are in addition three principal dimensions with respect to

which transactions may differ: asset specificity, uncertainty and frequency. The choice of

institutional arrangements by which transactions are governed depends upon the

significance of and inter-relationships between these various factors.

I.I.I Human faclors

Bounded rationality is a weak form of rationality. It refers to human behaviour that is

"intendedly rational but only limitedly so" (Simon, 1961, p.14).People are assumed to act

rationally but their ability to do so is limited by natural human constraints on their capacity

to accumulate, process, store and retrieve information. For example, purchasers of surgical

services are likely to have limited ability to evaluate all possible contingencies associated

with surgical procedures such as the risk profile of the population utilising the service, the

incidence of complications, the speed of recovery, and so on. One implication of this is

that there will be limits on the transactors' ability to identifo and make accommodation for

all possible contingencies over the course of a transaction. Therefore with the exception of

one-ofi, short term transactions, bounded rationality will limit the extent to which

transactions can be organised through market-style contractual arrangements. Complete

t 1
I J



contingent-claims contracts are either extremely costly, or just not feasible, and so some

other type of governance structurerr needs to be used.

The second human factor, opporttmism, is defined by Williamson as "self-interest

seeking with guile" (1975, p.26).The essential point here is that individuals are assumed

not simply to maximise their own self-interest (as in conventional economic theory) but to

do so in a way that may involve strategic and guileful behaviour. According to Williamson:

This includes but is scarcely limited to more blatant forms - such as lying, stealing
and cheating. Opportunism more often involves subtle forms of deceit......More
generally, opponunism refers to the incomplete or distorted disclosure of
information" especially calculated efforts to mislea4 disguise, obfuscate, or
confi.rse. ( 1986b, p. 175)

Such behaviour impacts upon the market price and imposes costs on the purchaser. If the

purchaser is not willing to bear the additional costs, opportunism may prevent the

transaction from taking place unless appropriate safeguards are built into the contract. This

in turn increases the transaction costs. The importance of opportunism does not depend

upon all (or even most) individuals behaving in this manner. The problem is that, if some

potential for opportunism exists, it may be difficult to detect who is opportunistic and who

is not. Thus any safeguards need to be universally imposed.

The third human factor identified by Williamson - dignity - is the least developed of

the three concepts (Williamson, 1986b). Indeed, it is often ignored completely in the more

recent transaction costs literature. Dignify does, howeveq appear to have some relevance

in the context of health care and so requires some preliminary explanation. Williamson

argues that the problem of economic organisation that emerges from the existence of the

two human factors of bounded rationality and opportunism is:

Organise transactions so as to economize on bounded rationality while
simultaneously safeguarding them against the hazards of opportunism. (1986b,
p.177)

But this conception of the problem is, arguably, too narrow, because it reduces individuals

to instruments in the search for economic organisation and thus fails to accommodate the

value that people place on the self-esteem of individuals. This applies especially in the

ll. The term governance slruclure refers to the institutional framework within which a transaction is

initiated, negotiated, monitored, adapted, enforced, and terminated.
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organisation of labour markets. In the case of health care, it also applies to the purchasing

funclion where a third party purchaser is acting as an agent for consumers. In both cases,

the decision-making process may need to be adjusted in some way so that the views of

workers and consumers are taken into account.

In summary, transactions differ in the extent to which they place constraints on

rational behaviour, their scope for opportunism, and the value placed upon human digruty.

As these factors increase, so do the costs of organising transactions through market-based

exchanges.

1.1.2 Dimensions of transactions

The three human factors discussed above cannot by themselves explain the many variations

in organisational form. Some understanding is also required of the underlying dimensions

of transactions. Again, Williamson has identified three relevant dimensions; asset

specificity, uncertainty and frequency. A fourth relevant dimension identified by other

writersr2 (and acknowledged by Williamson in more recent works) is ease of measurement

of the traded item.

Asset specificity refers to the extent to which the resources required to complete a

transaction are deployable to some alternative use without reducing their productive value.

Highly specific assets have little or no value elsewhere. Hence the owner has a strong

interest in continuing the transaction because of the high quasi-rents that it brings. 13

Purchasers too may be locked in if there is no choice of alternative provider that offers

assets as suitable to their needs as the incumbent supplier.

Two further points need to be made about specific assets. First, specific and non-

specific assets do not align with the usual accounting classifications of fixed and variable

assets. Many fixed assets, such as general-purpose buildings, are readily deployable to

some alternative use. On the other hand, some assets which are regarded as variable for

accounting purposes may not be readily deployable. Williamson (1985a, p.55) offers the

following figure, in which specific assets are located in the shaded area, to illustrate the

point:

12. For example, Barzel (1982) and Alchian and Woodward (1988).

13. Quasi-rents are defined (by Klein, Crawford and Alchian, 1978) as the excess of an asset's value over

its salvage value.

l 5



Figure l.l: The distinction between different types of assets

Fixed Variable

The figure shows that fixed and variable assets can both be sub-divided into

specific and non-specific investments. However the expectation would normally be for a

larger proportion of fixed assets to be specific than variable assets.

The second point to note is that asset specificity is not confined to durable physical

assets. Williamson (1985a p.95) distinguishes the foltowing four types:

(i) Site specificitl occurs when assets are located on a particular site, usually because

successive stages of the production process must be located in close proximity. For

example, anaesthesia, surgical and intensive care services are often utilised by patients

sequentially and so must be located in close proximity. The immobility of assets implies

large relocation costs. Thus, once located, the parties in the transaction are operating in a

bilateral relationship. The usual response to site specificity is unified ownership of the

asset, or some form of long-tenn contracts.
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(ii) Physical asset specificity exists where assets are mobile but linked to the special

requirements of the other party to the transaction. For example, a hospital may purchase a

number of beds which have been designed especially for patients recovering from spinal

injuries. In this case, while internal organisation may not be necessary, special contracts

will usually be required.

(iii\ Human asset specificity refers to personnel who are for some reason especially suited

to a particular position. This may arise because they have specialised training, because they

been trained on the job in a learning-by-doing fashion, because they have a special

understanding of their clients, or because they form part of a team. Examples from the

health services include health professionals who have developed a special rapport with a

local population, or emergency teams who have developed a close working relationship. In

such cases, an employment relationship is likely to emerge between purchaser and provider

rather than some form of labour contract. According to Williamson:

Common ownership of successive stages is predicted as the degree of human asset
specificity deepurs. ( I 985a, p.96).

(iv) Declicated assets refer to investments which have been made by a producer on behalf

of a particular buyer. Here again, while common ownership is (usually) not necessary,

special contractual arrangements are required.

The second relevant dimension of transactions is the degree of uncertainty

involved. Uncertainty may be present because there are many known alternatives, because

the transacting parties have incomplete or imperlect information, or because there are

numerous unimaginable possibilities which may arise during the course of the transaction.

Behavioural uncertainty occurs when one or both transacting parties is not sure whether

they can trust the other. Developing and enforcing a contract which identifies all possible

contingencies and specifies appropriate adaptations would be extremely costly (if not

impossible). Therefore, as uncertainty increases, so do the transaction costs of contracting.

The tendency is then to supplant open-market contracting with internal organisation. The

issue of uncertainty has often been recognised as central to the study of the firm. Indeed,
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Coase (1937) went so far as to suggest that "It seems improbable that a firm would

emerge without the existence of uncertainty." (p.392).

Consideration must also be given to the frequency of a transaction. When a

transaction occurs frequently it is worthwhile investing in the development of a customised

governance structure (such as a special monitoring system) because, although costly, these

costs can be spread over subsequent transactions. Moreover a customised structure may

bring about net savingsin ex posl transaction costs. However where a transaction is one-

offor infrequent, a more generalised (and cheaper) governance structure may be selected,

even though this may be less than ideal.

Recurrent contact between transactors may also reduce the incentive to behave

opportunistically and increase the possibility of a trusting relationship (Ifteps et al. 1982).

Where recurrent transactions are likely to occur, both parties will benefit from establishing

their good reputation by adhering to the contract terms. This in turn establishes the type of

environment which is necessary for trust to develop between the two parties. All of these

factors reduce the need for and cost of building safeguards into the system as a means of

reducing opportunism.

A fourth factor which influences transaction costs (and which is especially

important in the health sector) is the measrabiliry of the attributes of the traded item

@arzel, 1982). Measurability, together with monitoring, are necessary to minimise the

scope for opportunism. The greater the complexity of measurement, the greater the cost of

writing contracts which speci$ outputs in both quantitative and qualitative terms. The

basic issue here is the importance of establishing property rights. As Dugger (1993) notes

(p.193): "Property rights are prior to exchange. Property rights are the foundation of

exchange."

If property rights are not well established prior to exchange, contracts between

purchasers and providers will be incomplete. In the simple example of a consultation with

a general practitioner one might assume that the property rights associated with the

transaction between doctor and patient are clear. But what the doctor expects to provide

and what the patient expects to receive may be quite different things. The doctor is

concerned primarily with the process and output of the transaction. S/he may consider that

the exchange involves spending up to some maximum period of time with the patient,

during which the doctor will provide as much information to the patient as possible

concerning the nature of the problem and potential treatment. Some doctors may also

l 8



include some basic diagnostic and treatment procedures as part of the exchange. In

contrast, the patient is seeking (and hopes to receive) a cure for their problem. The patient

is therefore concerned primarily (although usually not entirely) with outcome, rather than

with process or output. In a situation such as this, because property rights have not been

clearly established prior to the exchange taking place, the potential for disputes is high. If

transactions between the two parties are recurrent and frequent (as in this example), their

expectations of the transaction will tend to converge over time so that property rights are

effectively established through reputation of the provider and repetition of the transaction.

But if transactions are only occasional or infrequent, as is sometimes the case between

purchasing agents and service providers, the potential for dispute remains high.

1.1.3 The combirntion of human faetors with the dimensions of transactions

While each of the human factors and dimensions of contracts discussed above have

important implications for the way in which transactions are organised and governed,

market-based exchange is most likely to fail in situations where two or more of these

features are combined.

Consider first a situation where bounded rationality and uncertainty are paired. For

example, this is likely to arise in the case of some mental health services where both

purchasers and providers have limited ability to evaluate all possible contingencies

concerning expected utilisation of the service, plus there is a considerable degree of

uncertainty because both the output and quality of the service are difficult to define. In

such circumstances, there are limits on the extent to which parties to the transaction are

able to imagine and prepare for uncertain future events. Contracts are therefore likely to be

incomplete, and the costs of monitoring, enforcing and adapting such contracts are likely

to be high. Uncertainty also increases the scope for opportunism. In these circumstances,

contractual anangements need to be flexible enough to aocommodate unforeseen changes,

and suitable to cope with, or discourage, opportunism. Williamson argues that internalising

the transaction through some type of hierarchical organisational structure should be more

efficient than market exchange because this allows continual adaptations to unforeseen

events to be made through administrative processes as the problems arise. Of course, full
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integration of the two parties will not always be possible.ra In these circumstances, Klein

(1980) suggests that long term contracts can effectively be self-enforcing if both parties

stand to gain from continuation of the contract.rj

The pairing of uncertainty with opportunism is also associated with what

Williamson refers to as "infomation impactedness", a condition that exists when one or

more party has information about the circumstances underlying a transaction but this

information cannot be costlessly discerned by others (1975, p.3l). In health economics, the

most obvious example of information impactedness is the asymmetry of information that

exists between doctor and patient, or even between a third party purchaser and providers.

Williamson argues however that asymmetry may not be of great concern unless it is

coupled with high costs of achieving information parity, or there is a proclivity for parties

to behave opportunistically. For example, an incentive exists for doctors to induce demand

for their services when paid on a fee-for-service basis. Moreover, information

impactedness can also arise in circumstances where both parties have identical, but

incompletq information. Information impactedness has the potential to impair market

exchange because it increases the costs of transacting in the same way as uncertainty.

Asset specificity also tends be paired with opportunism. Because one party is

locked into a transaction to some extent, there is both scope and incentive for opportunism

when the contract comes up for renewal. These effects are accentuated if there are few, if

any, potential alternative providers because competitive pressure to curb opportunistic

behaviour is limited, In practice, asset specificity often transforms a competitive market

with many bidders into a situation of small numbers exchange - a process that Williamson

terms the 'fundamental transformation'. This is because, even where there are a large

number of bidders ex ante, the winner secures a competitive advantage during the course

of the contract because their position in the market is established and continuity of trading

has real value. Thus what was a large-numbers bidding situation can be transformed into

one of bilateral exchange when the contract comes up for renewal. In this situation, some

14. TNs point appties to the quasi-market for health services in New ?*aland where integration of

purchaser and provider is not permitted by law.

15. Klein (1980, p. 35S) describes a self-enforcing contract as: "... one where oppornrnistic behaviour is

prevented by the threat of termination of the business relationship rather than by the threat of litigation".
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form of long-term contractual relationship or internal organisation is likely to emerge as a

means of attenuating potential opportunism,

Finally, Williamson (1986b, p.178) notes that: "The full catastrophe appears when

bounded rationality, opportunism and asset specificity are joined." In these circumstances,

the transaction costs and inefficiencies of market exchange are likely to be significant. The

tendency towards some form of vertically integrated, hierarchical governance structure

then becomes very strong indeed.

While the focus of Williamson's analysis is on the nature and cost of market and

non-market exchange, Williamson recognises that individuals may not view these

exchanges in a "strictly neutral, instrumental maRner" (1975, p.38). On occasions it may

also be important to make reference to what he terms "atmosphere": that is, to the

attitudes of the individuals who are involved in these interactions. However Wlliamson

clearly ranks atmosphere rather low in the scheme of things. In his view, TCE relies

principally on the behavioural and economic dimensions discussed above:

Atmosphere is reserved for those transactions for which attitudinal spillovers are
thought to be especially strong. (Williamson, 1975, p.39)
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Figure 1.2: The Transaction Cost Framework

BEHAVIOURAL
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ECONOMIC
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Source: Based on Williamson (1975), p.40

Types of contracts and governance structures

Having identified the various features that distinguish one type of transaction from

another, these different types of transactions must now be matched with different types of

contract and governance structures. Markets and hierarchies are two extreme methods of

organising transactions between two parties. Most transactions fall somewhere in between

in what Hennart (1991) describes as "the swollen middle".l6 In the absence of any of the

factors discussed above, markets are generally preferred because of the usual presumption

that markets produce efficient outcomes. However, when markets fail for any of the

16. Labels which have been given to these intermediate forms of organisation include "quasi-vertical

integration" (Monteverde and Teece, 1982a); "quasi-lirm" (Eccles, l98l); "quasi-disintegration" and

"visible handshake" (Aoki, 1984), and "relational contract" (Macneil, t985).
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reasons discussed above, some alternative form of governance structure is likely to

produce a more efficient outcome.

Avery wide range of governance structures is possible.rT In the case of the New

Zealand health services, the choice of contractual arrangements between purchasers and

providers is constrained by a legislative requirement for separation of the roles of buyer

and seller. Thus the two parties do not have the choice of integrating vertically (at least

formally), even when the transaction costs associated with contracting for services are

high.t* In these circumstances, the challenge is to develop an appropriate contracting

regime.

In a seminal work, Macneil (1974) suggested that contracts fall somewhere on a

continuum between two extreme poles: a transactional (i.e. discrete) pole and a relational

pole. Macneil went on to discuss a range of behavioural concepts with respect to which

these two contract types differ. An examination of the conceptual differences between

transactional and relational contracts suggests that these two poles closely parallel the

markeVhierarchy poles of Williamson's work. For example, transactional contracts tend to

cover simple, monetarized exchanges which involve little or no future cooperation between

the two parties. In contrast, retational contracts are based upon a deep and complex

relationship between the (two or more) parties which adapts and changes during the

course of the contract. Relational contracts are usually of longer duration, less complete

and more informal than transactional contracts. While each transaction needs to be judged

on its own merits, Macneil makes the general point (on p.69a) that services are inherently

more relational than the transfer of goods. Macneil's full examination of the concepts

underlying contracts is too lengthy and complex to be discussed in detail in this paper.

However a summary of a selection of the underlying concepts is given in Table 1.1.

17. Bryson and Smith Ring (1990) for example, list the following sample of "typical governance

structures": government service, goyernment vending; intergovernment agreament; regulation; contract or

purchase of service; franchise; formula grant (to governments or individuals); categorical gmnt; voucher;

market; subsidy; tax incentive; insurance; voluntary affangements; and self-service.

18. lntegration may of course occur within provider organisations. However it is the relationship between

purchasers and prwiders that is the focus of this study.
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Table 1.1: Summary of a selection of the behavioural concepts underlying
contracts identified bv Macneil

Source: Based on Macneil (1974): pp.738-740

This description by Macneil of transaction relationships provides further insights

into the need for and nature of different contractual arrangements. However, the

classificatory apparatus for these different types of contractual arrangements is

cumbersome and rather poorly defined. A less elaborate but rather more useful

classification of contracts emerges in a later work (Macneil, 1978). Here Macneil

discusses three categories of contract: classical contracts, neoclassical contracts and

relational contracts. Williamson (1979) further develops Macneil's classification and

describes the type of governance structure that is appropriate for each class of transaction

and contract. An overview is given in Table 1.2.

CONCEPT BXTREME
TRANSACTIONAL POLE

EXTREME
RELATIONAL POLE

Overall relation type Limited, simple, formal Unlimited, complex, informal,
trustine

Product of exchange Monetarized exchange only Includes personal and social exchange
as well as economic

Measurability of
exchanse

Readily measurable and
monetarized

Difficult to measure, often not
monetarized

Source of socio-
economic support

External to the transaction Internal to the relationship as well as
external

Duration of contract Short negotiation period and
contract duration

Long term; often no finite beginning
or end

Nature of planning Complete and specific Limited planning of transaction but
may be extensive planning of
structures and nrocesses

Cooperation in
planning and
performance

Almost none required Success of relation depends almost
entirely on future cooperation

Transferability Entirely transferable except for
contractor's liability for non-
oerformance

Transfer likely to be uneconomic and
difficult

Expectations of trouble None expected other than that
planned for in contract. [f
trouble occurs, governed by
riehts in contract

Possibility of trouble anticipated but
dealt with internally by cooperation
between parties.

24



Table 1.2: Contract types and governance structures

TYPE OF
CONTRACT

MAIN
FEATURES

GOVERNANCE
STRUCTURE

Classical Complete, formal, and impersonal.
Cover discrete, short-term, non-specific
transactions

Market pressures plus law courts
for settling claims

Neo+lassical Incomplete, flexible. Cover occasional,
mixeda or asset specific, longer-term
transactions

Third party (trilatsral)
govemance: i.e. mediation or
arbitration

Relational Based upon long-tenn, trust relationship
between parties. Cover
recurrent, mixed or asset-specific
transactions

Transaction specifi c govemance:
(bilateral or unified)

a Mixed assets refers to assets which have a degree of specificity. That is, while these
assets do have some value elsewhere, their deployment to any alternative use would
involve significant losses for the owner.

Classical contracts cover discrete transactions in which all possible future events

are described and accommodated, and in which the identity of the parties to the transaction

is irrelevant. Under classical contracting, market pressures are usually sufficient to

discourage opportunistic behaviour and encourage adherence to contract terms. However,

should non-performance occur for any reason, the consequences are relatively predictable

under classical contract law because formal rules which can, if necessary, be enforced in a

court of law take precedent over informal agreements.

This traditional perspective of contract accords with the world of neo-classical

economics. That is, contractual agreements are assumed to reflect the preferences of

rational, utility-maximising individuals making discrete exchanges in perfectly competitive

markets. However, two well-known studies have revealed that, in the modern world of

business, classical contracts are the exception rather than the rule. (Macauley, 1963; Beale

and Dugdale, 1975). In practice, even where assets are non-specific, most contracts tend

to be less complete and often long-term, with the relationship between contractors more

important than this classical model of contract assumes.

In transactions where assets are more specific or there is a degree of uncertainty,

(and hence, given bounded rationality, an increasing potential for opportunism)

neoclassical contracts may be more appropriate. These are usually longer terrn contracts

which are less than complete in the sense that all future contingencies cannot be specified.
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In this case, both parties have some interest in sustaining the relationship so that changes

to the terms of contract can be negotiated as they occur. Non-performance by either party

is likely to be open to interpretation (because of the incompleteness of the contract) and so

enforcement through the law courts tends to be costly. Third-party assistance in the form

of mediation or arbitration is therefore more commonly employed in the event of disputes.

Relational contracts tend to be even more incomplete than neo-classical contracts.

In this case, the reduction of important terms of the arrangement to well-defined

obligations is either not possible or not desirable. Relational contracts are likely to emerge

where transactions between two parties are recurrent and assets are mixed or specific.

There is also likely to be a high degree of uncertainty and/or problems of meazurement. In

this case, non-performance will be costly to both parties. Because the parties to the

transaction are mutually dependent upon each other, and because exit costs for either party

may be high, their relationship tends to be informal and trusting. Thus the relationship itself

becomes the reference point for any adaptions rather than the original agreement.

Williamson identifies two types of governance structure associated with this type

of contract: bilateral governance where the two parties remain separate organisations, and

unffied governance in cases where the two parties integrate vertically. Where assets are

mixed, contracting out may still be preferred to any form of internal organisation due to

the potential for contestability to exert some pressure on production costs. In this case, the

contract needs to be sufficiently flexible to allow adaptations to take place during the term

of the contract. Hence the two pafties need to agree on the circumstances and limits within

which any adaptations can take place. Under this bilateral governance, both parties have an

incentive to sustain the relationship through the development of some form of obligational

contracting. As assets become increasingly specific, the incentives for external trading

weaken while the need to reduce transaction costs increases. Thus the tendency is for

transactions to be internalised through the vertical integration of the transacting parties.
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1.3 The choice between markets and hierarchies

The focus of this chapter so far has been on the costs associated with market transactions.

One must then query, as did Coase:

......why, if by organising one can eliminate certain costs .......are there any markd
transactions at all? Why is not all production carried out by one big firm? (Coase,
L937, p. 394).

Williamson suggests that the answer to this question lies in the relationship between

production costs and transaction costs for difFerent degrees of asset specificity. The

efficiency objective is to minimise the sum of production and transaction costs. While the

transaction costs associated with markets increase as asset specificity increases, production

costs are assumed to always be lower in markets than in firms. There are two reasons for

this. First, as in neoclassical economic theory, market incentives ensure that production

costs are kept to a minimum. Second, markets are assumed to offer economies of scale and

scope through the aggregation of the diverse demands of many purchasers. However,

these potential efficiency gains decline as assets become more specific to a single

purchaser.

Where assets are non-specific, market procurement is the preferred mode because

both transaction costs and production costs are low. As asset specificity increases, the

potential gains from internalisation increase because the transaction costs of markets

increase. At the same time, any potential gains from scale economies offered by the market

decline (but remain positive). For intermediate degrees of asset specificity, there are only

small cost differences between markets and hierarchies. At some point, the transactor will

be indifferent between market procurement and internal production and some form of

mixed governance may emerge. Eventually, internal organisation becomes more efficient

than market procurement because transaction costs are reduced and any gains from scale

economies are minimal.
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1.4 Some theorctical challenges and developments

While TCE has clearly been a major influence in the development of thinking about

organisational structures, the approach can be - and has been - challenged from a number

of perspectives.

1.4.1 The concept of transaction costs

A fundamental problem of transaction cost economics is that most of the concepts are

rather imprecise and open to interpretation.le Even the central concept of transaction costs

seems to defy clear definition. Coase (1960), in his seminal article on "The Problem of

Social Cost" offered the following definition:

In order to carry out a markst trarsaction it is necessary to discover who it is that
one wishes to deal with, to inform people that one wishes to deal and on what
terms, to conduct negotiations leading up to a bargai4 to draw up a contract to
undertake the inspection needed to make sure that the terms of the contract are
being observed, and so on. (Coase, 1960, p.15)

Dahlman (1979) suggests that the costs identified by Coase in this sentence fall into

three groups, each of which is associated with a different stage of the transaction process.

These are search and information costs, bargaining and decision costs, and policing and

enforcement costs. Dahlman goes on to argue that even this taxonomy is unnecessarily

elaborate since all of these costs represent resource losses due to lack of information.

While attractive for its simplicity, this argument seems to be flawed because if any

resource losses due to a lack of information are to be reduced, the costs of acquiring that

information must surely increase. The question then arises as to whether these additional

costs of acquiring information should be counted as transaction costs, or as a cost of the

production process. Ferguson and Keen (1996) appear to support the latter view in their

argument that information technology has the potential to reduce transaction costs. From

this perspective, the costs associated with installing and operating the information

technology are considered to be "investment costs" rather than ex ante transaction costs.

19. It might also be noted that the problem of terminological imprecision is somewhat exacerbated by

Williamson"s continual use of rather unusual parlance!
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Both arguments have some validity since information technology has the potential to

improve both contract monitoring and the production process.

Hodgson (1988) points out that, if transaction costs can be collapsed down into the

single category of information costs as Dahlman suggests, then, following Stigler's (1961)

seminal work on search and information costs, transaction costs can be accommodated in

economic analysis in exactly the same way as any other commodity. That is, information

will be consumed until the marginal benefit is equal to the marginal cost of acquiring that

information. The difficulty here of course is that, even if economic actors are assumed to

be fully rational, if they lack a piece of informatioq they have no way of estimating its

expected marginal benefit. Hodgson goes on to point out that, while questions of

information and knowledge are central to the existence of the firm, they cannot explain the

existence of the firm. Thus, reducing the concept of transaction costs to the very simple

notion of information costs does not seem very helpfill.

Williamson also recognised that a definitional problem exists:

......there are too many degrees of freedom: the concept [i.e. transaction costs]
wants for definition . (1979, p.233')

However, Williamson fails to remedy the deficiency by offering a workable definition. The

closest he appears to come to defining the concept at all is in a 1985 article where he

quotes Arrow's rather vague comment that transaction costs are "the costs of running the

system" (Arrow, 1969, p.48). Williamson continues as follows:

Such costs are to be distinguished from production costs, which is the cost
category with which neoclassical analysis has been preoccupied. Transaction costs
are the economic equivalent of friction in physical systems. The manifold
successes of physics in ascertaining the attributes of complex systems by assuming
the absence of friction scarcely require recounting here. Such a strategy has had
obvious appeal tothe social sciences. (1985a, p.l8)

Unfortunately, this analogy with the physical scienoes provides no guidance at all

to researchers who might be interested in identifying and measuring transaction costs. For

example, the problem alluded to above is not resolved by this definition. That is, if a firm

invests in additional information technology in order to improve the measurement and

monitoring of output and (possibly) to reduce the level of uncertainty and potential for

opportunism in recurrent transactions, is it correct to interpret this as an increase in

governance (and therefore transaction) costs or is this simply a management tool which,

because it provides useful information about the quantity, quality and cost of outputs
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would usually be regarded as a cost of the production process? Until some agreement can

be reached on clear definitions of the underlying concepts, any conclusions from empirical

work based upon TCE must, inevitably, remain open to debate.

1.4.2 The concept olefficiency

Williamson's argument (1983, p.lZs) ".....that efficiency is the main and only systematic

factor responsible for the organisational changes that have occurred" has been especially

contentious.to The first question that must be asked is, what is meant by efficiency? The

discussion above indicates that the efficiency objective is to minimise the sum of

production and transaction costs. This seems to equate with the economic concept of

technical (or operational) efficiency. However, both Williamson and many of his critics 2r

have tended to reduce the term "effrciency" to the narrower concept of transaction cost

minimising. This introduces confusion. For example, where transaction costs are small but

production inefficiencies are large, the prefened organisational structure will obviously be

different from that indicated by the narrower transaction cost minimisation definition.

More generally, the theory downplays the importance of factors which influence

production costs. Economics of scope and scale are obvious considerations here, as is

market structure. It may also be argued that Williamson over-emphasises the importance

of asset specificity in determining transaction costs and under-emphasises problems of

measurement. Because measurement is crucial for the establishment of property rights,

transaction costs will be high if problems of measurement exist, regardless of the

specificity of the associated assets.

The focus on cost-minimisation (however defined), rather than the broader concept

of efficiency, also tends to ignore the benefit side of the equation. Croxson (1995a) points

out that, as well as producing a particular set of goods or services, firms also permit

learning and the accumulation of organisation-specific knowledge. And, while the

separation of ownership and control may increase the transaction costs associated with

agency problems, it may also produce gains in quality from specialisation. In the case of

health services, the selection of organisational form may be based upon the ability to

20. See, for example, Ezzamel and Willmott (1993), Ferli (1992), Robins (1987), Perrow (1986) and

Bauer and Cohen (1983).

21. For example, Hodgson (1988), Dow (1987) and Dugger (1983)
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secure desirable outcomes such as accountability, continuity of care, access to services, or

safety. If different organisational forms produce a different quality or type of output,

focusing only on costs tends to encourage comparisons between apples and oranges.

The acceptance of efficiency - which in this case refers to both technical and

allocative efficiency - as a sufficient explanation of the existence of a structure reflects the

strong grounding of TCE in neoclassical economic theory. A fundamental premise of both

of these schools of thought is that only the most efficient structures will survive - a sort of

economic Darwinism. But clearly this is not the case. Inefficient structures do exist, and no

doubt efficient structures sometimes failto emerge.

There arc a number of possible explanations for this. First, if individuals are

boundedly rational as the model suggests, their ability to assess the relative efficiency of

alternative forms of organisation is likely to be limited. Hodgson (1993) suggests that this

apparent anomaly may stem from the comparative static context in which TCE is situated.

Deliberative economic agents are assumed to choose between pre-existing forms of

organisation rather than to seek to alter their form or to influence their development over

time (Croxson, 1995a). Once an evolutionary context is adopted, the assumption of a fully

deliberative economic agent can be dropped, Agents can instead learn from their mistakes

over time and adjust their behaviour and decisions accordingly. Hodgson summarises

arguments which support the notion that path-dependence may be significant in the

selection of organisational form. For example, some historical research has pointed to the

influence that the internal organisation of military hierarchies of the time apparently had on

the development of factory systems. Once path-dependence is introduced into the analysis,

it can no longer be assumed that organisations will conform to some global standard of

efficiency: each must be assessed in the context of any incentives and constraints that it has

inherited from the past @avid, 1992 and 1993, cited in Croxson, 1995a).
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L4.3 Non-efficiency intluences

A second reason why organisational arrangements may not be efficient is that there are

factors other than efficiency that influence the choice of organisational form. From a

sociological perspective, the emergence of firms is usually regarded as more to do with the

maximisation of power than the minimisation of costs. From this perspective, hierarchies

are simply instruments for securing market and employee control (Marginson, 1993). The

greater the degree of the market control, the greater the power. This power hypothesis is

supported by the observation that competition itself sometimes leads to monopoly and this,

from a neo-classical perspective, is usually assumed to be associated with inefficiency

through net losses of consumer surplus. Williamson (1985a) recognises the relevance of

power but very quickly relegates it to "a secondary role in the scheme of such things"

(p. l2s).

If TCE is viewed as an alternative to the power hypothesis as Williamson

apparently intended, then acceptance of the role of power in shaping organisations seems

to imply rejection of TCE. This is because it cannot be presumed that power will be used

to produce the sort of efficient outcomes envisaged in TCE. Koapp (1989) suggests that

one way of reconciling the issue is to view TCE as a particular form of the power

hypothesis. Rather than seeking personal power, managers utilise control over employees

as a means of coordinating their activities. This in turn increases the ability of the system to

produce more efficiently.

There are a number of other possible non-efficiency explanations for the choice of

organisational form. These include the institutional environment, a quest for accountability,

the ideology of decision-makers, a desire to create an environment which permits training

and learning, and distributional considerations, These, and other factors which are

especially relevant in quasi-markets for health services, are discussed in detail below and in

the next chapter. The general point to be made here is that a particular type of

organisational form may emerge in response to a range of factors which are context- or

path-specific. The implication of this is that, if efficiency is not the driving factor in the

choice of organisational form, then, unless some explanation can be found which suggests

that the two objectives may be compatible (as Knapp did in the case of power), then TCE

must be rejected as an explanation of the existence and structure of firms.
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1.4.4 Transdction costs within hierarchies

Another criticism of TCE is that it largely ignores the transaction costs that occur within

hierarchies. Perrow (1986), for example, suggests that the theory under-emphasises the

costs of intra-firm transactions (such as the costs of acquiring knowledge about internal

costs and prices), and fails to recognise the influence of human factors such as

opportunism and information impactedness between employees and employers within the

firm. The view held by Williamson that opportunism by both employers and employees

within firms is restrained through the use of authority has been criticised by a number of

authors.22 The gist of these arguments is encapsulated by Dow (1987) who considers that

"....novel forms of opportunism may emerge within the authority relationship itself' (p 4)

While shirking is seen as the main potential problem amongst employees, authority may

induce employers to distort or hoard information, or to introduce technology unilaterally

which undercuts labour's bargaining position. In failing to recognise these possibilities,

TCE tends to over-emphasise market failure at the expense of bureaucratic failure.

1.4.5 The nature of the exchange relationship

While the emphasis in TCE is on the economic incentives which stem from self-interest,

sociological concepts such as trust, cooperation, loyalty, and, in the public sector, the

collective interest also influence the behaviour of economic agents in both markets and

hierarchies.a These attributes may encourage agents to act in the interest of a principal and

so mitigate against opportunism. Exchange relationships which exhibit these attributes

should then be able to economise ontransaction costs. Sako (1991, p.451), for example,

suggests that, where there is imperfect informatioq bounded rationality, risk and

uncertainty, trust "economizes on the costs of bargaining, monitoring, insurance and

dispute settlement. "2a

22. For example, Alchian and Demetz (1972) and Dow ( 1987).

23. There is now a vast bdy of literature on all of these topics. Authors who have discussed these issues in

relation to TCE include Williamson (1993), Pitelis (1991), Sako (1991), Hodgson (1988), and Granovetter

(le8s).

24. Sako goes on lo suggest that the boundaries of oppornrnism are iself partially defined by the nature of

the type of trust that prevails within a contractual relationship. Towards this end she identifies three

different types: contractual trust (which requires each party to abide by the contract); competence trust
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At first glance, the introduction of concepts such as cooperation and trust seem to

conflict with the fundamental economic assumption of utility-maximising behaviour.

However, if both parties have something to gain, then cooperatiotl which in turn requires

an element of trust, may itself be a manifestation of utility-maximising behaviour.

Williamson (1993), calls this the "calculative" approach of economics. From this

perspective, trust develops in exchange relationships only to the extent that both parties

have something to gain. Campbell and Hanis (1993) agree that cooperation reflects

rational economic behaviour. They argue, however, that the notion of individual self-

interest as the measure of rationality in longer-term contractual arrangements should be

replaced by one of mutual interest, and that this in turn is best achieved through

cooperation. From this perspective, efficient long-term contractual behaviour is

consciously cooperative.

A key issue here seems to be, are concepts such as cooperation and trust a cause or

result of exchange relationships? Are they inherent human characteristics (as argued by

Granovetter, 1985), the abundance of which depends upon prevailing social nonns, or do

they emerge in response to a need to reduce transaction costs in recurrent transactions?

Either way, the presence of cooperation and trust in a relationship is likely to reduce

transaction costs as Sako suggests.

While a long-term relationship may nurture trust and cooperation between two

parties, a rather different scenario may emerge if the relationship is formalised through the

use of contracts. This is because the parties to the exchange may feel that the other party

does not trust them if a contract is required to seal a relationship. Thus the use of formal

contracts may actually weaken (or discourage the emergence of) these transaction cost-

reducing aspects of a relationship. Within the public sector, contractual arrangements may

discourage managers from accepting responsibilities which have broader public interest

(Schick, 1996).

The fundamental issue here seems to be whether it is correct to assume that

opportunism and self-interest reflect the natural state of man, or whether concepts such as

(which requires each party to firlfill the contract comp€tendy); and goodwill trust (which requires each

party to be willing to go beyond any explicit promises). lf one party fulfills the contract but does so

incompetently, they are acting opportunistically according to the competence trust but not according to

contracftral lrust.
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trust, loyalty and mutual (or public) benefit are more important in driving human

behaviour. In defence of TCE it should be pointed out that, while TCE gives considerable

weight to the concept of opportunism, it does not assume that all individuals behave

opportunistically, only that there may be opportunities to do so. At a broader level, these

sociological perspectives concerning the assumptions underlying human behaviour seem to

apply to economic theory more generally rather than to transactions cost analysis in

particular.

The general implication of these considerations seems to be that the standard

version of TCE overstates the role of governance and hierarchy in regulating transactions

and understates the importance of the exchange relationship. However, this problem

diminishes once the contributions of Macneil are taken into account. From Macneil's

perspective, the nature of the social relationship may be an important influence not only on

the size of any transaction costs, but possibly also on the choice and perpetuation of a

particular type of organisational structure.

1.4.6 The institutional environrnenl

The failure to include sociological considerations is a reflection of a more general

weakness of TCE. This is the lack of development of Williamson's concept of

"atmosphere" - that is, the general notion that the behaviour of individuals may be

influenced by something other than their own rational self-interest. In addition to the

sociological dimensions discussed above, the political and regulatory environment in which

transactions take place is largely ignored, at least until very recently. Hence the theory

seems to have been developed in what might be termed an "institutional vacuum". Here I

refer to Douglass North's concept of institutions:

Institutions are the rules of the game in a society or, more formally, are the
humanly devised constraints that shape human interaction. They consist of both
informd constraints (sanctions, taboos, customs, traditions and codes of conduct),
and formal rules (constitutions, laws and property rights). ....Together with the
standard constraints of economics they define the choice set and therefore
determine transaction and production costs and hence the profitability and
feasibility of engaging in economic activity. (North, 1990, p.97)

As indicated above, social sanctions and norms may discourage opportunism while

regulation (and also trust) may overcome some of the disincentives associated with asset-

specific investment.
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Dow (1987) draws attention to the crucial role played by the state in defining

property rights, in supporting, restricting or prohibiting particular types of markets and

organisational fornr, in providing an external governance structure, and in taxing and

subsidising organisational forms. Coase (1937) recognised that transactions in firms and

markets are sometimes treated differently by regulatory authorities. A sales tax, for

instance, adds to the price of transactions which take place in a market, but not to the

same transactions organised within a firm. However he rejected the notion that these

differences were of themselves sufficient to explain the emergence of the firm. The role of

the state has subsequently been almost completely ignored in TCE.

In a recent work, Williamson recognises that:

In fact, transactions are always organised (governed) with reference to the
institutional context (environment) of which they are a part, (Williamson 1993, p.
486)

Williamson also concedes that an environment which provides strong safeguards serves as

a check against opportunism and so relieves the need for transaction-specific safeguards.

He goes on to discuss six dimensions of the institutional environment that may be relevant

to the choice of governance structure, These are societal culture, politics, regulation,

professionalisation, trading networks, and corporate culture. Each of these may temper the

decisions of utility-maximising individuals. Even so, the institutional context seems to be

taken as exogenous and static in Williamson's analysis: it is regarded simply as the

framework within which transactions are organised rather than as a possible alternative

explanation for the development of particular types of contractual arrangements and

organisational form.

If it turns out that the behaviour of transactors is influenced more by any relevant

rules or norrns than by the economic dimensions identified in transaction cost theory, then

this version of the theory is not robust either normatively or empirically.
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1.4.7 Markets and hierarchies

Some authors (for example, Perrow, 1986; Hennart, l99l; Croxson, 1995a) consider that

the focus on the two extremes of markets and hierarchy constitute a major weakness of

TCE. The theory does recognise that both markets and hierarchies each come in a variety

of different forms. Williamson, for example, discusses two alternative forms of

organisation within firms in some detail: the U-form (or unitary structure) and the M-form

(multi-divisional form). However, for Williamson at least, the underlying assumption

seems to remain that exchanges within markets are governed by price while those within

hierarchies (whatever their form) are governed by authority. In fact, there can be strong

elements of markets within hierarchies (for example, where firms use prices as the basis for

exchange between their internal divisionstt), ut well as strong elements of hierarchy within

a market (such as where purchasers and providers have a long-term contractual

relationship;.2u While the market/hierarchy dichotomy does not preclude the existence of

intermediate arrangements (see seotion 1.2), neither does it throw much light on the nature

of any arrangements which fall between the two extremes.

Hennart (1991) suggests that one way of developing the analysis to explain why

many types of organisation lie in "the swollen middle" between the polar extremes of

markets and hierarchies is to make a distinction between methods of organising (the price

system and hierarchy) and economic institutions (firms and markets). Within this model,

firms are defined as organisations which rely primarily on behavioural constraints, while

markets rely primarily on price incentives. Both arrangements involve some form of

organising costs. In firms, there are costs associated with shirking by employees because

the price oftheir labour is not linked directly to the level of their output. In markets, there

are costs of measuring output, and of any cheating that may occur due to imperfect

25. The costs of search, negotiation, monitoring and enforcement ar€ likely to be very low within a firm.

Therefore lhe use of prices for intra-firm exchange may not increase transaction costs very much.

26. Coase recognised this point in his 1937 article (p.389): "Of course, the degree to which the price

mechanism is superseded varies greatly. In a department store, lhe allocation of the different sections to

the various locations in the building may be done by the controlling authority or it may be the rezult of

competitive price bidding for space.....As is evident, the amount of "vertical" integftfion, involving as it

does the supersession of the price mechanism, varies greatly from industry to industry and from firm to

firm."
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measurement. Transactions will be organised by a mix of behaviour and price constraints

that minimise organising costs. Thus, firms may develop pricing systems and markets may

use behaviourat constraints in order to reduce the costs of organising economic activity.

A related line of criticism concerns the flanking of the two-dimensional continuum

by markets and hierarchies as end-points. Ouchi (1980) suggests further development of

the continuum to include "clans". Clans exist where an organisation's members share

comrnon values and goals and where behaviour tends to be defined according to tradition

rather than by formal rules. In effect, clans are the obverse of markets, while bureaucracies

fall somewhere between the two. In clans, opportunism is unlikely because the objectives

of the organisation and its individual members overlap. Therefore, unlike bureaucracies,

clans do not require explicit auditing and evaluation: performance monitoring occurs

instead through less formal mechanisms such as peer review. According to Ouchi, clans

are the most efficient form of organisation where goal incongruence is low and

performance ambiguity is high. This concept of clans seems to align closely with the more

general views expressed by both Granovetter and Sako: that is, that various dimensions of

social relations may sometimes be more important than formal governance structures in

containing opportunism.

Pitelis (1991) considers that the very starting point of TCE - that "In the beginning,

there were markets" (Williamson, 1975, p.20) - does not hotd up either conceptually or

historically. The underlying assumption here is that markets represent the original method

for allocating resources. But markets are a medium for exchange, and before anything can

be exchanged, something must be produced. Markets, Pitelis argues, do not produce, firms

do (including single person, labour-only firms). It might also be argued that markets are a

social institution which require a degree of organisation and cooperation. Market

exchanges are therefore nothing but exchanges between pre-existing firms (Fourie, 1989).

Hence, firms must pre-date markets rather than vice versa.

The key question here seems to me to be, not which form of organisation emerged

first, but what is the issue that TCE seeks to address? If the transaction cost approach is

simply a theory of market failure, then the presumption that markets pre-dated firms is

critical. But if it is a broader theory of organisational failure as Williamson claims (1975,

p20), then the issue has less relevance. Pitelis's criticism seems to incorporate a second

mismatch in focus. Whereas Williamson was clearly concerned with alternative modes of
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1.5

organisatioq Pitelis seems to be concerned with alternative forms of economic activity (i.e.

production or exchange) that are undertaken by different modes of organisation.

Conclusion

The transaction cost literature has made - and continues to make - an important

contribution towards the analysis of organisations and contractual relationships. However,

the approach can be criticised for its use of vague and undefined concepts, its narow

(economic) focus, its comparative static frameworh and its failure to take account of the

formal and informal rules which govern the environment in which transactions take place.

In my view, none of these deficiencies necessarily imply that TCE is fundamentally flawed.

However they do suggest that it is necessary to extend its domain by considering the

potential influences of other factors that are not included in Williamson's version of the

general theory. In particular, one needs to consider any sociological dimensions, historical

influences and institutional factors which might also have some bearing on the choice of

organisational structure.
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-2-

APPLYING TCE TO THE QUASI-MARKET

FOR HEAI.,;TH SERVICBS

The conclusion drawn from the critique of TCE in the previous chapter was that the theory

provides a useful framework for analysing how and why different types of contractual

iurangements and organisationalforms might emerge. TCE may also have some normative

implications: certainly the general framework is increasingly being referred to in the

context of both policy and management decisions. However there are some sociological,

political and historical factors which may also influence the development of organisational

arrangements but which lie outside the usual scope of the transaction cost literature as it

has developed to date. This chapter explores how the basic theoretical framework can be

applied in the particular context of quasi-markets for health services, and considers what

other factors might be useful in understanding the nature of these contractual relationships.

As explained in chapter l, TCE was developed in the context of economic

activities within the private sector. Before turning to the special question of health

services, this chapter begins with a discussion of issues which might apply to transactions

within the public sector more generally. Seotions 2 and 3 then consider how the

Williamson/IVIacneil model of contracts c.an be used to analyse transactions for health

services. The final two sections of this chapter tease out some of the issues that apply

specifically to quasi-markets. The same approach is taken in these two sections as in

chapter l. That is, section 4 considers how Williamson's version of TCE might apply to

quasi-markets for health services The focus in this section is on a number of early studies

which utilised the TCE framework when quasi-markets for health services were first

introduced into the UK and New Zealand. Section 5 then expands and develops the basic

model by considering other relevant issues which lie outside of the traditional TCE

framework.
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2.1 Application of the theory to the public sector

A fundamental assumption underlying this thesis is that the general logic of TCE applies

equally to transactions in both the public and private sectors. My reasoning in making this

assumption is that human beings are equally likely to pursue self-interest with guile and to

be subject to the limits of rationality, regardless of whether they work in the public or

private sectors. Williamson suggested that:

.......the transaction cost framework should prove useful in analysing
bureaucracies, quasi-markets and nonmarket organisations (nonprofits such as
hospitals, universities, foundations, and so forth; and govemment bureaus).
(Williamson, 1975, p.8)

However, he has not developed this line of thinking. In fact Dugger (1983, p. 100) is of

the opinion that *...ignoring the state as an efficient transaction cost economizer" is a

"...monumental omission in his [Williamson's] transaction cost theory"'

The conceptual elements of the theory have been employed increasingly by other

authors in recent years to address particular issues in the public sector. For example,

Calista (1987) has used the analysis to develop atheory of public sector implementation,

Bryson and Smith Ring (1990) have proposed a transaction-based approach to policy

intervention generally and to education in particular, and, in New Zeiland, Boston (1994)

has utilised the framework to consider the appropriateness of competitive tendering for the

supply of policy advice to the govemment. The general approach taken by these and other

authors has been to explore the conditions under which governments might choose to

make or buy publicly funded goods and services. The implicit assumption underlying this

work is that there is no reason to assume why the general principles concerning transaction

cost minimisation should not apply equally to publicly and privately funded goods and

services. However application of the theory to the public sector does need to be

undertaken with some caution. As Moe (1984) has pointed out:

We must remember that the contractual paradigm has been developed with
reference to private sector organizations, particularly business firms, and that
some of its most fundamental components must be modifisd if its application to
public organizations is to be meaningful and instructive. Barring this,
straightforward application of the paradigm could be seriously misleading. (Moe,

1984,  p.  761)

A number of points are relevant in this regard. First, as noted previously, TCE

assumes the pre-existence of markets. The focus of the theory is therefore on the question
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of why hierarchies replace markets. But in the public sector, markets (of various forms,

including quasi-markets) are replacing hierarchies. The relevant question for the public

sector then is not "Why do firms replace markets?", but "Under what circumstances is it

appropriate to replace bureaucracies with markets?". While the analytical tools remain the

sarne, it may sometimes be necessary to shift the focus of analysis somewhat. For example,

the historical pathway behind the shift from a hierarchy to a market is quite different to

that which lies behind the emergence of a firm.

A second consideration stems from the lack of attention paid in TCE to the role of

the state. In the public sector, the shift in organisational form from hierarchies to markets

is clearly not a response to economic considerations but is the result of a political reform

process. It might be argued - rather oddly - that, when applied to the private sector, the

theory provides an explanation of the market's response (with the "market" here refening

to the non-state sector) to market failure. But quasi-nnarkets and contracting out are in

effect the government's response to perceived government failure.

This raises the question of the cause and nature of the perceived government (or

bureaucratic) failure. According to TCE, the shift to quasi-markets must be a response to

perceived inefficiencies in bureaucratic organisation. This may well be the case. For

example, it is often argued that a lack of contestability in the public sector encourages

shirking and this increases production costs. If production costs are high under state

provision, then the state may be an ineffrcient intervener, even in cases where the

transaction costs of state sector bureaucracies are low.

However, governments are likely to have a set of objectives other than efficiency in

mind in the provision of publicly-funded goods and services. First and foremost, the

introduction of more-market arrangements may be purely ideological. As noted in the

introduction to this thesis, the 1980s and 1990s have been marked by a shift to the right of

the political spectrum throughout the western world. From this perspective, markets are

considered to be inherently superior to governments in terms of factors such as technical

efficiency, consumer choice, and freedom from political interference. The shift of public

institutions towards market-style transactions may therefore simply reflect the prevailing

ideology. To the extent that effficiency is central to both, this viewpoint is entirely

consistent with TCE. The underlying assumption must still be that, for the goods and

services concerned, opportunism, bounded rationality, uncertainty, and asset specificity are

minimal.
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A second possible motivation for the shift towards markets relates to the question

of accountability. Within bureaucracies, property rights tend to be poorly specified and so

the lines of accountability are often weak. In New Zealand, public sector reform has been

directed towards contracting for outputs as a means of clarifying property rights, and

thereby strengthening these lines of accountability. Quasi-markets take this process one

step further by formalising the split between purchasers (the principals) and providers (the

agents)27 and by building in a set of rules designed to specify property rights more clearly.

Not only should this improve accountability but it also clarifies lines of responsibility.

The insights of public choice theory provide further possible motivations for the

emergence of quasi-markets. These might include a desire to please special interest

groups", the potential to reward supporters with well-paid positions in the new

organisations, and the desire to be seen taking a symbolic or ideological stance (Moe,

1984). If efficiency is not the primary motive for the creation of quasi-markets (or in the

make-or-buy decisions of governments more generally) then TCE has little relevance as a

predictor of the emergence of markets or hierarchies as alternative forms of economic

organisation for publicly funded goods and services. It may however, still have relevance

as an analytical tool for assessing whether or not quasi-markets (and/or contracting out

more generally) are likely to enhance efficiency vrs<i-vis internalised bureaucratic

structures.

A third reason why some caution is needed in applying TCE to the public sector is

that public sector markets have rather different characteristics from private sector markets.

They also tend to be subject to rather different influences. Sharp (199aa) points out that

27 . I refer here to the body of literature generally known as agency theory, or the principal-agent model, in

which one party, the principal, delegates responsibility to another party, the agent, to undertake certain

activities in return for some compensation, (usually monetary reward). Agency problems tend to arise due

to information asymmetries between principal and agent. Principals lherefore have an incentive to mitigate

these tluough monitoring and control, or through contracts which ensure that agents do not cheat or act

opportunistically. Examples of principal-agent relationships include employer/employee, patient/doctor,

and shareholder/manager. A more complete explanation is provided in Clarke and McGuinness (1987),

Pran and Zeckhauser (1984), and Moe (1984).

28. An example of a special interest group in New Zealand which has lobbied strongly for marketoriented

reformof the public sector is the Business Roundtable. Most of the large private-sector enterprises in the

country are represented by the Roundtable.
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the public sector markets that are evolving in New Zealand tend to be thin, have little

history of commercial decision-making, and be subject to specific regulations and

wlnerable to direct government intervention, They also tend to be exposed to pressure

through the media and to the activities of powerfirl lobby groups from both inside and

outside the organisations. This suggests that, in seeking to analyse the appropriateness of

particular organisational forms, the context in which transactions take place must be kept

in mind. Other influences over and above those identified in the transaction costs literature

are likely to shape public sector organisations and/or contractual relationships.D

Public sector bureaucracies as governance structures are also rather different from

private sector bureaucracies. Boston notes that:

Among other things, they [i.e. public sector bureaucracies] are frequently
characterized by distinctive employment contracts and industrial relations
provisions, a diverse and complex pattern of internal relationships (generally of a
non-market kind), welldeveloped codes of conduct, a distinctive ethos and
organizational culture, and a unique relationship with policymakers. (Boston,
1994, p.5)

Taking this line of thinking a step further, it may be argued that some (but not all) public

sector bureaucracies are not really "bureaucracies" at all in transaction cost terminology

but instead fall into the category of Ouchi's clans. This is the view taken by Ezzamel and

Willmott (1993) who suggest that the behaviour of people such as clinicians in hospitals is

governed by common values and beliefs which are "...irreducible to a set of rules and

regulations, let alone a calculus of market prices" (p.122). From this perspective, the

introduction of market principles into public sector organisations implies the subversion of

established forms of clan control by the (often inappropriate) disciplines of financial

accountabilitv.

2.2 Transactions within the quasi-market for health seruices

To understand more clearly how the concepts of TCE might apply to the quasi-market for

health services, it is first necessary to clarify exactly who are the parties to a particular

transaction. In the reformed health sector in New Zealand (described in more detail in

29. The chanacteristics of the quasi-market for health services in New Zealand are described and discussed

in detail in Chapter 4.
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Chapter 4), transactions take place at a number of different levels through a series of

cascading contractual arrangements (Figure 2.l). The Minister of Hedth contracts with

four regional health authorities AHAs) to purchase health services. The RHAs then

contract with selected providers to provide these health services. These providers in turn

have a 'make-or-buy' choice: they may provide the service themselves, or sub-contract

with other service providers. Finally, both contractors and sub-contractors to the RHAS

will negotiate with other parties for the provision of intermediate inputs into the

production process.

Figure 2.1: Cascading contracts

Contnclrs Contmc{s

lntermediate
Inputs

A
I Minister of Heatth I

I
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SuFcontracts
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Some researchers have utilised the TCE framework to examine empirically the

effect of variations in the character of investments on the choice of transactional

arrangements in large manufacturing industries.'o The focus of these studies has generally

been on the 'make-or-buy' decisions of large organisations and on the degree of

integration between buyers and sellers of intermediate inputs into the manufacturing

process. In the case of health services, seeking empirical support for TCE by examining

the degree of vertical integration involved in the production process would require an

examination of the relationships between providers and sub-providers.3l For example, one

might examine the dimensions of services provided by hospitals and explore the extent to

which these dimensions explain the decisions of hospitals to provide services in-house or

sub-contract from other providers. However of central concern for this thesis are the

insights that the theoretical framework might provide concerning the appropriateness of

the policy of splitting the roles of purchaser and provider and the formation of quasi-

markets. In other words, it is the contracts between RHAs and providers that are of

interest here (highlighted in italics in Figure 2.1), rather than the transactions between

providers of services and other sub-contractors or providers of service inputs.

This distinction between transacting parties is illustrated in Tables 2.1 and 2.2 in

which examples of transactions which feature the pairing of frequency and asset specificity

are presented in two separate matrices. In Table 2.1, the transactions represented are those

between buyers (such as hospitals) and sellers of intermediate inputs into the production of

health services. In Table 2,2,the transactors are purchasers (i.e. RHAs) and health service

providers, with health services being the products that are exchanged through the

transactions.

In each table, three levels of asset specificity are identified: nonspecific, mixed and

specific. These three levels are relative, rather than absolute, and should therefore be

viewed as points along a continuum rather than as discrete groupings. In these

30. These include studies of the organisation of production in the automobile industry (Monteverde and

Teece, 1982b), the aerospace industry (Masten, 1984) and rail freight contracting (Palay, 1984).

31. This approach was taken by Rehnberg (1990) who applied a transaction cost framework to in-house

versus contracting-out decisions in the provision of Swedish health care system.
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illustrations' nonspecific investments are those which utilise resources which are readily

deployable to other uses. Mixed investments are those which utilise resources which are

specific to health services but which are transferable among different types of health

services. Specific assets involve specialised equipment or, more commonly, personnel who

are trained to provide a particular type of health service. The frequency dimension refers to

purchaser activity in the market. In this case, three levels have been identified in the first

table for intermediate inputs: once only, occasional and recurrent or ongoing. As

Williamson notes (1979, p. 247), pure once-off transactions after which the two parties

involved have no further relationship are relatively rare. This is especially so in the case of

transactions for health services and this row is therefore excluded from Table 2.2.

Table 2.1: Frequency and asset specificity of transactions for intermediate inputs
into health seryices

INVESTMENT CHARACTERISTICS

FREQT.IENCY Nonspecific Mired Specific

Once only
Consultancy project on
management issues

Construction of a clinic Construction of children's
hospital

Occasional
Purchasing computer
equipment

Purchasing general
surgical equipment

Purchasing magnetic
resonance imager

RecurrenU
ongoing

Catering, cleaning
Support services
(e.g. physiotherapy,
pharmaczuticals)

Services provided by
surgical teams
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Table 2.2: Frequency and asset specificity of transactions for health senices

INVESTMENT CHARACTERISTICS

FREOUENCY Nonspecific Mixed Specific

Occasional Hedth services
research

Selectsd elective
surgical procedures*

RecurrenU
ongoing

Rest home care

Home help for the
elderly

Primary medical
services

General surgery

Primary health services
designed to meet needs of
localMaori

Acute inpatient mental health
services

* Spot contracts which are let occasionally, usually for the purpose of reducing waiting lists.
Source: Based on Williamson, 1979, p.247 .

A number of points about Tables 2.1 and 2.2 require some discussion. First, the

majority of intermediate inputs and final health services involve a degree of specialisation

in equipment, personnel, or both. Hence even for services where investment characteristics

have been described as "non-specific", sellers may sometimes be restricted to buyers within

the health sector. Second, while the purchase or construction of some intermediate inputs

(Table 2.1), especially plant and equipment, tends to occur only occasionally, transactions

between purchasers (as opposed to consumers) and providers for most health services are

recurrent or ongoing. This is particularly true for services which involve specific assets.

The cell representing occasional purchases of these services has therefore been left empty.

In contrast, the frequency of transactions between a health professional and an individual

patient will vary considerably according to the type of health service. For example, while a

particular surgical service will usually only be used once by an individual patient, use of the

services provided by a rest home to its residents is on-going. A third point to note is that

the majority of transactions in the health sector seem to involve mixed assets. This is

because, while most services tend to feature some degree of specialisation, few could not

be transferred between purchasers with little or no modification to the method of service

provision.
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2.3 Contractual relationships and types of contracts

In Chapter I (section 1.2) a brief summary was presented of the conceptual framework

developed by Macneil (1974) and Wlliamson (1979) in an attempt to describe the nature

of contractual relationships between two or more transactors. The types of contracts and

governance structures that would be expected to emerge from each type of relationship

were also described. Figure 2.2 attempts to place into context the nature of the

relationship between transactors, the type of contract, and the associated organisational

arrangements for health services. Each of these three dimensions of a transaction are

located along a continuum. In the top row, the two extremes of contractual relationships

described by Macneil - i.e. the extreme transactional pole and the extreme relational pole -

lie at the left and right ends of the continuum respectively. Below this are the three broad

types of contracts identified by Macneil: classical, neoclassical and relational contracts.

At the e)ftreme transactional (left) pole, perfectly competitive market exchange

applies. In this case Macneil's classical contract is implicit rather than explicit and takes the

form of a promise or expectation: in return for a given prioe, providers promise to supply

and consumers expect to receive a certain quantity and quality of a good or service.

Moving along the row to the right, transactions become formalised in written contracts.

These written contracts can take a wide variety of forms depending upon the dimension of

the transaction and nature of the relationship between transactors.32 Contracts which cover

short-term, discrete and possibly infrequent transactions still fall into the general category

of classical contracts. Contracts which are incomplete and flexible are better described as

neo-classical, while transactions which involve asset-specific investments and which

require a longer-term relationship between the two parties are usually covered by some

form of relational contract. In this case, the relationship between transactors is an informal

one based largely upon trust and mutual understanding. At the extreme relational pole,

contracts are once again implicit with transactions being organised internally.

The third row illustrates the types of arrangements that cover transactions in the

health sector. Some examples are provided in the fourth and last row. On the left, at the

extreme transactional pole, are open-market transactions in which services are exchanged

32. See Section 1.2 and Table 1.2 for a more complete description of these different forms of contracts.
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through retrospective payments where the provider simply bills the purchaser for the

services provided. Fee-for-service private indemnity insurance falls into this categoU, 8s

did payments between area health boards in New Zealand for services provided to patients

resident in other board areas.tt Competitive tendering (or selective contracting as it has

become known in the USA) occurs where purchasers shop around among providers. The

price, and possibly also the quantity and quality of services, is then negotiated and a

contract drawn up accordingly. Obligational contracting covers agreements where the

contracting parties enjoy a longer term relationship. Purchasers contract directly with

preferred providers so that the contracts are not generally exposed to the rigours of market

forces. Most of the contracts between the Department of Health and independent service

providers prior to 1993 appear to fall into this category. Finally transactions between

buyers and sellers may be internalised under hierarchical arrangements as was the case for

services provided by area health boards.

Contractual relationships and organisational arrangements may fall anywhere along

this continuum. While identifying and labelling particular points along the way may be

misleading, these way-points are useful for locating the approximate position of

organisational arrangements along the continuum.

In the quasi-market for health services in New Zealand, relationships between

purchasers and providers are neither pure markets nor pure hierarchies. Most contractual

arrangements between the two parties fall somewhere in "the swollen middle" of this

continuum (Hennart, l99l). In row 2 of Figure 2.2, these contracts will be located in the

central section in which prices and/or budgets are set prospectively by the contract. It can

be seen that the types of contracts covered by this description still cover McNeil's full

range of classical, neoclassical and relational contracts.

33. Before 1993, 14 area health boards were responsible for providing secondary, tertiary and some

cornmunity senices for the people in their area. Direct charges between boards for refened inter-board

patients were introduced in 1989 follorving a review of the population-based funding formula for funding

area health boards.
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2.4 TCE and quasi-markets3{

When quasi-markets were first introduced into the health systems of the UK and New

Zealand in the early 1990s, a number of writers, including myselfl, used Williamson's

version of TCE as the basis for a normative analysis of the new arrangements.3s The

general conclusion from most of these studies was that efficiency is unlikely to be

enhanced, and may even deteriorate, as a result of a shift to quasi-markets.

The only point of agreement, it seems, is that the administration costs aristng
from provider contracts......will increase quite significantly. By contrast, the
expected gains in effrciency are by no means certain. .....The restructuring
process must produce further gains in productivity which more than offset the
increased costs. Otherwise, in the absence of increased funding, this inevitably
means that there will be fewer resources available to provide health services.
The bottom line may be a reduction in the health status of New Zealanders and
in the quality of services available. (Ashtorl 1992,p.166)'

We conclude that in general the New Zaland reforms are half-hearted
attempts to introduce managed competition and, rather than improving the prc-

existing system, are likely to reduce accountability and efficiency. (Flood and
Trebilcock, 1994, p.48).

We have outlined a number of conditions under which the use of contracts in
health care will be successful in increasing efficiency. The number of areas of
health care where these conditions are met is an empirical question. However,
given the well documented problems of resource allocation in health care, it
seems unlikely that these conditions will be met in many parts of the syst€m.
(Flarris and Wood, 1992,p.1441

..........this paper has identified some of the substantial drawbacks which face
the operation of the new system, and the discussion indicates that the incentive
effects of quasi-markets will need to be substantial if they are to result in a net
improvement in the efficiency of health service delivery without themselves
being a cause of unwarranted cost inflation. (Bartlett, 1991, p.60)

This article has used one particular aspect of the market failure framework
concerned with organizational forms to analyse the potential problems of
internal markets, and specifically raises the possibitity of a less efficient and
certainly less equitable NHS. (Burke and Goddar4 1990, p.395)

34. An earlier version of this section of the thesis was published in Ashton (1996).

35. See for example: For New Zealand: Howden-Chapman and Ashton (1994), Ftood and Trebilcock

(1994), and Howden-Chapman (1993), and for the UK, Robinson and Le Grand (1995), Roberts

(1993), Barrlen (1991), and Burke and Goddard (1990). Hanis and Wood (1993) apply the theories to

internal markets more generally.
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These conclusions are based upon the assumption that the splitting of purchasers and

providers of health services increases transaction costs because one or more of

Williamson's economic or human factors are present and significant. The general

approach taken by these (and other) authors has been to identify particular situations

where transaction costs are likely to be high. Thus these conclusions are based upon

broad generalisations about human factors and dimensions of transactions of health

services in the aggregate rather than on the characteristics of individual health services.

This section revisits the question of potential sources of transaction costs in

quasi-markets for health services. Some of the main issues raised in the literature to

date are summarised, critiqued and developed. Three general conclusions are drawn.

First, there has been a tendency to overstate the significance of transaction costs in

quasi-markets and to understate, if not ignore, the bureaucratic costs associated with

the vertically-integrated and centralised systems which these quasi-markets have

replaced. Second, insufficient attention has been paid to the heterogeneity of health

services. Third, few authors have considered factors which lie outside of Williamson's

rather niurow version of TCE but which are likely to be relevant in shaping

transactions between purchasers and providers.

2.4.1 Boundedrationalily

According to Burke and Goddard (1990):

Bounded rationality is likely to become an increasing problem following the
adoption of internal markets in the NHS. This will be a consequence of the
complex information systems which will be required to enable contracts to be
priced and monitored. (Burke and Goddard, 1990, p.392).

This statement appears to be based in part upon an apparently incorrect interpretation

of the concept of bounded rationality. The assumption seems to be that rationality will

be bounded not by any limitations on human capacity but by limitations on the

availability of information. And of course information is a pre-requisite for rational

choice. However, limitations on information are probably more of a reflection of the

uncertainty and measurability of health services than of the bounded rationality of the

human participants. Quasi-markets do require a good information base about costs and

outcomes. However even if this was available, the ability of purchasers and providers
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to make rational decisions is likely to remain limited. For example, purchasers may

have diffficulty in prioritising different types of health outcomes, or in striking a fair

balance between the relative costs of different options to patients and to taxpayers.

Bartlett (1991) points out that the costs of accommodating bounded rationality

and other features identified in the transaction cost literature depend upon the type of

contract. He suggests, for example, that the costs associated with bounded rationality

(and also with uncertainty) are likely to be higher in "cost-per-case" contracts for

health services than in "block contracts"3u because of the additional costs associated

with designing and implementing such contracts. This view seems to reflect the

interdependence between property rights and transaction costs: while property rights

and their implications for transaction costs determine the type of contract, the type of

contract also determines transaction costs. In my view, the usefulness of the TCE

framework lies in its ability to identifo sources of transaction costs in different types of

services, thereby providing some guidelines as to which type of contract might be most

appropriate. For services where bounded rationality and uncertainty are minimal, the

theory predicts that price-per-case contracts are likely to be more efficient than block

contracts.

The significance of bounded rationality in contracting for hedth services is

neatly summed up by Howden-Chapman (1993):

Bounded rationality rnatters more in transactions involving health care than in
simple transactions such as buying a meal, because the objectives and thus the
decision-making involved in seeking, receiving and providing health care are
typically more complex than those entailed in every day exchanges. (Howden-
Chapman, 1993,p.2771

This is the only broad conclusion that can be drawn. Beyond this, each health service

needs to be assessed on its own merits.

36. The term "cost-per{ase" is commonly used in the UK where payments are made according to the

number of cases treated. The more precise term, "price-per{ase', will be used throughout the

remainder of this thesis. Under block contracts, providers are provided with a fixed sum of money in

return for access to a defined range of services. Block contracts are incomplete because they do not

usually include measures of service outputs. In the UK the term "sophisticated block contracts" is

used to describe contracts which fall somewhere in between cost-per-cas€ and block contracts. That is,

block contracts which specrfy some minimum levels of output.
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2.4.2 Opportunism

ln considering the relevance of opportunism for health services, Roberts (1993)

distinguishes between ex ante opportunism, which occurs when a contract is being set

up, and ex post opportunism which occurs during the execution of the contract.

Adverse selection and "cream skimming"3T are both forms of er ante oppofiunism

which have special relevance in the health sector. The significance of these seems to

depend largely upon whether or not transactors tend to be opportunistically inclined. In

contrast, ex post opportunism (including moral hazard problems3s) also depends upon

the nature of the incentives inherent in the contract.

Howden-Chapman and Ashton (199a) suggest that one form of ex ante

opportunism may arise in cases where purchasers do not have good information about

the cost and quality of services. Because of this information impactedness,

opportunistic providers may cross-subsidise from other services to reduce their tender

price and secure the contract. This may in turn result in other, more efficient, providers

having to withdraw from the market. Ex ante opportunism is also likely to arise if the

price does not fully reflect the risk category of patients or the contract does not include

safeguards which prevent providers from excluding high-risk or expensive patients, or

from giving priority to low-risk patients or those who attract a higher payment. For

example, public hospitals in New Zealand may give priority to private patients, who

can be charged on a fee-for-service basis, over public patients who are covered by a

pre-paid contract.3e

Moral hazard problems, including the potential for supplier-induced demand

(Roberts, 1993) are usually associated with fee-for-service contracts, Under these

contracts, providers may be able to manipulate events in a way that increases their

income. One example is "DRG creep" whereby providers reclassi$ services into

37. "Cream skimrning" refers lo the preferential selection by insurers or providers of low rish low cost

patients and/or the exclusion of high risk or high cost patients.

38. "Moral hazard" refers to any increase in the use of health services which is attributable to the fact

that a consumer is covered by (public or private) health insurance.

39. In recogrition of this possibility a set of nguidelines" (which in practice are more akin to

directives, if not nrles) have been promulgated to CHEs by the Minister of Health. These guidelines

set out the circumstances under which CHEs rnay provide services to private patients.
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higher paylng service categories. Performance-related payments and bonus schemes for

health professionals may also give rise to moral hazard problems. Another example of

ex post opportunism which arises under fee-for-service contracts is false claims about

the quality or even the quantity of services provided. In New Zealand, spot checks of

medical fee claims by general practitioners have consistently revealed cases where the

service for which reimbursement was being claimed had not in fact been provided at

all.

Rather different types of opportunistic strategies are likely to emerge in the

case of block contracts. Under block contracts, purchasers are exposed to a risk of

under-supply (because volume is not specified) while providers are exposed to a risk of

financial loss if utilisation of the service is higher than expected. A number of

incentives are inherent in such contracts. Because the care of one patient often involves

a range of service providers, opportunistic providers may attempt to shift costs on to

other providers, for example, by early discharge.s On the other hand - and apparently

paradoxically - in the hospital setting there is an incentive under block contracts to

extend length of stay in cases where the marginal costs of the extra days in hospital are

below average cost. This reduces both the number of potential admissions and the

average cost per hospital day. In the case of GP fundholding in the UK (which

constitutes one form of block contract), Burke and Goddard (1990) have suggested

that GPs may seek to minimise expenditure to keep within budgets, possibly at the

expense of patient care.nt

Of course purchasers will attempt to reduce both ex ante and ex post

opportunism by building in appropriate safeguards and/or monitoring procedures into

contracts but these in turn increase transaction costs (Bartlett, 1990). A second

important feature of health services which is Iikely to reduce the risk of opportunism

(and which is somewhat less costly than more formal monitoring arrangements) is the

40. An example of this type of behaviour which occurred in New Zealand was when a CHE attempted

to co€rce the wife of a dying man to move him to a private hospital (Howden-Chapman and Ashton,

1994).

41. The potential for this style of opportunistic behaviour depends crucially upon rules governing the

use of surpluses. In the UK while GPs cannot retain any budget surplus, they may reinvest it in their

practice. Any savings can therefore be realised at the time rvhen lhe practice is sold.
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existence of ethical codes of practice amongst health professionals and of the altruistic

principles that underpin the work of many health service providers.n2 This

consideration led Burke and Goddard (1990) to comment that:

Opportunistic behaviour has not traditionally been dominant in the NHS; there
has been an enrphasis on sthical behaviour and moral commitnent. @urke and
Goddar4 1990, p.392)

The concept of self-interested, guileful behaviour seems at first to be directly contrary

to these principles, especially if such behaviour is directed towards pecuniary gain.

However, the concept of opportunism does not necessarily imply that any gain must

accrue to either the provider or to the purchasing agent. Providers may act

opportunistically in the interest of their patients. Hence opportunism and medical ethics

(together with dtruism) are not necessarily mutually exclusive. As Burke and Goddard

go on to note:

.... most of those who have been involved in the resource allocation process
will admit to opportunistic behaviour when trying to acquire more resources
for their own service at the expense of others. (Burke and Goddard, 1990,
p.3ez)

My conclusion regarding the significance of opportunism for the reformed

hedth sector is perhaps best summarised in an amusing - and telling - article written by

an anonymous director of purchasing about nine months after a quasi-market system

had been introduced into the NHS (Anonymous, 1992). The article, entitled "Gain

Without Pain" outlined the various types of opportunistic behaviour that providers

could engage in under the new system "to maximise income if they know how to

play the system." The opportunities are clearly there. The extent to which these

opportunities translate into opportunistic behaviour is an empirical question.

42. This comment is based on personal observation, together with the fact thaq in New 7*aland at

least, there is a large number of charitable and church organisations which provide health and

disability services.
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2.4.3 Assel specificity and small numbers

According to Harris and Wood:

ln general, asset specificity will prevail [in the market for health services] to a
greater or lesser degree. Many contracts will have their idiosyncratic features,
which entail the dedication of resources whose value therein is higher than in
any other use or to any other provider. (1993, p. IaZ)

This broad conclusion is neither substantiated nor developed further. Thus it is unclear

which services (if any) the authors had in mind. Gven the very wide range of health

services that fall under the umbrella of the health care market, and the diversity of

skills, equipment and facilities that are required to produce different services, there is

no obvious reason why all, or even most, services will fall towards the asset specific

end of the spectrum. Indeed, in section 2.2 above it was argued that the majority of

health services probably involve mixed rather than specific assets (see Table 2.2).

The usual examples of transaction specific investments in the health sector

concern situations where providers develop their services in response to the needs of a

particular purchaser. Barker et al. (1990) provide the example of a district hospital

specialising in services which cater for the particular needs of its catchment populatiorq

possibly at the expense of more comprehensive services. In New Zealand, RHAs are

encouraging providers to devetop services designed for special population groups

(especially primary care initiatives for Maori and Pacific Island groups) and to invest in

particular assets (such as facilities for mental health services) where there is a

perceived shortage of supply.

Where there is a single purchaser such as an RHA sunk costs effectively

become transaction specific, there being no alternative purchaser for these services.

Thus providers are unlikely to invest in assets such as stafftraining, building and large

items of equipment unless they are assured that the contract will be renewed in

subsequent years (Roberts, 1993), or unless this is a requirement of the contract.

Similarly, in the absence of any seeding grants, innovation and the development of new

services are likely to be stifled.

As a general rule it seems likely that secondary and tertiary services will usually

require a higher degree of asset specificity (especially with respect to human assets)

than primary and community services. In the context of a single purchaser, a bilateral

monopoly is likely to emerge for these services. However, as is the case with each of
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the other human factors and service dimensions associated with transactions, the

degree of asset specificity needs to be considered for each service on an individual

basis.

In considering the forces that mould contractual relationships and

organisational forms, I suggested (in section 1.4) that Williamson probably

overemphasises the importance of asset specificity, In his model of TCE, the greater

the degree of asset specificity, the smaller the number of providers. However, the

problem of small numbers bargaining may arise in the health sector for reasons other

than asset specificity. First, local populations may simply be too small to support more

than one provider:

New Zealand's small and widely dispersed population means that many areas
cannot support more than one provider of a particular service. Contracting
from alternative suppliers further afield would simply increase the costs of
travel, time and inconvenience incurred by consumers, thereby shifting the
costs to @nsumers and offs*ting any potential efficiencies......This suggests
that negotiations are indeed likely to be plagued by the 'small numbers
problem'. (Ashton, 1992, p.155)

Second, small numbers bargaining may prevail in the health sector because incumbents

are often preferred by consumers. Seeing a doctor or living in a particular rest home is

a very personal experience. Once a relationship with a provider has been established,

people may be unwilling to shift to an alternative provider, even though the alternative

provider may be offering what appears from the outside to be a higher quality of

service. Third, small numbers bargaining is likely to prevail in situations where

purchasers place value on variables such as loyalty, reputation and the existence of a

track record.o3 Thus, while a service may be contestable in theory (because assets are

not specific and there are no economic barriers to entry or exit), this may not be the

case in practice.

43. These variables may be regarded as forms of human asset specificity. However, because they are

not observable to third parties, it is diffrcult to categorise servic.es as asset specific for any of these

r€asons.
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2.4.4 Uncertainty

Since Arrow's seminal work on the topic (1963), uncertainty has been widely

recognised to be an inherent characteristic of many health services.# Indeed, medicine

itself is an uncertain science: the causes of disease and the effectiveness of medical

interventions vary significantly among individuals and, sometimes, across populations.

These uncertainties in turn contribute towards the large variations in medical practices

(and therefore in resource use) that occur across individual practitioners, organisations

and regions.a5 The provision of medical services is also usually a highly labour-

intensive activity where the quality of output depends largely upon the performance of

individual workers. This in turn, is difficult to observe and monitor and only very crude

performance measures (such as zurgical mortality rates and lawsuits) are available.

Developments in medical technology, shifts in medical practices, and changes in

relative prices and incomes are also difficult to predict, especially in the longer term.

Other sources of uncertainty that may be relevant in contracting for health services

stem from the demand side. These include demographic and epidemiological forecasts,

and general shifts in consumer preferences and utilisation rates.

Bartlett (1990), Burke and Goddard (1990) and Howden-Chapman (1993) and

Howden-Chapman and Ashton (1994) have all commented on potential difficulties that

may arise in writing contingent claims contracts in the face of various aspects of

uncertainty in a quasi-market for health services. Howden-Chapman and Ashton draw

the following conclusion :

Both purchasers and providers have an interest in negotiating contracts that
are sufficiently flexible to accommodate the financial risk associated with
these uncertainties, but such flexibility is not achieved without cost. A 'living

document' operui up a potential field day for lawyers. Ultimately, the
contractual safeguards needed for flexibility mean that the relationship moves
back towards a relational rather than an arm's length one. (Howden-Chapman
and Ashton, 1994, p.76)

44. While the focus of Arrow's paper was on the uncertainry of demand for health care by consumers,

Aro'rv also discussed sources of uncertainry in the supply of health services.

45. See Andersen and Mooney (1990) for a recent review of the literature and discussion of the many

implications of variations in medical practices.
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A number of considerations suggest that the significance of uncertainty for

contractual arrangements is probably over-stated in conclusions such as these. First,

the source and extent of uncertainty clearly differs across health services. For example,

the aggregate demand for emergency services is highly uncertain and volatile, at least

in the short tenn, while the demand for long term institutional care is fairly stable.

Similarly, while it is difficult to predict the effectiveness of many mental health services

with any certainty, the effectiveness of most elective surgical procedures is relatively

well-established. Thus, while the above conclusion is no doubt valid for some health

services, the nature and extent ofuncertainty - and the transaction costs that stem from

these uncertainties - will inevitably vary across services. Broad generalisations such as

these may therefore serve only to disguise any potential for efficiency gains to be made

by purchasing some health services by means of more market-based organisational

arTangements.

Second, while individual demand is uncertain, the degree of uncertainty

concerning the aggregate demand for health services is largely a function of the size of

the population covered. For many services, historical data on utilisation rates allow

fairly accurate predictions of future trends. There may of course sometimes be

(unexpected and often also unexptained) deviations from the trend. For example, a

number of hospitals in New Zealand are currently experiencing an acceleration in the

numbers of acute admissions. Even so, longer term trends are usually fairly stable.

Third, on the supply side, a wide range of management techniques are now

available for reducing variations in medical practices. These include utilisation review,

clinical guidelines, requirements for second opinions, and the encouragement of

"evidence-based" clinical practice. Finally, as information systems and methodologies

for measurement of casemix improve, the degree of uncertainty associated with the

level, and in some cases also the quality, of service provision is declining. It seems

then, that, for atl of these reasons, uncertainty may not be such a problem in

contractual relationships as some commentators have suggested.
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2.4.5 Meanrability

The measurement of the outcomes (or even the outputs)46, the quatity, and the cost of

health services are all difficult and challenging tasks. This stems in part from the nature

of health services, The demand for health services is a derived demand: that is, a

consumer's utility is a function of health status which in turn is assumed to be a

function of health care.o' Thus purchasers are concerned with purchasing services

which have a positive effect upon the health status of their populations (i.e. outcome).

However, as noted above, the link between health care outputs and health outcomes is

by no means certain either for individuals or for populations. Therefore, the usual

measures of output - such as patient bed days, number of admissions and consultations,

or even measures of casemix such as diagnosis related groups (DRGs) - say nothing

about the impact that the production process has on the health status of patients. While

assessment of health outcomes is now attracting worldwide attention amongst

researchers, the development of outcome measures for use in contracts remains in its

infancy.

It is also often diffrcult to measure dimensions of health services which truly

reflect the presence or absence of quality. Common indicators, such as infection rates

and readmission rates, tend to focus on the negative impact of quality rather than on

the level or degree of quality achieved. Other measures, such as stafflpatient ratios, are

concerned with inputs rather than outputs or outcomes. And, because "consumers" in

the health sector are usually injured or ill (if not being born or dying), the usefulness of

consumer surveys for measuring aspects of clinical quality is likely to be seriously

compromised by both bounded rationality and asymmetry of information.

46. The term 'output' refers to the immediate product of a health service (zuch a procedure or a

defined episode of care) whereas the outcome refers to the impact of a service on the health sutus of

patients.

47. The derived demand for health care is illustrated in the following nested utility function (based on

Evans, 1984):

U = U(I, O, HS{A,E,HC})

where utility is assumed to be a function of income (I), other miscellaneous variables (O) and health

status (HS). HS in turn is assumed to be a function of age(A), a ve{tor of environmental factors (E),

and health care (HC).
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Even if both outcome and quality of health services could be measured with a

reasonable degree of accuracy, there are still problems associated with estimating the

nature of the cost function. Marginal costs especially are notoriously difificult to

measure in health services, not the least because casemix (including the severity of

illness) changes with shifts in output. Even average costs are often difEcutt to measure

accurately, in part because they often require the allocation of joint costs which are

shared across two or more services. There is also confusion between short and long

run (average or marginal) costs, and the extent to which capital should be included in

cost estimates. It might also be pointed out that, unlike most goods and services, an

increase in the quality in health services is often associated with a decrease, rather than

an increase, in costs. Reduced infection rates and readmission rates are just two

examples.

Difficulties of measurement are likely to lead to incomplete contracts (such as

block contracts), and this in turn increases the scope for opportunism. Variables such

as the reputation of providers or perceived trustworthiness may then be of equal

importance to purchasers in the selection of providers as price and quality. Incumbents

therefore enjoy a comparative advantage over potential market entrants. In these

circumstances, the transaction costs of contracting are likely to be reduced if

purchasers maintain long term contractual relationships with a small number of

providers, even in cases where the services being exchanged do not involve asset-

specific investments.

As with uncertainty, it is easy to overstate problems of measurement. Here too,

advances are being made through the outcomes movements and ongoing

improvements in information systems and measures of casemix. Even so, for many

services - and most particularly for non-hospital services - there is still no agreement

on what the appropriate outputs or outcomes should be, let alone how these should be

measured.

In summary, it appears that all of the human factors and dimensions of

transactions discussed here have at least some relevance in the quasi-market for health

services. However, there are clearly some deviations from the assumptions which

underlie TCE theory. Therefore, all of these concepts need to be interpreted and

applied with considerable caution.
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2.5

Finally, few studies have taken a comparative approach in their analyses which

evaluates quasi-markets against the hierarchical structures which they replaced. Ideally,

the relevance of transaction costs associated with the splitting of purchasers and

providers should be weighed against the costs of transactions within vertically

integrated structures, together with any costs associated with shirking when incentives

for gains in productive efficienry are weak.

Other considerations

In sections 1.4 of the previous chapter, some theoretical challenges to TCE were

discussed, together with reasons why caution needs to be taken when applying the

theory to goods and services in the public sector. This section builds on and further

develops these issues in the particular context of a quasi-market for health services.

2.5. I Non-efficiency motivations

In the case of health s€ctor reform in New Zealand, the rhetoric has been that

improved technical and allocative efficiency was a major - if not the major - motivation

for the setting up of a quasi-market.48 The focus was on perceived inefficiencies in the

production process under the hierarchical arrangements of area health boards. As

noted above, the possibility that a reduction in production costs following the splitting

of purchasers and providers might be accompanied by an increase in transaction costs

was not widely discussed (and may have been overlooked) by policy-makers.

However, in section 1.4 it was suggested that the influence of non-efficiency factors,

together with the broader institutional environment in which transactions take place,

also need to be considered. These factors may assist in explaining the nature of

emerging exchange relationships. They may also shed some light on the original

decision to set up a quasi-market for health services.

The issue of accountability of providers, as agents, to consumers, as principals,

is of paramount concern in the health sector. This is because imperfect information

about the effectiveness of health services, together with the asyrnmetry of information

between providers and consumers, makes health services especially vulnerable to

48. This point is addressed in more detail in the ne:r't two chapters.



problems such as supplier-induced demand and provider capture. The splitting of

purchasers and providers introduces a number of mechanisms which have the potential

to enhance accountability and responsiveness to consumers.ae In particular, it may be

argued that the establishment of a representative organisation, the purchaser, whose

primary objective is to improve the health of its members, should strengthen the power

of consumers and encourage provider behaviour to be brought more into line with the

demands and interests of consumers.

A fundamental weakness in this line of thinking is that purchasers, like

providers, are agents of consumers, and purchasers, like providers, may have interests

which diverge from those of the consumers that they represent. One reason for this in a

public health system is that purchasers, as allocators of funds, are also agents for

taxpayers. And the objective of the government to be fiscally responsible is clearly in

potential conflict with a patient's objective of securing adequate health care.

Moreover, the problem of asymmetry of information still exists between purchasers, as

principals, and providers, as agents.

The usual way of controlling for these problems (which are in effect a type of

opportunism) is for the principal to gather information and monitor the performance of

the agent. In the quasi-market for health services this is achieved through a variety of

mechanisms including financial audit and the collection of performance indicators by

purchasers.to But this in turn increases transaction costs. One would expect therefore

that transaction costs will increase in quasi-markets, regardless of whether efficiency or

accountability was the primary motivating factor for restructuring the health system.

Non-efficiency factors are also likely to influence a purchaser's choice of

provider and the nature of their contractual agreements. One of the major objectives of

a publicly funded health system is to ensure reasonable access to health services for

those in need. But there is often a trade-off between improved access and efficiency.

Small rural hospitals, for example, improve access but are likely to have relatively high

costs per unit of output because fixed costs are spread over lewer patients. Consumer

49. See Mayston ( t993) for a comprehensive analysis of accountabitity issues associated with pubtic

sector reform.

50. Deuils of the controlling mechanisms that apply in the health sector in New Zealand are

discussed in more detail in Chapters 4 and7.
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choice and accountability to taxpayers are further desirable objectives that purchasers

may wish to pursue. And in New Zealand, commitments under the Treaty of Waitangi

means that purchasers should also consider the question of appropriateness of services

for Maori in their selection of provider and contractual agreements.

Another consideration concerns the need for integrated services and the

provision of 'seamless' care for patients. Because patients often require a range of

different services for any single episode of care, different service providers need to

exchange information and to harmonise the management of patients. The purchase of

separate categories of service from a selection of different providers may undermine

the integration of care. In the case of mental health services, for example, it is common

for patients to move between in-patient care and community services. If these services

are provided by two different providers, this jeopardises continuity of care for the

patient and introduces the potential for both the duplication and omission of

components of care. The fragmentation of services through individual contracts may

also apply to population-based services. The Public Health Association of New

Zealand (1994, p.2) has argued that separate contracts for individual public health

services such as cervical screening, sexual health promotion and cot death "undermines

integrated approaches.....[and] ...makes the development of cohesive local services

more difficult". These are just two examples of situations where the selection of

organisational form may itself influence production capabilities. The output produced

by a vertically integrated structure will then be qualitatively different from that

produced by two separate organisations.5r

If contractual anangements between purchasers and providers incorporate any

trade-offs between efEciency and any of these other objectives, the sum of production

and transaction costs may not be minimised as predicted by TCE. For example,

although TCE suggests that short term spot contracts are appropriate where there is

little uncertainty, assets are non-specific and the quantity and quality of service is

measurable, a purchaser of health services may prefer to enter into a longer term

51. This example is concerned primarily with the make-or-buy decisions of health providers, rather

than with lhe question of whether or not purchasers should be separated from providers. Even so, the

issue is ofrelevance ifthe splitting ofpurchasers and providers itselfencourages the pigeon-holing of

individual services for contracting purposes,
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relational contract to ensure security of supply of the service. This in turn may

undermine the incentive of providers to minimise production costs. More generally, the

existence of other objectives and principles means that, unlike profit-making

organisations in the private sector, the failure of health sector providers to produce

efficiently may not necessarily be an indication that the quasi-market itself has failed. It

may instead reflect the faa that purchasers and/or providers have given priority to

objectives other than efficiency.

2.5.2 The institutional environment

The context in which transactions between purchasers and providers take place

depends upon the prevailing rules, regulations and cultural norrns. Some of these are

designed by policy-makers in response to a perceived need to direct and/or control the

behaviour of transactors. Others are historically determined. It is useful to make a few

general comments at this point, especially with regard to some of the cultural norms

that prevail within health services.

A central question in the production of health services is "what is the objective

function?".s2 Profit-maximisation and output-mo<imisation are the two most obvious

contenders. In either case, the production of services is subject to some type of budget

constraint as in other sectors. However, in the case of health services, there is potential

conflict between the objectives of managers, who are concerned with stayrng within

the budget constraint, and health professionals, whose ethical codes encourage them to

place high priority on the needs of patients. The importance of ethical codes of practice

in attenuating self-interested opportunism has already been discussed. These codes of

practice may have other implications for transactions within a quasi-market. For

example, medical professionals may continue to supply services to patients after

contracted service levels have been reached.s3 Flistorical patterns of care,

reimbursement mechanisms, and the nature of the budget constraint are all relevant

here. Ethical considerations also mean that providers may be encouraged to share with

the media information relating to the length of waiting lists or any perceived short-fall

52. The rulture of the objective function of hospitals is discussed in Appendix l.

53. For example, in the four regions in New Tnaland, for the year ended June 1995 actual hospital

discharges exceeded contracted volumes by between 0.3Vo and 5.7o/o.
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in funding for their services in an effort to secure a higher level of funding for patients.

This in turn may undermine any efficiency gains that purchasers might otherwise secure

through contracts which attempt to limit output (and also to improve equity) through

the use of some sort of utilisation guidelines.

A related issue arises from the fact that provision of integrated services for

patients requires a high degree of cooperation among health professionals. The

traditional desire of health professionals to cooperate is clearly in potential conflict

with any expectation of competition for limited resources in a quasi-market. It may, for

example, discourage potential providers from entering a market, or encourage

providers to share information which might be regarded as commercially sensitive in

other markets, This comment applies especially to the dissemination of information

relating to advanoes in medical technology and other improvements in the care of

patients.

On the other hand, the need to compete for resources in quasi-markets may

discourage cooperation between providers, Croxson (1995a) points out that, if short-

run price-competition is the name of the game, then providers may be forced to cut

costs and profit-margins. This in turn limits their ability to invest and innovate. Of

greater concern is the possibility that patient safety and quality of care may be

compromised, especially in areas where measurement of quality by purchasers is

difficult. This suggests that there may be potential for long-term efficiency gains

associated with cooperation between providers. ra

There may also be some potential for efficiency gains from cooperation

befween purchasers and providers in the planning of heatth services. Joint-planning

may reduce waste through the duplication of services (especially where fixed costs are

low) and minimise the likelihood of gaps in service provision (especially where assets

are specific).

Finally, transactions between purchasers and providers of health services are

vulnerable to political interference, especially in publicly-funded health care markets.

The theoretical model of quasi-markets requires the decentralisation of decision-

making to independent purchasers and providers. But autonomous decisions by

54. See Section 9.3 for a discussion of the 1996 Coalition Agleement which shifted the focus of health

poliry in New Zealand from competition to cooperation.
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2.6

independent parties can be extremely threatening to politicians, especially when

taxpayers are footing the bill. In free markets, shifts in demand and supply are usually

manifested in the closure of some businesses and the opening and expansion of others,

but the closure of public health services is something that many politicians would wish

to avoid. The tendency of politicians is therefore to temper those aspects of markets

that are politically undesirable.

Conclusion

TCE provides a useful starting point for analysing the nature of transactions between

purchasers and providers in the quasi-market for health services. However other

possible motivating factors also need to be considered, together with the broader

institutional environment in which transactions take place. The difficulty with most

studies that have used a TCE model to date is that they fail to take into account many

of the issues mentioned here and in sections 1.4 and 1.5 above which lie outside of the

traditional TCE framework. Because TCE attempts to explain why firms replace

markets rather than vice versa, there is a tendency to overemphasise potential problems

that are likely to emerge in the quasi-markets for health services and underemphasise

(if not ignore) the problems that are inherent in hierarchical organisations. These

studies have also tended to avoid any analysis of services where the costs of

transacting may be minimal. Transactions that take place in a market for health services

are by no means homogeneous: different services have a different range and mix of the

characteristics that influence the cost of transactions. Thus while classical contracting

between purchaser and provider is likely to be appropriate for some services, longer

term relational contracts, if not an internal (hierarchical) organisational structure, will

be more appropriate for others. One would expect therefore that different types of

organisational structures are likely to emerge for different services as the quasi-market

for health services develops.

A range of research questions have emerged from this discussion of the

theoretical framework. For example, are different types of contracts and contractual

relationships emerging for different health services? Have any factors, other than

efficiency, influenced the selection of contract type? What is the role of any

institutional factors (including any cultural norms) in the contracting process? What
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special issues (if any) need to be taken into account when applying TCE to activities in

the public sector?

Before any of these questions can be addressed, we need a clear picture of the

nature of the institutional environment in which contracting lor health services in New

Zealand takes place. The next part of this thesis is devoted to this issue.
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THE POLICY
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-3-

NEW ZF,ALAND HEALTH POLICY TO 1993

This second part of the thesis describes and analyses the environment in which contracting

for health services takes place in New Zealand. This chapter reviews the recent history of

health policy in this country, and explores the main reasons for and features of the 1993

reforms, The objective is to provide some understanding of the way in which the health

services in New Zealand have developed in recent years, and to tease out any aspects of

poliry which may have contributed to the development of the cultural nonns and practices

of those working within the system. The chapter also explores the relevance of transaction

costs under the previous hierarchical arrangements, and examines the evidence for X-

inefficiency in service provision prior to the reforms. Chapter 4 then describes and

examines some dimensions of the new structure in some detail. Of particular relevance

here is the nature of any incentives which may influence the behaviour of purchasers and

providers when contracting within the new structure'

3.1 Health policy prior to 19E3

The foundations for New Zealand's public health systemss were laid in 1938 with the

passing of the Social Security Act. This legislation, which hailed a new era for the role of

the state in social welfare, introduced fully-subsidised hospital treatment for all in publicly-

55. The term 'public health system' is a rather loose tenn which in tils thesis refers to those servtces

which are fimded in part or in firll by the government. The boundaries of the public health sy$em ale

rather blurred because a service may be subsidised only for selected categories of patients' For example'

subsidies for general practice services depend upon the age and income of the patient, and the reason for

conzultation. Moreover, while higher income adults are not eligible for a direct subsidy for non-accident

Gp services, referred services which are subsidised are generally accessible only through a GP'
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owned hospitals. Full or partial subsidies for general practice and other medical and dental

services were introduced throughout the l940s.5t By 1947, the thrust to put a universal,

and predominantly tax-funded, public health service into place was largely completed

although new subsidies continued to be added in later years on an ad hocbasis.

The scheme continued with few major problems until the 1960s when access to

services began to decline. In 1957, the Hospital Act gave incentives to private hospitals

and in 1961, Southern Cross Medical Care Society introduced private health insurance, the

premiums for which became tax deductible just six years later. State support for private

hospitals was extended further in 1974 through a loans scheme for the purposes of

extending renovating or building private hospitals. These changes all enabled wealthier

people to avoid the ever-increasing waiting lists for non-urgent care in public hospitals' In

IgT4,theAccident Compensation Corporation (ACC) was established which provided no-

fault compensation for accident victims together with free medical treatment for injuries-

By the early 1980s the public health system was showing signs of strain. Total

health spending as a percentage of GDP had increased rapidly between 1970 and 1980

from 5.lo/o to 7.Qyo, and 88% of this was publicly funded. The system was fragmented:

primary care, secondary care, disability support services, injuries from accidents, and

public health services were funded and organised in different ways. This meant that the

public funding for treatrnent in a single episode of care could involve a hospital board, the

ACC, the Department of Health, and the Department of Social Welfare.

The 27 hospital boards, which were responsible for the provision of secondary and

tertiary services and some corununity care, wete diverse and uncoordinated, with

individual populations ranging from 2,100 to 800,000 (Cooper, 1987). The boards

themselves, whose members were democratically elected, comprised mainly doctors and

other health professionals with vested interests. This had led to provider capture, and an

associated lack of responsiveness to the preferences of consumers.

Within the hospitals, management systems were cumbersome and accountability

mechanisms weak. Accounting systems were almost non-existent, and little information

was available on costs or the utilisation of resources. Output data consisted almost entirely

56. Details of fhese subsidies (which included payments for immunisations, pharmaceuticals, diagnostic

imaging, and child dental services) are given in Scon e/ a/- (1986), Appendix l.
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of rather crude measures of patient throughput. Thus there was a lack of accountability to

and control by ministers who in turn wers accountable to taxpayers.

The funding and organisation of primary care was also problematic. Historically

primary health services (such as general practitioner services, pharmaceuticals, laboratory

tests, and physiotherapy) had been funded on a fee-for-service basis. However these

subsidies had been introduced at different times and any subsequent adjustments to their

levels or criteria for eligibility had been made on an ad hoc basis. The proportion of total

costs accounted for by these subsidies was extremely uneverL ranging from a nominal

amount (e.g. $4, which accounted for around 8-9% of the total fee, for general practice

services for adults) to 100% (for maternity services and most laboratory tests). Especially

anomalous were subsidies for accident-related injuries treated by general practitioners,

with treatments for accidents attracting ACC payments which were significantly higher

than subsidies paid for other services provided by general practitioners.

Apart from the potential for cost-shifting between services, access to general

practitioner services was becoming increasingly restricted. The general medical seruices

benefit (GMS) for general practice services, first introduced in 1941, was the product of a

bitter debate between the first Labour government, whose vision was for free medical

services for all "whatever their rank, station, or income"sT and the medical profession, who

wished to maintain the right to charge a fee to patients. The result was a partial subsidy

which (eventually) was paid directly to GPs on the patient's behalf. Subsequent

governments were loath to increase the subsidy because there could be no certainty that

the money would be passed on to patients through a reduction in fees. Therefore, as

inflation increased, the population faced ever higher charges for GP services, the real value

ofthe GMS having fallen from aroundT5% of the total fee when it was first introduced to

less than z}yo. As might be predicted, hospitals reported that more and more people were

turning to their accident and emergency departments for 'free', but more costly, health

care.

57. This recommendation (quoted in Laugeson and Sahnond, 1994) was made by one of the committees

charged with examining poliry options.
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3.2 A Period of Change l9E3 - 91

These difficulties triggered a decade of major structural and attitudinal change in the health

services (Table 3.1). The first significant policy change occurred in 1983 with the passing

of the Area Health Boards Act which paved the way for the restructuring of the 27

hospital boards into 14 area health boards. In the same ye r, a new method for

distributing funds to the regions was introduced. Prior to 1983, hospital boards were

funded largety on a cost-plus basis. Apart from an obvious lack of incentive for efficiency,

this method of distributing funds had resulted in major differences in funding levels across

the country, with historic levels of over- or under-funding being perpetuated each year. A

population-based funding formula was therefore developed to reflect the health care needs

of the different regions. As well as improving regional equity, the expectation was that this

method of distributing funds would €ncourage boards to reassess the service needs of their

populations, and to seek ways of providing services more efficiently (John Martiq former

Director General of Healttr, personal communication).
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Table 3.1: Changes in the health sector 198391

ln the late 1980s there were two major reviews of health services: the Health

Benefits Review (Scott et a1.,1986), the focus of which was primary health services, and

the Taskforce on Hospitals and Related Services (Gibbs et a1.,1988). These reviews drew

attention to a range of problems in the health system including the lack of incentives for

cost-consciousness and efficiency, poor accountability of providers and managers, and

poor responsiveness by providers to consumer preferences. They also identified a number

of inequities including barriers to access to primary care due to high patient user charges;

the unevenness of subsidies for different types of primary care; the preferential treatment

of injuries over illness; differences in waiting times across regions and amongst specialties;

favourable subsidies for medical practitioners over other health care providers; and

regional differences in levels of service provision. The Health Benefits Review provided

five possible options for change, the focus of these options being on differences in the role

of the state in funding and providing health care. The Committee's preferred option was

for the state to maintain its role as the dominant funder but to encourage greater efficiency

Year Nature of the change

1983

1986

1988

1988-89

1989

1989/90

1990

l99l

Area Health Boards Act passed
Population funding formula introduced for Hospital and Area Health Boards

Health Benefits Review of primary care subsidies (Scott et al. 1986)

General management introduced into AHBs
'Gbbs' Taskforce on Hospital and Related Services (Gbbs, et al. 1986)

27 Hospital Boards finally restructured into 14 Area Health Boards

Department of Health restructured
New Zealand Health Charter introduced, together with Health Goals and Targets

First operating and strategic plans prepared by AHBs

Contracts signed between AHBs and the Minister
Revised population funding formula introduced

February: Taskforce appointed to review health system
Julv 3l: Taskforce's prooosals for reform announced (Upton' l99l)

76



in service provision by developing a more market-oriented system through increased

contracting for some services. The Taskforce on Hospitals and Related Services took a

more prescriptive approach. It recommended a new structure for the health sector, the

central feature of which was the separation of the purchasing and providing roles

undertaken by area hedth boards. Under these proposals, six new Regional Health

Authorities would be established to purchase publicly funded health services from hospitals

and other health care providers on behalf of the people of their regions.

Although the fourth Labour Government chose not to implement any of the major

structural changes recommended by either of these two reviews, both were influential in

stimulating ideas and canvassing options for change and a new wave of incremental reform

commenced. In 1988, the rather cumbersome triumvirate system of management by nurse,

doctor and administrator was replaced by general management. [n 1988-89 the

restructuring of the 27 hospital boards into 14 area health boards was finally completed.

These area health boards had the dual roles of setting funding priorities as well as

providing hospital services, public health services, and a range of community services.

Fully elected boards were replaced with a mix of elected representatives and appointees to

ensure an appropriate mix of skills and a balanced representation of the population.

At the end of 1989, a New Zealand Health Charter was introduced which laid out

the principles which would guide the public health system (Clark, 1989). At the same time,

a set of New Zealmd Health Goals and Targels was published which identffied health

status objectives in key areas. The two documents were intended to provide guidance in

the setting of spending priorities over the next ten years. Area health boards were required

to develop strategic and business plans which incorporated both the Charter and the health

goals and targets. A revised version of the population-funding formula was also

introduced.st From 1990, in return for their share of government funds, each board was

required to sign a 'contract' with the Minister which specified the range of services they

planned to provide together with a set of performance indicators.

58. A revision of the formula was required for a number of reasons including the need to account for the

wider range of services provided by area health boards compared with hospital boarG; to reflea the focus

of the boards on health promotion and prevention, to accommodate the devolution of responsibility for

capitat funding from the central government to the boards; and to incorporate appropriate incentives into

payments for flows of patients across board boundaries.
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The purpose of these contracts was to ensure that area health board activities were

consistent with the health charter and the goals and targets, and to improve the general

accountability of the boards. This did not mean that expenditure would be linked to a

board's level of output: while the contracts did include some rather crude measures of

particular outputs, most service outputs remained unspecified and unmonitored, and

quality measures were absent. Instead contracts were based on operating plans agreed with

the Minister which were consistent with the boards' five-year strategic plans. Thus a key

objective of this contracting proce$s was to make explicit the planning, as opposed to the

actual provision, of services. A board's performance was then measured against the agreed

plan.

The Department of Health also contracted directly with a number of independent

service providers such as the New Zealand Family Planning Association, the New Zealand

Plunket Society and the Royal New Zealand Foundation for the Blind. These were

incomplete contraots which specified (in broad terms): the relationship between the parties,

a broad description of the services to be provided, the price to be paid and manner of

payment, and reporting requirements to the funder. Until the end of the 1980s, services

had generally been poorly defined and measured, and accountability of these providers was

minimal. Most contracts were block contracts in which levels of provision were specified

in terms of inputs - usually the amount of time to be provided by different types of health

professionals - rather than outputs. Thus wage rates were effectively set by the

government as the purchasing agent. Contracts could then be monitored simply through a

review of wage records. There was considerable scope (and incentive) for opportunism

within these arrangements. For example, because the government was generally willing to

fund only the services of health professionals, receptionists were sometimes called "health

assistants".

Providers were sheltered from the rigours of the market because contracts were

not generally opened up to bids from competing providers. Contracts were, however,

reviewed on an annual basis so that there was always some degree of uncertainty for

providers as to whether the contract would be renewed, and if so, at what level. Some

incentives for efficiency may also have stemmed from the fact that the total annual

payments to providers were fixed whereas demand for their services was often open-

ended. However this would depend upon the proportion of a provider's total budget that
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was paid by these contracts. Some providers also received income from a range of private

sources including user charges for services, charitable donations and fund-raising activities.

By the end of the 1980s the Department of Health moved increasingly towards the

linking of expenditure with outputs in these contracts in line with state sector reform

generally. By 1991192, both price and volume of services was negotiated with all

independent service providers. Volumes were usually determined according to historic

trends rather than by any explicit decisions by the Department (renamed the Ministry of

Health in l99l) to shift resources across services. While providers generally continued to

carry the risk of over-provision, there was now some room for renegotiation during the

term of the agreement if contracted volumes were exceeded. However, many providers

could only provide very crude information about service outputs so that contracts

necessarily remained incomplete. Much of the detail about the nature and quality of service

was also left to the discretion of the provider, thus exposing the contractual relationship to

information impactedness and spreading the risk across both parties. This type of

contracting requires careful monitoring and enforcement by the purchaser if opportunism

on the part of providers is to be minimised. Unforrunately the Ministry of Health had

neither the information systems nor the resources to monitor effectively the performance

of contracted providers.

Change was also taking place in the funding of primary care. User charges for

pharmaceuticals (up to a maximum of $5 per item) were introduced in 1989, and in 1990,

the Minister of Health (Helen Clark) introduced voluntary contracts for general

practitioners which offered inflation-indexed subsidies for general practice consultations in

place of the GMS. In return, GPs agreed to keep patient copayments below a set of

maximum limits, and to provide the government with specific information about utilisation

rates within their practice. The General Practitioners Association saw the move as an

attempt to control their clinical and economic freedom and urged GPs to reject the offer

outright. Take-up was slow initially but gradually began to accelerate. By November 1990

when a general election took place it was estimated that almost l}Yo of GPs had signed

contracts.

According to the 1990 Offrcial New Zealand Year Book (p.221), the objectives of

all of these reforms prior to the 1990 election were:
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. to reduce inefficiency and waste;

o to restrain goverffnent expenditure;

o to improve the accountability and responsiveness of health service suppliers;

r to improve patient access to primary care and early contact with the health

system, and

o to improve health promotion and disease prevention, in order to reduce the

need for secondary care.

Within the area health boards, the introduction of general management and service

management, the installation of computerised information systems, the preparation of

strategic and business plans, and the development of performance indicators as a means of

measuring output were all responses to the perceived need to improve both X-efficiency

(i.e. to produce the maximum possible output for any glven level of resources) and

allocative efficiency (i.e. to utilise inputs and produce outputs in a combination which

maximises welfare, given their relative prices). The intention of contracts with the minister

was to clarify lines of responsibility and to promote accountability of the boards.

3.3 The 1991 proposals

Whether or not these organisational changes would eventually have achieved the

objectives identified above will never be known. In November 1990, the general election

brought a change of government and a new approach to health policy. One of the first

actions of the incoming Minister of Health (Simon Upton) was to cancel the offer to

general practitioners and terminate all existing GP contracts. Two months later he

announced the appointment of a S-member Ministerid Committee (Taskforce) on the

Funding and Provision of Health Services. The task of this committee was to:

Identifi and investigate options for defining the roles of the Government, the
private sector, and individuals in the funding, provision and regulation of health
services...., to advise the Minister on alternatives...., [and] to develop an
implementation plan for the option that Ministers prefer...... (Upton, 1991, p.138).

This move towards yet another major restructuring of the public health system is

better understood when viewed within the wider context of economic policy after 1984.
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The thrust of these policies had been towards liberalisation of the economy by reducing

subsidisation and border protection of industry, and by deregulating many sectors of the

economy. In the public sector, many state-owned assets (such as Air New Zealand,

Telecom and NZ Shipping) were sold to the private sector. Others (such as the post office

and electricity generation) were corporatised under the State-Owned Enterprises Act

(1986) to encourage competitive trading with strict commercial goals. Any non-

commercial functions were separated out and moved to other state agencies. Government

departments were also restructured along more business-like lines under the State Sector

Act (1988) and Public Finance Act (1989). The success of these policies was measured

primarily in terms of bottom line fiscal indicators such as reductions in government deficits

and the repayment of accrued public debt. While both major political parties seemed eager

to pursue this general path towards economic liberalisatiorL the welfare state had remained

largely intact under the Labour Government. However, as Scott has noted:

Once economic reforms had been largely addressed, it became clear that further
reductions in government spending could only be achieved through reform of the
welfare state. (Scott, 1994, p.3l)

Some of the objectives set for the ministerial health taskforce clearly reflected the

prevailing ideology of the new government, including a general belief in the superiority of

markets over governments, of competition over cooperatiorl of freedom of choice for

consumers over decisions made by a paternalistic government, and of self-reliance over

community responsibility. For example, in its terms of reference the taskforce was

required:

....to make health service funders and providers more efficient and more responsive
to consumer preferences. This will require [my emphasis]:

a) greater freedom for consumers to choose between alternative funders and providers
of health services;

b) competition benveen public and private sector funders and providers of health
services, and organisational reform ofpublic sector service providers;

c) minimising barriers to competition among funders and providers of health services.
(Upton, 1991, p.137)

The taskforse's recommendations were presented as part of the Government's annual

budget on 3l July 1991 inwhat became known asThe GreenandWite Paper (Upton,

1991). The main features of the proposed new structure were:
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o a separation of the purchasing and provision roles of area health boards;

o reconfiguration of the 14 area health boards into Crown Health Enterprises

(CI{Es) which would provide personal health services and be run on a business-

like basis;

I establishment of four Regional Health Authorities (RHAs) which would be

responsible for purchasing all personal health services through contracts with

public and private providers;

r integration of funding for all primary and secondary services (including

accident-related injuries) into RHA budgets;

o the opportunity for smaller communities to gain control over their own health

services by reconfiguring local services that previously belonged to area health

boards into community trusts;

o the opportunity for individuals to take their share of public funds to competing,

non-government purchasing agents (called health care plans) once the RHAs

were established;

o a separation of the purchasing and provision of public health services through

the establishment of the Public Health Commission as a single national

purchaser of public health services, and of three public health agencies to

provide regionally-based public health services through a contestable

contracting process.

Interestingly, the stated objectives of these reforms were not dissimilar to those

that the previous government had given to justi$ the organisational changes introduced in

1989190 which these reforms were to replace (see above). Specifically, the new objectives

were to:

. improve access for all New Zealanders to a health care system that is effective,
fair and affordable;

r encounge efficiency, flexibility and innovation in the delivery of heal0r care to
the community;

r reduce waiting times for hospital operations;

. widen the choice of hospitals and health care services for consumers;

r enhance the working environment of health professionals;

. recognise the importance of the public health effort in preventing illness and
injury and in promoting health;
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3.4

. increase the sensitivity of the health care system to the changing needs of
people in our society. (Upton, 1991, p.3)

One objective that was conspicuous by its absence this time around was the need to

control government expenditure. However, real increases in expenditure were identified as

one of the reasons for change and so it seems likely that expenditure control was still on

the agenda.tn Policies contributing to expenditure control included the capping of

expenditure on primary health services through the incorporation of this expenditure into

RHA budgets, and a shift away from universal subsidies towards a subsidy regime that is

targeted towards low income groups.uo

Some changes to the original proposals

The process of transition to the new structure began with the abolition of the (elected and

appointed) boards of the area health boards on budget night. These were replaced by

appointed commissioners who were charged with the task of overseeing transition to the

new structure. In the following two years numerous appointees, committees, and newly

established agencies worked at speed in order to reconfigure old structures and establish

new ones by I July 1993 - six months prior to the next general election! A number of

changes were made to the original proposals during this time. Only those changes which

have some direct relevance to contracting practices in the new regime are discussed here.

59. On p.8 of the Green and White Paper (Upton, l99l) il rvas incorrectly stated that "between 1980 and

l99l the Department of Health's budget increased from $ l. I billion to $3.8 billion, an increase of some 27

per c€nt more than the increase in consumer prices over that period." In fact, Vote:Health had increased

by only 8.3 per cent in real terms over this I I year period.

60. This new regime of user charges was announced at the same time as the structural changes but

introduced over a year earlier (in February 1992). The regrme included the introduction of charges for

hospital services for the first time since 1938. However the unpopularity of these charges, together with

high collection costs, led to the abolition of inpatient charges just 13 months later in April 1993. Charges

for out-patient services for higher incorne earners remained in place until July 1997 when they too were

abolished.
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First, the proposal for people to be able to opt out of RHAs and take their share of

public funds to a competing purchaser was shelved.6t Competition at the purchaser level

(which characterises a 'managed competition' model of health policy) may enhance

consumer choice and facilitate the development of services which match the special needs

and preferences ofdifferent groups. The threat ofexit by consumers to another purchaser

also provides "the ultimate sanction against RHAS which fail to respond to their

[members'] concerns" (Upton, 1991, p.62). On the other hand, the existence of competing

purchasers could introduce scope for the emergence of a two-tier heath system if health

care plans cream-skimmed low risk people, leaving RHAS with high risk populations.62 It

would also undermine the bargaining power of RHAs, introduce difficulties associated

with assessing health care needs and planning services, and involve the extra risks and

costs associated with administering funds for selected groups on an insurance basis,

especially in the context of small populations (Ashton, 1992; Robert, 1992).

A second part of the reforms which gradually changed direction over time was the

definition of an explicit core of health services to which all New Zealanders must have

access. The concept of a basic core of services was developed in the context of a full

managed competition model which features competition among purchasers as well as

providers. Within this framework, an explicit core is required to

r discourage cream-skimming through the provision of a package of services

which attracts healthy people but discourages unhealthy people;

o ensure people that a low price is a reflection of efficienry rather than of a lack

of provision of some services; and

e facilitate the estimation of risk-adjusted premiums (Cumming, 1994).

61. While the proposal for competing purchasers has been shelved for the time being, provision remains in

the legislation for the minister to recognise alternative purchasers at any time in the future (Section 20(c),

Health and Disability Services Acr).

62. It should be noted that purchasers only have an incentive to cream-skim (i.e. risk-select) ifthey cannot

charge (or are not paid) premiums rvhich accurately reflect the risk of their members.
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A National Advisory Committee on Core Health and Disability Servicesu' was appointed

to:

.......recommend annually to the Minister of Health which core health and disability
support servicss should be purchased, how they should be distributed and the
terms of access on which they should be available. (National Advisory Committee,
1992, p.5). 

'

The shelving of the proposal for competing purchasers placed a rather different

light on the need for an explicit package of core services and on the work of this

committee. Even so, some of the original reasons given by the government for establishing

an explicit core remained relevant (Upton, l99l). These were:

. to iron out regional variations in the services available;

o to indicate more clearly which services New Zealanders can expect to receive

through the public health system and which services will not be provided;

o to minimise the risk of cost-cutting across the board (including the more cost-

effective services) when budgets are tight; and

. to make explicit the need to prioritise services.

This set of objeaives points to the need for some control over the purchasing decisions of

RHAs. Accordingly; the attention of the committee turned away from efforts to identiS a

basic package of services towards the establishment of national priorities, and the

facilitation and encouragement of evidence-based practice through the development and

implementation of practice guidelines.

A third element of the 1991 proposals that has not been implemented is the

integration of funding for accident-related care into RHA budgets. The intention had been

to transfer responsibility for purchasing these services from the ACC6a to RHAs gradually

over a number of years (Ministry of Health, 1992). However, in October 1995 it was

announced that, while the RF{As would retain responsibility for the purchase of acute care

for accident victims, together with laboratory services which had already been transferred,

the ACC would continue to be responsible for the purchase of elective surgery, primary

care and community services.

63. The name of this committee was changed to the National Advisory Committee on Health and

Disability in 1995 when its jurisdiction was extended to include public health (i.e. population-based)

services.

64. Now renamed the Accident Rehabilitation and Compensation Inzurance Corporation.
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The fact that obstacles have been met during the implementation process and that

some significant changes have subsequently been made will come as no surprise to political

scientists. Saltman and von Otter (1995) have noted that the existence of obstacles to

implementation and the failure to implement reforms in their original form are themselves

features of market-oriented health reforms internationally. According to Uwe Reinhardt

(1989,  p . l0 l ) :

.....a problem with assessing the new market strategy [in the USA] has been that so
little of it has acnrally found its way from the blueprint to actual practice, which
speaks volumes on the practicality ofthe entire notion.

Common obstacles to implementation include the complexities of health systems

and the strength of the power structures and interest groups of those within them; the

uncharted waters associated with a learning-by-doing approach to policy; the degree of

regulation required to "manage" health markets; the higher-than-expected costs of

transition; and conflicts befween different policy objectives (especially equity and

efficiency) and the associated reform instruments (Saltman and Otter, 1995). All of these

factors had some relevance in the implementation of the quasi-market in New Zealand.

Even so, the three central themes of (a) splitting the functions of purchaser and provider

(b) enabling competition between providers and (c) introducing business practices into

public hospitals remained finnly in place.

3.5 A transaction cost perspective ofthe health sector prior to 1993

One my criticisms of the standard version of TCE (in section 1.4.4) was that it tends to

down-play, if not ignore, any transaction costs that are incuned within hierarchical

organisations and that this leads to an over-emphasis on market failure and an under-

emphasis on bureaucratic failure, By the same token, it is fair to say that the rhetoric that

accompanied the introduction of market reform into the New Zealand health system over-

emphasised the inefficiency of bureaucracies (i.e. area health boards) whilst under-

emphasising the transaction costs associated with markets. Unfortunately the absence of

baseline data precludes any possibility of undertaking a systematic comparative

institutional analysis of the New Zealand health system before and after 1993. Nevertheless

it is important to explore any dimensions of the pre-reform rurangements which might
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inform this debate. The next two sections therefore take a closer look at the organisational

structures that were in place before the reforms were introduced.

In New Zealand, the splitting of purchasers and providers applied only to those

services that had previously been provided by area health boards. ln the case of most

services provided by the private sector, there was already a "market" in the sense that

there was a split between the purchaser (the Ministry of Health) and providers (GPs,

pharmacists, community laboratories, voluntary sector providers, rest homes, etc.). In

terms of the markets and hierarchies continuum illustrated in Figure 2.2, most transactions

for primary health services already fell towards the transactional pole. Payments were paid

on a fee-for-service basis and the transactions between purchaser and providers were not

usually covered by any explicit contracts. However, unlike pure market transactions, the

levels ofthe government subsidies were set prospectively.

These organisational arrangements may have been appropriate if asset specificity,

uncertainty, and the risk of opportunistic behaviour are lower in primary services than in

secondary services. This seems a reasonable assumption for most types of primary health

services. Even so, the transaction costs associated with this form of exchange were not

insignificant. For example, the difficulties associated with monitoring the output of

providers (especially GPs) provided scope for opportunism via fraudulent claims and/or a

reduced quality of service. There were also costs associated with disputes over price. This

usually occurred where the subsidy was in full payment for services rendered and extra

billing was prohibited such as for dental services for secondarv school children and

maternity services.

In fact, both ofthese transaction costs arise primarily because of the existence of a

single third party payer. Put another way, neither of these examples of transaction costs

would arise in a simple market exchange where the consumer is also the payer. This is

because the costs of using a market to organise transactions are reduced where the threat

to terminate a contract is an effective control mechanism. In the case of primary health

services prior to 1993, there was no sense of selective purchasing from preferred

providers. Instead, all providers who satisfied certain legislative requirements could claim

the subsidies. Moreover, the government as purchaser could not withdraw from the

schemes as long as it wished to secure access to primary health services. In effect, a

bilateral monopoly situation prevailed with neither the purchaser (the govemment) nor the

provider (or their umbrella organisations) being able to seek alternative partners.
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The organisational arrangements that prevailed in the area health boards also need

closer examination. While there is no doubt that area health boards were a form of

hierarchy, Williamson has argued that efficiency within a hierarchy depends upon its

internal structure. If a firm is producing for a single market, then a unitary managerial

structure (or U-form), in which a general manager has responsibility for both strategic

decisions and the day-to-day operations of the firnr, is appropriate. However, in a multi-

product firm such as an area health board, if top managers are responsible for both

strategic planning and operational decisions, strategic planning tends to get crowded out

because of bounded rationality. In this case, a multi-divisional structure (i.e. the M-form,

in which each division controls a self-contained part of the organisation's actMties) is

more efficient because it economises on bounded rationality and improves control of

opportunism.

Within the area health boards, the restructuring that took place in the late 1980s

had encouraged the emergence of 'service management', a concept which Malcolm (1990)

defined as the decentralisation of general management to the clinical interface. Under

service management, the organisational units are services - e.g. mental hedth, surgery,

medicine - rather than the institutions within which services are provided. Thus service

management cuts across the institutional boundaries imposed by hospitals, community

services and primary care organisations. Service management can be interpreted as a type

of M-form organisation in which service managers .ue accountable to higher-level general

managers.

Service management is arguably a more efficient organisational form than a U-form

of hierarchy for a multi-product organisation such as an area health board. The scope for

opportunism (and also shirking) within the boards may also have been reduced by the

introduction of performance-based contracts in 1990. However the fact remains that these

contracts were not contestable and so the boards were generally not exposed to any threat

of termination of contract.6s Furthermore, while the shift to service management may

potentially have reduced some of the internal transaction costs of hierarchy, it may have

65. While it was not possible to terminate area health board contracis, the Minister of Health sacked the

(elected and appointed) members of one board (Auckland) because of its failure to m€et financial targeis.

The board was replaced by a comnrissioner appointed by the minister. However the operational side of the

area health board continued rnuch the same as before.
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facilitated the potential for capture by health professionals by bringing resource decisions

closer to the clinical interface.

Two additional factors are relevant in respect of the nature of the area health board

hierarchies. First, not all services for which the boards were responsible were produced

internally. For example, many boards had a long history of purchasing long-stay hospital

services and some community-based services from private organisations. The contracting-

out of support services (most commonly catering and cleaning but also other services) also

became increasingly popular towards the end of the 1980s. Second, two of the 14 boards

had tried to create an internal purchaser-provider split in an attempt to capture the

efficiency-enhancing incentives that are usually associated with market transactions. In one

case, the plan was to establish a new agency (called Wellbank) to set policy and to

purchase services from the four districts of the board as well as from private and voluntary

providers (Bowie and Shirley, L994). However the proposal was highly contentious and it

was never implemented. The second case was implemented successfully but was somewhat

less radical with the purchaser-provider split applying internally via divisions within the

existing organisation.

In sunr" in considering the potential for the 1993 reforms to improve efficiency it is

necessary to refer to the organisational arrangements that were in place prior to 1993. This

section has questioned the notion that transaction costs were minimal prior to the

introduction of the quasi-market. It has also questioned the implicit assumption that these

arrangements contained few incentives for efficiency. We now examine the little evidence

that is available relating to the efficiency of area health boards prior to the 1993.

X-inefficiency prior to the reforms

The potential for the 1993 reforms to achieve efliciency gains obviously depended upon

the extent to which service providers were operating inefficiently at the time when the

purchaser-provider split was introduced. Measuring the efficiency of hospitals, or indeed

of the health sector more generally, is fraught with both theoretical and empirical

difficulties. These issues are discussed in some detail in Appondix l. The focus of this

section is on services provided by area health boards which aocounted for approximately

two thirds of public funding. No information is available on the efficiency of the health

sector more generally.

3.6
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In 1987, the Taslforce on Hospitals and Related Services commissioned Arthur

Anderson and Company to assess the perforrnance of public hospitals (Arthur Anderson,

1987). The task was complicated by the fact that "little financial data on the sector's

perfiormance was [sic] available" (Gbbs, 1987, p.l3), and "management accounting and

costing systems are almost nonexistent. (ibid. p.20).

The methodology used by Arthur Anderson was a comparative analysis of different

units in the same hospital, and of different hospitals in New Zealand providing similar

services. The underlying assumption was that all hospitals could operate at the same

average cost per day as that demonstrated by the best performers. A second level of

quantification focused on the savings that might be achieved if cost-controlling incentives

were introduced. The basis of comparison here was the performance of hospitals in the

United States before and after the introduction of casemix payments to hospitals on the

basis of diagnosis related groups (DRGs). The report concluded that annual efficiency

gains of l6-I9oh were possible if the worst performing hospitals were brought into line

with the national average, and of 22-29% if the performance of New Zealand hospitals was

brought into line with US hospitals. This amounted to potential annual savings of between

$45Im and $601m.

The major sources of these estimated gains were:

Reductions in length of stay....... $179.6m - $198.5m
Closures of hospitals $24.3m - $25.5m
Improvements in departmental operations................. $79. 5m - $ I 04. 5m
Improvements in support functions $52.5m - $69.7m
Cost-controlling incentives .. $l15.3m - $204.5m

Gven the absence of any clear objective function for hospitals (see Appendix 1),

and of good quality data, it is not surprising that both the methodology and these results

were highly controversial. It is not necessary to critique the report in detail here. It may

however be useful to illustrate the nature of its weaknesses by examining the

methodologies used to estimate the two major sources of potential efficiency gains in the

above table: reductions in length of stay, and cost-controlling incentives.

To estimate potential cost savings from reductions in length of stay, hospitals were

classified into four categories according to bed numbers. Target lengths of stay were then

determined, using a weighted average of the three shortest lengths of stay of hospitals
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within each category. The underlying assumption here was that size of a hospital is a prory

fior acuity of service, with the largest hospitals having the longest length of stay because

they provide the more acute services. It is quite possible however that similar-sized

hospitals deal with quite different levels of acuity, depending upon the specialties provided.

A provincial base hospital, for example, is likely to have a different casemix from a similar-

sized urban hospital which provides supra-regional services. Length of stay will also

depend upon the support services that are available in the community. However no

account was taken of the additional costs that would be incuned through the provision of

additional community services if length of stay were to be reduced to target levels.

To quantifu the effects of reducing all lengths of stay to target tevels, a cost per day

had to be computed. First, the cost of each service was estimated by multiptlng total

expenditure by the percentage of total nursing costs taken by each service. The average

cost per day for each service was then calculated by dividing by the applicable number of

patient days for that service. The underlying assumption here was that nursing costs

account for the same proportion of total costs in all services. But this is unlikely to be true

because some services are more nursing-intensive than others. A second problem arises

because total hospital costs (excluding capital) include a range of services which have little

or nothing to do with inpatient services. For large hospitals, the estimated cost per day was

reduced by 5o/o - 20o/o to recognise (a) that total expenditure includes significant outpatient

costs, and (b) that the marginal cost (and therefore potential savings) from the days at the

end of a hospital stay are likely to be lower than the average cost per day. No reduction

was apparently made for either of these factors in smaller hospitals. Moreover, given the

high cost associated with intensive treatment and resource usage during the initial days of

a stay in hospital, even the 20% reduction for the cost of tater days seems small, especially

for surgical services.

Further differences in lengths of stay between the US and New Zealand beyond the

target levels were attributed to differences in the management of resources. Here it was

assumed, quite arbitrarily, that other (unspecified) "incentives and restructuring" would

further reduce the lengths of stay in New Zealand to the US level, thereby saving $70m -

$140m. The report did ooncede that:

....some differences in lengths of stay could be attributed to definitions, differences
in coding and the inclusion in the New Zealand data of some long-stay patients.
(Arthur Anderson, pIV-3).
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However, no adjustment was made in the estimates of potential savings for these or any

other differences between the two countries. Furthermore, no reasoning was given as to

why U.S. lengths of stay might be optimal.tr

The estimates of the remaining potential savings from "cost-controlling incentives"

were especially vague. Even the nature of these incentives - which, it was stated, included

"incentives to boards, hospitals, physicians and patients" (pIV-l) - was not spelled out in

any detail. Instead it was simply assumed that changes in payment and management

systems that had been introduced in the US would be appropriate in the New Zealand

setting and would have a similar impact on resource use. One of these changes was the

shift from paying hospitals on an open-ended retrospective fee-for-service basis to paying

on a per-case (DRG) basis, with the price per case being set prospectively. This, together

with "the increased [but unspecified] use of managed care" reduced the number of

admissions in the US by l3Yo over a four year period. In New Zealand, hospital budgets

were already capped, and care was already managed in the sense that GPs act as

gatekeepers to consultants and hospital services. It is therefore difficult to understand why

the same policies might have had a similar impact in this country. Indeed, moving from

capped budgets to open-ended per case payments, would if anything be likely to increase

rather than decrease the number of hospital admissions. Nevertheless, it was assumed

".....conservatively that New Zealand could achieve aTYo-lOYo reduction in the number of

admissions in short-term, acute-care hospitals" (p. IV- I ).

These are just some examples of the many unanswered questions that are

fundamental to the validity of the estimates of potential efticiency gains identified in the

Arthur Anderson report. While it is easy to criticise the methodology in the report and to

identi$ potential sources of bias and inaccuracy, the paucity of data makes it difficult to

disprove the claims by offering an alternative methodology. When reporting the results of

the Arthur Anderson study, the Tasldicrce on Hospitals and Related Services backed up

the results with the unsubstantiated claim that:

Most people withrn the hospital system also believe that there is major potential for
improved hospital efficiency. (Gibbs et al., 1987, p. 14)

66. Developments in clinical technology have led to declining trends in average lengths of stay both in

New Zealand hospitals and world-rvide. See Table 9.1.
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The question of hospital effrciency was revisited by the Treasury in 1990 (The

Treasury, 1990). Again no attempt was made either to define an objective function lor

hospitals or to model the performance of the industry. A comparative methodology was

employed based upon (a) time-series analysis (b) inter-board comparisons and

(c) international comparisons. The general approach was to draw out the major themes

from the data and to offer possible explanations for any emerging trends.

In the case of the time-series analysis, these "trends" covered a period of only three

financial years - 1986187 to 1988/89. During this time real area health board expenditure

(which included expenditure on some non-hospital services) increased by 3.I% while the

number of hospital beds, inpatient days, and day patients all declined. The number of

patients waiting for treatment also increased. Taken in isolation, these trends appear to

indicate that X-efficiency was deteriorating. However during the same period, the total

number of hospital admissions and surgical operations both increased, while the average

length of stay declined from 15.55 days in 1987 to 13.31 in 1989. Thus it was this decline

in length of stay that caused the total number of patient days to fall. The report,

understandably, was tentative in its conclusion that:

On balance we are inclined to view the public secondary health sector as having
made some improvement in technical efficiency over the last three to four years.
(fhe Treasury, 1990, p.28)

This report also concluded, based upon inter-board and public/private sector differences in

performance indicators, that further savings were possible although perhaps not as great as

those indicated in the Arthur Anderson report. Similar opinions were expressed in The

Green and White Paper which suggested that, although the changes prior to l99l had

secured some efficiency gains "....submissions to the Taskforce, and discussions with those

who work in area health boards, suggest there is room for further efficiencies" (Upton,

1991, p.25).

A third report, published in 1994 (i.e. a year after the health reforms had been

introduced) threw further light on the issue of the efficiency of hospitals (McKendry et al.,

1994). A time-series analysis was again used to compare changes in expenditures and

outputs. However this study introduced some important refinements to the measurement

of hospital output. In order to combine the various dimensions of hospital output into a

single unidimensional unit, the number of cases was aggregated through the derivation of a
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weighted sum of outpatient, inpatient and day patient volumes. The general conclusion

from this report was that:

Real (Hospital Cost Index deflated) grants [to area health boards] increased at an
annual average rate of 0.9 percent between 1982-83 and 1990-91. Over the same
period, aggregated output increased at an annual average rate of0.3 percent. Thus
it would appear that there has been little or no real increase in technical efficiency
over the period. (McKendry et al., t994,p.73)

Once again however these conclusions must be viewed with circumspection due to

some outstanding methodological difficulties. These included the inconsistency in the data

across boards and over time; the inability to identify accurately the proportion of area

health board grants spent in hospitals; and the lack of any adjustment for changes in the

mix of conditions treated,6T the procedures used,6t or the quality of service over tho l0

year period.

In summary, prior to 1991, a number of reports had pointed to the poor incentives

for efficiency within the area health board structure.6e However attempts to prove or

disprove the existence of actual or potentid efficiency gains were hampered by

methodological difficulties and data deficiencies. Therefore, while a primary objective for

restructuring the health sector in 1993 was to improve efficienry, the extent to which X-

inefficiency actually existed prior to the reforms was not at all clear.

67, Information on casemix for inpatient qres over the period 1988 to 1992 indicated that the mix of

inpatient cases had become more complex. Horvwer no conclusions could be drawn about efficiency

because expenditure on inpatient services could not be separated from total expenditure.

68. During this period, significant advances were made in some technologies zuch as the widespread use

of CT scanners throughout the country (and the introduction of Magnetic Resonance knagers in Auckland

and Wellington), the introduction of numerous new surgical procedures (including heafl transplants and

laser surgery), and important advances in the care of low birth weigltt neonates.

69. See Scott et al. (1986), Arthur Anderson and Co. (1987), the Audit Offrce (1989), Danzon (1990), The

Treazury (1990).

94



3.7 Conclusion

The 1993 restructuring of the New Zealand health system represented a major departure

from previous arrangements. The bureaucratic and hierarchical organisation of the area

health boards and direct payments to primary health providers were replaced by a quasi-

market in which health services would be bought and sold through contracts between

purchasers and providers. The underlying assumptions of this policy appeared to be that

(a) the transaction costs of a quasi-market either do not exist or are trivial, and (b) there

were significant potential gains to be made in X-efficiency. While the theoretical discussion

in Part I of this thesis suggested that assumption (a) may not be correct, the information

provided in this chapter suggests that the potential for gains to be made in X-efficiency

may have been over-stated. The various changes that were introduced into the

organisation and management of area health boards in the late 1980s and early 1990s were

largely aimed at enhancing the incentives to produce efficiently. Moreover, the empirical

evidence concerning the degree of X-inefficiency prior to the reforms is poor. This chapter

has also suggested that the transaction costs of the hierarchical system that was in place

prior to 1993 may have been non-trivial. This point needs to be kept in mind when

assessing the transaction costs of the new quasi-market.

The next chapter examines the nature of this quasi-market in more detail.
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-4-

THE QUASI-MARKET FOR HEALTH

SERVICES IN NEW ZEALAND

This chapter describes and analyses the quasi-market for health services in New Zealand.

The objective is to describe the environment in which contracting takes placg and to

identify the key issues which are likely to influence transactions between purchasers and

providers. The chapter begins with a brief overview of the new structure. The remaining

sections explore various aspects of the new structure in greater detail.

The contracting environment is shaped by numerous formal and informal rules,

many of which will change over time. These changes stem from the precedents and norms

that become established as different situations arise, as well as from more explicit

regulatory and legislative changes. Adjustments to the structure and the nature of

interactions between the parties within it have been on-going as this thesis is being written.

The focus throughout this chapter is on the structure between 1993 and 1996, this being

the period during which the studies described in Part 3 of this thesis took place Any

changes in the formal rules which have been made since that time are indicated in

footnotes.
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4.1 Overview of the new structure

The structure of the reformed public health system from 1993-1996 is illustrated in Figure

4.1. The main structure comprised two ministers of the crowr\ one of whom was

responsible for purchasing and the other for (public) provisiodo; a layer of ministerial

advisers including the National Health Committee and the Crown Company Advisory

Monitoring Unit (CCMAU); four regional purchasers (RHAs), 23 CFIEs, and a range of

private providers. RHAs and CF{Es are crown-owned entities, each of which is governed

by a board of directors appointed by their respeotive ministers.

The ACC is funded and administered separately. As explained in section 3.4,

contrary to the original proposals, the ACC has maintained its role as a purchasing agent

of primary services and elective secondary services. However, the ACC is not in direct

competition with RHAs because the group of consumers for whom it is responsible is

determined by cause of illness (i.e. accident) rather than by consumer choice.

The size of the health budget is set each year by the Minister of Health in

consultation with the Minister of Finance. Funds are then distributed among the four

RHAS by means of a formula based on the demographic and socio-economic

characteristics of the population in each region. The four RHAs are responsible for

purchasing personal health and disabitity support servicestt for the populations of their

geographic regions, the sizes of which initially varied befween 700,000 and l.l3m

(Perfiormance Monitoring and Review Unit, 1993-94). Purchasing priorities are set by the

Minister of Health based upon advice lrom the National Health Committee, the Ministry of

Health and the RHAs. The RHAs in turn build the minister's policy guidelines into their

purchase plans and statements of intent. These documents then form the basis of legally

binding funding agreements which the minister, through the Ministry of Health, negotiates

70. In Decemb€r 1996, the incoming coalition government abolished the position of Minister of Crown

Health Enterprises, making the Minister of Health once again responsible for the whole of the publicly

funded health sector as had been the case prior to 1993. Thus the purchaser-provider split no longer

extends up to ministerial level,

?1. This excludes those services for which the ACC has retained responsibility. Following the abolition of

the Public Health Commission on June 30 1995, the RHAs became responsible for purchasing public (i.e.

population-based) health services.
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with each purchaser.T' The funding agreements indicate the proposed levels of service

(broadly specified), financial budgets, and the restrictions under which the purchasers

operate (Ministry of Health 1993-94).

RHAs purchase services via legally binding contracts with CFIEs and private

providers. The Health and Disability Services Act 1993 requires RHAs to contract for all

services, regardless of the nature of the service or of any associated transaction costs.

They cannot choose any alternative form of governance which, from a transaction cost

perspective, may be more appropriate and efficient. In effect, the legislation prohibits

transactions from being organised at the two extreme poles on Macneil's contracting

continuum (see Fig. 2.2),ln particular, it prohibits purchasers and providers from selecting

a vertically integrated structure as a means of reducing transaction costs. As noted at the

very beginning of this thesis, the underlying assumption seems to be that the potential

efficiency gains from specialisation of the purchaser and provider functions will be gtreater

than any increase in transaction costs and/or agency problems.

Approximately half of the funds allocated by RHAs goes to CFIEs. The range of

services provided by each CFIE was initially determined by a reconfiguration of the

services previously provided by the 14 area health boards. A basic principle underlying this

reconfiguration process was to stimulate competition between CtIEs (National Interim

Provider Board, 1992). Although not all CFIEs provide 24-hour acute care, most offer a

fairly comprehensive range of secondary services together with a variety of community-

based services. The main exception to this principle was the separation of the services

previously provided by the Christchurch fuea Health Board into two CFIEs, one of which

provides acute medical and surgical services while the other provides community services,

mental health services and rehabilitation services.

Private providers who may contract with RHAs to provide publicly-funded services

include primary health providers as individuals or in group practices (general practitioners,

pharmacists, community laboratories, dentists, etc.); a range of voluntary sector (not-for-

72. From 1997198, these documents, which have bern negotiated annually, will be replaced by three

accountability documents. These are (a) an 'evergreen' Funding Agreement containing service obligations,

financial operating rules and funding schedules, (b) a multi-year Statement of Policies and Priorities

wltich sets out key performance expectations, and (c) annually negotiated Statements of Intent (Ministry of

Health 1996).
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profit) organisations, most of which provide caret support and rehabilitation for those with

chronic or other special conditions; providers of long-term care for the elderly (i.e. rest

homes and private geriatric hospitals); independent private specialists; and private

hospitals. These providers can contract with RHAs directly or via an umbrella

organisation, or sub-contraot through other providers, especially CFIEs.

The establishment of four RHAs as separate purchasing agents provided the means

by which the funds for primary and secondary services, which had previously been

financed through separate funding streams, could be amalgamated. This had two important

implications. First, it meant that public funding for all personal health and disability

services, including primary health services, would effectively be capped at the level set

centrally by the goverrrment. The task of RHAs has been to develop mechanisms for

managing the risk of over-expenditure, especially for the so-called 'demand-driven'

services that have historically been paid for on an open-ended, fee-for-service basis.

Second, the integration of funding gives the RIIAs the opportunity to improve allocative

efficiency by shifting funds both within and between the primary and secondary sectors as

they see fit.73 As well as shifting resources away from hospitals, this flexibility opens up

opportunities for a wider range of service styles, especially for primary care where

payments previously had been linked to the type of provider (especially GPs) rather than

the type of service being provided.

73. The funds for public health and disabilify support services have effectively been ring-fenced for the

time being so that they cannot be redirected into treatrnent services.

100



4.2 RHAs as purchasersTa

4.2.1 Purchasing strategies

The minister's policy guidelines to the RHAs include six "principles" which should

underpin their purchasing activities. These are equity, effectiveness, efficiency, safeg

acceptability and risk management.T5 RHAs are required to consider these principles in

their purchasing decisions and to clarify any trade-offs that they make (Shipley, 1995/96).

There are however no guidelines concerning which of these principles should be given

priority, should any trade-offs be necessary.

There are also no central guidelines governing purchasing strategies, how services

should be defined for contract purposes, or how prioes should be set.76 RHAs therefore

have the freedom to negotiate contracts and to set reimbursement mechanisms as they see

fit. For example, in the case of hospital services the unit of service may be defined simply

in terms of access to facilities secured through a block contrast, or in terms of cases (using

diagnosis related groups [DRGs] or some other measure of casemix), or even bed days,

procedures or any mix of these (or any other) measures of volume. While case-based

reimbursement may be most appropriate for surgical services, some type of block contract

may be preferred for services such as mental health services which often involve some mix

of hospital and community care. If used carefully this flexibility should allow contracts to

be designed according to factors such as the availability of information, the degree of

competition, the potential for opportunistic behaviour, the need to encourage continuity of

care across service boundaries, the relative attitudes of providers towards risk, the

potential for economies of scale or scope, and so on.

74. In Decernber 1996, the incoming Coalition Government announced its intention to replace the four

RHAs with a single funding agency. From July 1997, the four RHAs became regional offices of the

Transitional Health Authority Gt{A) in preparation for this change and from January 1998 became known

as the Health Funding AuthoritY.

75. Risk-management is perhaps befier described as a business strategy rather than a "principle". The

specific requirernent is that RHAs "achieve the above objects [i.e. the other five principles] to the extent

possible rvithin available funding and without exposing the taxpayer to greater burdens in the futue."

(Shipley, 1995196)

?6. This hands+ff approach contrasts sharply with the UK lvhere the government promulgated numerous

guidelines and/or regulations covering tlese, and other dimensions ofthe contracting process.
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In cases where there is a degree of (actual or potential) competition, efEciency

gains from competitive forces are most likely to be maximised when RHAs actively choose

between alternative providers through the use of some form of selective contracting (or

contestable contracting as it has come to be called in New Zealand). However, there are a

number of reasons why the RHAs might be expected to approach contestable contracting

with caution. First, where there are joint costs, tendering for a service may push up the

price of related services if economies of scale or scope are eroded. At the extreme, shifting

to an alternative supplier may undermine the financial viability of CFIEs and thereby

threaten the future supply of some essential services. Second, contestable contracting may

result in discontinuity in service provision in the transition from old to new providers, or

because new providers fail to meet their contract obligations (Lovatt, 1996). Third,

contestable contracting can be a costly process in itself.n Therefore any potential

efHciency gains and reductions in prices must outweigh these extra costs. Finally, Lovatt

(1996) has suggested that calling for tenders for a service which has previously been

provided only by a CFIE may result in higher, rather than lower, prices. This is because

RHAg may be able to pay CtIEs prices which are below the cost of service provision if

CIIE expenditure is subsidised by Crown deficit funding.

In the light of these considerations, the RHAs have not attempted to move towards

competitive purchasing techniques for all services. Rather, their stated intention has been

to open up the market to competitive purchasing strategies as and when appropriate. In the

absence of central guidelines, a wide range of purchasing strategies is available to

purchasers. These include the renewal of existing arrangements, negotiation with preferred

providers, and various types of competitive bidding techniques including requests for

proposals (which invite interested providers to provide details of the facilities and services

that they have available and, in some cases, the price required), auctions?t and tenders.

77. This point is discussed in more detail in the next chapter.

78. For example, Christianson et al. (1981) discuss two alternative competitive bidding techniques for the

provision of Medicaid services in the USA: the sealed bid 'Vickrey' auction and the 'ascending Dutch'

auction. ln the Vickrey auction, all winning providers are reimbursed at ihe level of the highest winning

bid (where low bids are winners), or at the lowest excluded bid if there are ftmy bidders and only one

winner is chosen. In the ascending Dutch auction, the purchaser arutounces a reimbursement level per

Medicaid enrollee per month. If insuffrcient bids are received tle purchaser raises the price until the

desired level ofcapacity is reached.
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The four RHAS have differed in terms of the extent to which they envisaged
moving away from existing arrangements towards any form of competitive contracting.

The northern RHd for example, indicated clearly that the need to introduce some form of
contestable contracting process would not be given priority:

Contestability rvill be fostered where it is believed this approach is necessary to
reach an improvement in service quality or obtain lower prices for services. In the
longer term most services purchased (as Components of Service) could become
contestable. However North Health's over-riding goal is to get improved access
and qualit-v of service for the people in the Northern region, not to create
contestability for its own sake. (North Healttr, 1994/95, p.l3)

In contrast, the central RHA moved quickly in developing competitive purchasing

techniques for some secondary care services "......where high priority need exists in
combination with poor access and a range of possible providers" (Central Regional Health
Authority, 1993, p.6).

In the first year, contestable contracting in all four regions was limited almost
exclusively to the purchasing of continuing care for the elderly together with some elective
surgical procedures. Only one RFIA - Midland Health - attempted to open up an entire
specialty (as opposed to individual procedures) for tender in the first contracting round.
The idea was to encourage providers of urology services to consider innovative new ways
of organising the service (Lovatt, 1996). The successful bidder was a joint venture (called

Venturo) between four urologists and a CFIE who were willing to contract for maximum
waiting periods rather than specified service volumes. The RHA saw this as a useful short-
term approach for reducing waiting lists. They recognised that, in the longer term, there
may be a trade-offbetween the advantages of short-run price competition and the ability of
providers to undertake long-term service planning and to invest in specific assets to
provide a stable and continuous service. Interestingly, in the case of the urology service,
the initial contract, which was for one year's duration, was later extended to 33 months

without opening the contract up to other bidders. Subsequent evaluations suggest that this
contract has met with mixed success. While the number of patient episodes increased, so
too did total expenditure on the service. And while waiting times were reduced, the
contractor was unable to meet the agreed targets for maximum waiting times within the
specified periods. Towards the end of the contract period, the commercial manager of the
RHA (i.e. Midland Health) concluded as follows:
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Despite the demonstrated success of the contract in shortening waiting times and
improving cost-effectiveness of the urology service, there is still much
disagreement between Venturo and two of the CFIE. Patient care has significantly
improved but provider relationships appear to have been the biggest causality of
this innovative use of contestability in the secondary care market..........Purchasers
and providers must use ongoing monitoring and evaluation to satisfr themselves
that contestability is delivering the benefits they anticipated. The additional costs
of contestability are only justifiable if greater benefits are delivered than would
have been achieved by other means. (Lovatt, 1996, p. 15)

In summary, in the absence of any prescription or guidelines from central

govemment stipulating (or recommending) the e)ftent to which contestable contracting

should be used in New Zealand, diffFerent methods of contracting have been used by RHAs

on an experimental basis. Their challenge is to identify those services where efficiency

gains can be achieved by encouraging competition between providers, and where it is likely

to be worthwhile investing scarce resources in calling for bids or expressions of interest,

assessing all of the proposals, speci$ing and negotiating contract terms, and monitoring

the contracts. Where assets are specific or there are problems with defining and measuring

a procedure or service, the costs (and difficulties) of writing, monitoring and enforcing

contracts are likely to outweigh any potential efficiency gains. TCE suggests that under

these circumstances, RHAS should direct their energies and resources towards developing

appropriate incentive mechanisms combined with relational contracts with providers. A

difficulty is that this may conflict with the spirit, if not the lerter, of competition law. This

point is discussed later in the chapter.

4.2.2 Agency problems

As purchasing agents, the RHAs are effectively required to act as a cornmon agent for

both central government (which in turn is an agent for taxpayers), as well as for

consumers. However, in the absence of competing purchasers, any incentives for RHAs to

be responsive to the needs and preferences of consumers and to be accountable to central

government and taxpayers for their use of funds are diminished.

With regard to consumer responsiveness, the absence of competition on the

demand side means that consumers cannot express their preferences by exiting to an

alternative purchaser. Some substitute mechanism therefore needs to be introduced which

places pressure on RHAs to act in the best interests of their populations. The primary

mechanism that has been selected is a statutory obligation for the RHAs to consult with
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consumers. Under section 34 of the Health and Disabilities Services Act. RHAs are
obliged:

There are, however, no guidelines as to what form any consultation should take, or what

might be considered a minimum acceptable level of consultation. There is also no
requirement fior RHAs to purchase those services suggested by the consultation process.

Under the 1996197 ministerial Policy Guidelines for Regional Health Authorities, RHA5

must outline their consultation strategies in their statements of intent. However, the

monitoring mechanisms of the llfinistry apparently do not cover these activities. Moreover,

even when consulted, consumers are likely to be constrained in expressing their
preferences because of their infrequent use of many services and a lack of information

about best options. The consultation process is therefore wlnerable to capture by well-

informed, special interest groups. The public also have little power of come-back should

their preferences not be met as they neither hold shares in the RFIAs, nor elect the board

members. If the probability of a positive outcome for consumers is low, they have little

incentive to participate in the consultation process at all. In the light of all of these
considerations it seems unlikely that strengthening the voice of consumers through

obligatory consultation will prove an effective mechanism for encouraging grearer

consumer responsiveness by RHAs. This may compromise any shift towards improved

allocative efficiency that might otherwise have been achieved through the establishment of

separate purchasers as agents for consumers.

As far as accountability to central government is concerned, in the absence of
competing purchasers, the primary mechanism for achieving accountability by RHA5 is the
monitoring of their activities and performance by the Ministry of Health. Monitoring

involves examining specific service requirements, together with the comparison of
perfiormances within and across purchasers (Ministry of Health, 1993b). Purchasers are

required to report to the Ministry on a monthly basis with financial information and on a

quarterly basis for all other aspects of performance. The Ministry cannot

aspects of RHA performance. Moreover, there are few sanctions governing non-
performance other than the replacement of RHA board members. RHA employees are paid
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by salary and there are no financial penalties in the event of poor performance. Nor is there

any threat of insolvency or corporate takeover (Flood and Trebilcock, 1994).

There is also no requirement for RFIAs to publish details of the services that they
purchase on behalf of their populations. In the UK, the publication of contracts between

purchasers and providers has been called "the bare minimum" for achieving accountability

to citizens (Harden 1992, p.74). In New Zealand there is no consistent policy on the

openness of contracts. Some RHAs have stated their willingness to provide interested

parties with access to contracts (subject to the provider's consent): others are treating the

contracts as confidential information. While information systems and reporting processes

have improved significantly, the incomplete specification of the quantity and quality of

services to be purchased exacerbates any meaningful performance monitoring by the

Ministry. The accountability of RHAs therefore remains weak and much scope exists for

opportunistic behaviour.

4.2.3 Monopsony purchasing

As monopsony purchasers, RHAs are clearly in a very powerful bargaining position,

especially where a large proportion of a provider's revenue is publicly-funded. This is

certainfy the case for CFIEs which are dependent on RHAs for between SOYo and 96Yo

their income (CFIE Annual Reports),7eWhile a larger proportion of the revenue of private

providers comes from private sources, for primary health providers, a substantial part of

this is derived from copayments which are themselves linked to public subsidies paid by the

RHA.

From a transaction cost perspective, if providers do not have any choice of an

alternative purchaser for their services, any assets, which under other circumstances might

readily be used elsewhere without any loss of productive value, effectively become

transaction-specific. This opens up some scope for opportunistic behaviour on the part of

RHAs, possibly through the threat of contract termination. On the other hand, monopsony

purchasing means that RHAs can drive prices down even where competition between

79. Other sources of revenue are donations, payments for services provided to non-residents, and interest

on investments. Although CIIEs are entitlod under the legislation to accept private paylng patients, most

do not do so.
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providers is minimal. Thus monopsony purchasing may be viewed as a potential substitute

for supply-side competition as a mechanism for securing gains in X-efficiency.

As far as negotiating prices is concerned, the RHAs not only have the opportunity

to drive a hard bargain, they also have some incentive to do so, given that their annual

budgets are capped. After a review of funding levels early in 1994, the government

accepted that there was a need "to address the chronic shortfall in the public health

system" (Shipley, 1994195, p.l8) This resulted in an increase in funding to the four RHAs

for the purchase of additional secondary and tertiary services of $405m over a 3 year

period. However this increase was based upon an assumption of significant efficiency gains

- possibly in the order of 20-30%o (Laxon, 1995) - on the part of the ClIEs.8o Further

injections of fundswere announced in the 1997 budget. This funding package comprised

an additional $300m in the next three financial years, plus the possibility of a further

$180m in the 1998/99 and $450m in 1999/00 which is subject to confirmation in future

budgets. Most of these additional funds are ear-marked for particular purposes such as

cutting waiting times and improving mental health services. The overall budget constraint

for RHAs therefore remains tight, in spite of these funding injections, and RHAs remain

highly price sensitive in contract negotiations.

Some evidence of monopsony purchasing practices was found in a review of

contracting by the Ministry of Health who reported that: o'In many, if not most, cases they

[the CFIEs] were forced to take a lower price than they had planned for or wanted and at

the same time were not able to reduce the volumes of service provided" (Performance

Monitoring and Review, undated, p.129), This was in spite of the fact that many CFIEs are

themselves monopoly providers of some services. Of course, if prices are driven down too

far, the end result may be a reduction in the quantity and/or quality of services available,

rather than simply a good bargain for taxpayers.Er

80. After being sacked from his position as Chairman of the Board of the largest CFIE in April 1995. Mr

Brian Pankhurst claimed that the Minister of Finance, Mr Birch, acknowledged that it was government

policy to deliberately under-fund the RHAs in an attempt to encourage more cost-cuning by CtIEs (Laxon,

l5 April l99s).

81. Under-pricing may also result in an increase in CHE deficits which effectively represents the

subsidisation of CFIEs by the Crown.
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The monopsony power of RHAs is tempered by the fact that they have less

information than providers about the production process. In particular, they have less

information about the cost of provision and the technological process, or about the quality

of service. This makes it diffficult for RHAs to evaluate prices, especially for services

where there are few providers and no obvious pricing yardsticks. In this situation there is

an opportunily for inefficient producers enjoying monopoly rents to attribute their high

prices to a superior quality of service. In an effort to overcome this type of opportunistic

behaviour, each of the RHAs has drawn up a list of benchmark prices derived from both

national and international pricing information. However, even where there are many

providers, cost structures (and therefore prices) may differ amongst providers due to

factors such as casemix, economies or diseconomies of scale, asset pricing, availability of

support services, and availability of voluntary labour. In the USA Schlesinger et aI. (1959)

found that the limited ability of purchasers to assess proposals made by new bidders

created barriers to entry for potential new providers.

The competitive environment in New Zealand is governed by the Commerce Act

1986 which provides for a number of potential regulatory interventions to control the

inappropriate use of monopsony or monopoly power and/or to promote competition. This

promotion of competition is based upon the assumption that (actual or potential)

competition is desirable on the grounds that it encourages a more efficient allocation and

use of resources (Grieg, 1996). Types of anti-competitive behaviour that are prohibited by

the Act include:

o the use of a dominant position for the purpose of deterring competition;

e price fixing;

. contracts, arrangements or understandings that lessen competition; and

. mergers and acquisitions which result in market dominance.

For the first ( 1993/94) year, the RHAs were exempt from the provisions of the

Commerce Act. The first challenge to the monopsony power of the RHAs by providers

was brought before the High Court in October 1994, just three months after the exemption

was lifted. ln Private Hospitals Association v the Northern Regional Health Authority, the

private hospitals held that the tendering process undertaken in the second contracting

round for the provision of hospital services for the elderly was in breach of the law on a
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number of counts, These included the abuse of the RHA's dominant position in the market

(s. 36 of the Commerce Act), the effect that the tender process would have on lessening

the degree of competition in the market (s.27 of the Commerce Act), and the abuse of the

monopoly statutory power conferred on the RHA under the Health and Disabilities

Services Act.

The central concern of the Private Hospitals Association was that those hospitals

which did not win contracts would be forced out of business. This, it was argued, was

deliberately anti-competitive behaviour by North Health because it eliminated some

providers from the market. The judge suggested that the concern of the plaintiffs seemed

rather misguided since purchasers have little to gain (and possibly much to lose) from

reducing competition among providers:

With respec! one only has to think for an instant about this interpretation of North
Health's behaviour to see how unlikely it is. I can conceive of no logical reason
why North Health would want to have as its objective a reduction of competition in
the market for long-stay beds; to drive out of the market those who fuel the very
competition from which it presumably will benefit..... (Private Hospitals
Association v Northern Regional Health Authority, 1994, p.24)

In fact there are at least two ways in which the RHA might benefit from reduced

competition in the market. First, because subsidies for these services are asset-tested,

patients who commence their residency as private patients become eligible for subsidies as

soon as their assets decline below the threshold level. A reduction in the number of

hospital beds therefore provides RHAs with greater control over total expenditure. This

suggests that there may be a conflict between the public expenditure control function and

market management via competition law. Second, reduced competition may be a side-

effect of the use of purchasing techniques designed to reduce the transaction costs

associated with negotiating individual contracts. Indeed, Mclean (1996) has suggested

that the reason why the RHA had shifted to a tendering process in the second round of

contracting in this instance was because individual contracting "had become too onerous"

(p.226). Even so, the relevant point of law here is that liability hangs on whether the

purchaser had "used" its dominant position for the "purpose" of eliminating providers from

the market. The Court found no arguable case against the RHA on any of the counts

relating to the abuse of monopsony power. It did however find that there had been a

breach of the RHA's obligation to consult with providers before making a decision to

proceed with the tendering process.
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4.3

In summary, RHAs act as a common agent to both the govemment, as the fundeq

and patients, as consumers. However accountability to the funder through the monitoring

of RHA activities is weak. So too are any incentives associated with the requirements to

consult which characterise the agency relationship between the purchasers and the

populations of their regions. Being monopsony purchasers, the RHAs command a

powerful bargaining position. This provides considerable potential to drive prices down

even where competition between providers is limited.

The structure of CHEs

4.3.1 Objectives of CHEs

The principal objective of the 23 CFIEs is to "provide health services or disability services,

or both...........while operating as a successful and efhcient business." (Section ll, Health

and Disabilities Act, 1993). Every CFIE is also required to:

(a) To exhibit a sense of social responsibility by having regard to the
interests of the community within which it operates;

O) To uphold ethical standards generally expected of providers of health
services;

(c) To be a good employer, and

(d) To be as successful and efficient as comparable businesses not owned
by the Crown.

Unfortunately it is not at all clear which of these four objectives should be given

priority. Moreover, there is considerable potential for conflict between the various

objectives. In particular, there is likely to be some trade-off between objective (a), which

concerns social responsibility, and objective (d), which concerns efficiency. The central

issue here is that CFIEs, like RHAs, are required to act as a cornmon agent to two

principals, the purchaser and the patient, and each of these have rather different objectives

and priorities. An early example was the question of whether efficiency considerations or

ease of access should be given priority in deciding whether to close costly rural hospitals.

The introduction of financial objectives into CIIEs represents a major shift from the

principles and objectives of area health boards. In the context of Ouchi's definitions of

markets, bureaucracies and clans (Ouchi, 1980), it might be argued that area health boards
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were clans because health professionals and managers were both devoted to the cornmon

objective of caring for patients as well as resources would allow. Traditions, rather than

explicit rules, generally governed behaviour. In contrast, CFIEs are more akin to

bureaucracies because individual and organisational interests no longer converge. While

the aim of health professionals (presumably) remains much the same as beforg managers

and board directors now have a rather different agenda which focuses on fulfilling

contractual agreements and balancing budgets, The implication of this is, of course, that

internal opportunism is more likely and so the internal transaction costs (especially of

collecting information and monitoring) are increased.

4-3.2 Commercial incentives

The Crown's interest in the CFIEs is vested in two shareholding ministers - the Minister of

Finance and the Minister of Crown Health Enterprises (or, since December 1996, the

Minister of Health) - who hold an equal number of shares. While the offices of ministers

may be (and frequently are) transferred to another person, transfer ofany shares or ofany

associated voting rights is prohibited (under section 38 of the Health and Disability

Services Act). This means that, unlike similar companies in the private sector, ownership

of CIIEs is not subject to the threat of takeover as is the case in contestable capital

markets (Sharp, 1994a).

The first draft of the Health and Disability Services Bill proposed that CFIEs be

profit-making enterprises, following the recommendations of the body responsible for

advising on the restructuring of the area health boards, the National Interim Provider

Board (NIPB). This recommendation was made in spite of the fact that most private

hospitals in New Zealand are not-for-profit organisations. While the word "profit" was

subsequently removed from the final version of the Act, it was argued that the payment of

a dividend on any after-tax surpluses was desirable to impose the necessary commercial

discipline on the CFIEs. The Minister of Crown Health Enterprises was therefore given the

right "to withdraw as dividends all funds that are surplus to the CFIE's operating and

investment needs at the end of each financial year." (CFIE Statements of Intent, 1993). The

Minister would set both the rate of return on equity and the dividend payable.s2 However

82. In the first year, the government initially indicated that an llTo return on capital was sought, 75o/o of

which would be payable as a dividend. Howe!'er this guideline was later revoked. Instead, it was agred
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prior to such withdrawals, the shareholding Ministers would consider any case made by the

CFIE boards to retain earnings. While the government stated that any dividends paid would

be reinvested "in the health sector", the profit motive and incentives for efficiency are

seriously undermined if the CFIEs cannot retain most, if not all, of their surpluses in their

own businesses.tt Incentives for efficiency witl also be undermined if any gains from

reductions in costs are captured by RHAs through price reductions.

Although constituted as incorporated companies, the CFIEs do not bear the risk of

insolvency which is normally present in a commercial environment. If the shareholding

ministers allowed a Ct{E to go out of business, this would severely compromise access to

services, albeit temporarily. A willingness on the part of the government to fund CFIE

deficits indicates that this is also considered politically undesirable.Eo Hence the budget

constraint faced by the CtIEs appears to be very weak. In the absence of a tight budget

constraint, any pressure for directors to satis$ the objectives ofthe shareholders appears

to stem almost solely from the threat of the replacement of directors and/or CFIE

managers.

By the same token, in comparison with area health boards, this corporate structure

may discourage opportunism on the part of CFIEs as agents to shareholders and reduce

provider capture. Because directors are appointed, rather than elected, the shareholders

have taken the opportunity to appoint independent personnel from outside of the health

sector, many of whom have reputations in the commercial sector that they would wish to

maintain. This reduces exposure to pressure from interest groups and eases the path for

commercially-based decisions to take place. An early example was the closure of one of

two hospitals located in neighbouring towns This occurred in spite of strong opposition

(led by the local MP) in the town concerned. Recommendations had been made on several

occasions prior to 1993 for a rationalisation of services between the two hospitals, but

that no dividends would be paid. In the event, 20 of the 23 CFIEs made an operating loss in the 1993/94

year.

83. In 1997, the profit focus for CIIEs was removed. While CHEs will still be required to carry oul their

activities in a businesslike fashion, any surpluses will be retained by the CFIE.

84. Some of the accumulated debts of the CFIEs have been written off by the government. In addition,

many of the CHEs (eg. 18 out of 23 in 1997) have "letters of comfort" signed by the Minister of Health

which effectively undenvrite any loans raised by these CFIEs in the private market.
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pressure from interest groups had prevented such rationalisation from taking place at that

time.

The strengthening of the accountability of CFIEs through the appointment of

independent boards is not achieved without cost. By the end of the first year of the reforms

(June 1994), CFIE directors had been paid a total of at least $5m in fees, This included

payments amounting to more than $2m paid out before July I 1993 when the boards

officially took over from area health boards (The Dominion, l0 August 1994) but excludes

any operating costs,

CHEs are required to pay market interest rates on any debt, regardless of whether

this is raised from the government or from private capital markets. CtIEs are also required

to pay income tax on surplus earnings and goods and services tax (GST) in the same way

as private companies. In contrast, most private hospitals, being non-profit organisations do

not pay income tax. Moreover, those which are affiliated with religious organisations are

GST exempt.8s This asyrnmetrical tax treatment has the potential to put CHEs at a

competitive disadvantage with many private sector organisations, particularly hospitals.

4.3.3 Baniers to exit

Another potential disadvantage for CFIEs compared with private sector organisations is

that, under section 40 of the Health and Disability Services Act:

......the shareholding Ministers may......require the enterprise to provide such health
and disability services, or both, as are specified in the notice.....The enterprise shall
be entitled to a reasonable price for providing those services, but any dispute as to
such price shall not entitle the enterprise to withhold those services.

This retention of crucial property rights by the government means that CFIEs could

effectively be prevented from exiting non-profitable but essential services which other

providers are not willing to supply at the price that the RHA is willing to pay. This further

strengthens the bargaining power of RHAs and thus increases the likelihood that CIIEs

will be paid prices which are below the average - or even the marginal - cost of

production.

85. Many private hospitals have religious affiliations of some kind. This includes the largest private

hospital in New Znaland,, the Merry Hospital, which is a general hospilal with 150 beds. Approximately

half of tota-l long-stay beds for the elderty are provided by the religious and welfare sector.
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This provision also contrasts sharply with the statutory obligations of other state-

owned enterprises (SOEs). Under section 7 of the State-Owned Enterprises Act 1986,

should the government require an SOE to provide goods or services of a non-commercial

nature, the government must reimburse the SOE for the cost of providing the service.

Taggart (1990) has pointed out that, the prevalence of mixed commercial and social

objectives in public organisations prior to corporatisation suggested that a good number of

section 7 agreements would be entered into, However this has not been the case possibly,

Taggart surmises, because ministers do not believe that SOEs should perform social

objectives. Based on this evidence, Flood and Trebilcock (1994) suggested that "......there

is a possibility that the government will rarely invoke its powers under section 40 of the

Health and Disability Services Act to require CFIEs to provide health services" (p.46, note

149). An alternative view is that many health services are essential for the quality - and

possibly even the continuation - of human life. Therefore there is likely to be greater

pressure on shareholding ministers to ensure adequate access to health services than there

has been to other corporatised services such as postal services and railways.

There are other barriers to the ability of CFIEs to exit service provision. In theory,

CIIEs should exit if price is below marginal cost. However, there is often no alternative

provider. Thereforg while exiting a service may be desirable from a commercial

perspective, it may conflict with the requirement for CFIEs to be socially responsible.

Moreover, there may be a trade-off between the risk of short term insolvency and longer

term involvement in the provision of services (Performance Monitoring and Review,

undated). Appropriate investment or organisational changes may mean that it is possible to

achieve efficiencies in the longer term. Exit itself can also be costly. Under the RHAs'

funding agreements with the Minister, CFIEs must give RHAs at least six months notice of

intended exit. CIIEs and RHAs must also consult with the public concerning their

intentions, and undertake an unbundling exercise of the service in question. Thus a CIIE

may be providing the service at a loss for some considerable length of time before it is

actually able to withdraw from the market. A further consideration is that withdrawal from

one service may increase the costs of others if the services share joint costs. For all of

these reasons, CIIEs do not have the same ability as many businesses in other sectors not

to offer a service (or even to reduce the volume of service) if the price offered by the

RHAs is insufficient.
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4.3.4 CHE Monitoring

As Crown entities, the CFIEs are required to prepare statements of intent, annual financial

statements and annual reports in accordance with the Public Finance Act 1989. Unlike

private sector providers, they are also required to collect and report a series of monthly

performance measures to CCMAU. This proQess seems to have a number of objectives.

First, regular performance monitoring should give early warning to the shareholding

ministers about the financial health of the CFIEs so that appropriate measures can be taken

to avoid any major disruption to the continuity and stability of services. Second, the

monitoring process provides an opportunity for CFIEs to compare their perforrnance

against each other. The usual pressures of peer review on performance enhancement are,

presumably, assumed to apply. Third, monitoring secures a degree of accountability to the

shareholders over and above that achieved through the submission of annual reports.

A potential weakness of the monitoring process is that it depends almost entirely

upon self-report by the CFIEs. Provision is made for random audit by CCMAU of some

aspects of the performance indicators such as the structure and process of customer

surveys conducted by the CtIEs. However these audits seem to be directed at inspecting

the collection process rather than at checking the accuracy of the data submitted by the

CHEs.

In spite of the monitoring of CF{E performance, accountability to taxpayers, as

opposed to the shareholding ministers, remains weak. With the exception of any indicators

which either the CFIEs or CCMAU might choose to publish, these perforrnance measures

are not generally open to public scrutiny.86 Given that CCMAU is a government agency,

the veil of commercial sensitivity provides a convenient excuse to conceal any unpalatable

or politically embarrassing trends as public choice theory would predict. The provision of

quality information to consumers would provide a powerful incentive for quality

improvement. In some states in the USA statistics such as mortality rates for hospitals and

specialists, re-admission rates, operating and throughput rates, and infection rates are

86. In part, this is because poor quality data mean that valid comparisons cannot as yet always be made.

Some performance indicators can be obtained by interested parties through an application under the

Official Information Act. Also most CIIEs include a selection of these performance indicators in their

annual reports. In both cases however, the information released is selective, and is limited to that which is

not judged to be commercially sensitive.
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published regularly in a user-friendly format. At the very least this type of information

should be provided to the consumers' agents, the RHAs. This would encourage efficiency

via the contracting process rather than via tighter management and control of services by a

central agency.

4.3.5 Consultatian

CFIEs are required to monitor consumer satisfaction through regular patient surveys as

part of their perforTnance reporting measures for CCMAU. Williamson's concept of

dignity seems relevant here. The incorporation of consumer and community preferences

into planning and decision-making at both the purchaser and provider levels should

enhance dignity but inevitably increases the transaction costs of the decision-making

processes.

The same comment applies to the involvement of health professionals (as opposed

to business managers) in the preparation, and possibly also the negotiation, of contracts.

While managers are responsible for organisational decisions, it is the decisions and

practices of doctors and other health professionals that determine final resource use. Ex

qnte transaction costs will increase if business managers choose to consult with health

professionals during contract negotiations. On the other hand, the contract may not be

fulfilled as proposed if health professionals are not consulted. This in turn increases ex post

costs.

An early example of this occurred in New Zealand when one CFIE won a tender

for orthopaedic operations to be supplied to patients from another CFIE's operating lists.

The surgeons who were required to perform the operations under the contract refused to

do so on the grounds that it would be unethical for them to defer surgery on their own

patients in order to operate on others (The Dominion, 9 August 1995). The surgeons also

expressed ethical concerns about the lack of continuity in post-operative care. A

confounding factor concerning the desirability of consulting with the health professionals

who are to provide the service arises because, in New Zealand (as in the UK), specialists

often work part-time in both the public and private sectors. This means that there is

potential for them to be involved in two (or even more) competing bids. ln this situation,

public sector managers may be hesitant to share information about negotiations with their

specialists.
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Other forms of consultation may also be desirable if dignity is to be taken into

account. For example, one CFIE decided against selling its services to private patients after

a poll of employees revealed that the majority were against the proposal. McGuinness

(1987) points out that the additional costs of a more democratic decision-making process

must be borne by someone. The pursuance of dignity through consultation must therefore

be traded offagainst the additional costs that are incurred. In summary, although

structured aE cornmercial enterprises, CFIEs face a very different set of incentives to those

which commonly prevail in the private sector. There is no threat of insolvency or takeover,

and budget constraints are weak. The commercialisation of CFIEs has heightened the

differences in culture and accountabilities of managers, who are concerned with resources,

and clinicians, who are concerned with patients. There are limited opportunities for

revenue growth and there are constraints on exit from non-profitable services. CFIEs also

face a very diffFerent set of regulatory and monitoring requirements from enterprises in the

private sector.

4.4 Governance of contracts

Contracts between purchasers and providers are governed by the ordinary law of contract

together with penalties prescribed by the courts. The probability of litigation is minimised

by a requirement that contractors adhere to the Health Sector Mediation and Arbitration

Rules (1993) which lay out the process to be followed in the case of disputes. The first

step is, of course, to agree to attempt to resolve the dispute amicably. Failing this, the

matter must be referred to a registered mediator, appointed, if necessary, by a third party

such as the Law Society. The role of the mediator is to propose solutions and generally to

encourage agreement between the two parties: the mediator has no authority to reach a

decision which binds the two parties without their prior written agreement. If mediation

also fails to resolve the dispute, then either party may refer the issue on to an independent

arbitrator. Providers (usually) do not have the right to terminate services and purchasers

cannot suspend payments during the dispute process.

This governance process recognises that the courts of law may not be the ideal

setting for the resolution of disputes, especially where contracts are incomplete. All

contracts between purchasers and providers speci$ details of information to be collected

and collated by providers and reported to purchasers. This monitoring process is in many
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instances supported by a provision for random audit by RHAs. However measurement

problems or informational asymmetry may compromise the ability of purchasers to observe

what providers have actually done relative to what has been agreed in the contract. Any

third party needs to understand the intricacies of the health care market and to be sensitive

to the needs both of the transacting parties and of the patients who use the services. It also

needs to be able to verify details of the transaction. As Barker et al. (1990) have pointed

out, even where something is observable to both contracting parties, it may be

unobservable to a third party. Third parties may therefore have real difficulties in verifying

the extent to which either party has diverged from its contractual agreement. Thus, if

mediation between the two parties fails, neither arbitration nor the courts are likely to

prove appropriate governance structures.

As noted above, the activities ofpurchasers and providers are also governed by the

Commerce Act. TCE suggests that, in cases where the transaction costs of contracting are

high, it may be more efficient for purchasers and providers to work together more closely

and to negotiate longer-term contracts. However, such contracts may be contrary to the

principles which underpin competition law.

This was found to be the case when the Commerce Commission investigated a

proposal for a l0 year contract between an RHA and a CF{E for the provision of mental

health services at a new purpose-built facility (Commerce Commission Decision 275,

1995). This long tenn contract was preferred by both parties because there was a high

level of investment involving highly specific assets. After examining the nature of the

market and its potential for competition, the Commission ruled that the contract be

renegotiated for a shorter term up to five years. It also ruled that separate contracts be

negotiated for access to the facility and for services provided at that facility. These

decisions were based upon the judgement that:

......the benefits to the public which would result, or would be likely to result, from
the proposal do not outweigh the lessening in competition, which would result, or
would be likely to result, therefrom. (paragraph 3441.87

87. This decision drew some criticism from the legal profession on the grounds that the Commerce Act is

designed to assess any potential changes to existing levels of competition. In this case, there had already

been a monopoly provider of the service for many years. The proposed contract would therefore merely

have perpetuated the status quo.
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4.5

One implication of this ruling was that the costs of the facility would have to be recouped

in five, rather than ten years, and that RHA funds would have to be reallocated to this

purpose from other services (Mclean, 1996). The Commerce Commission went on to

note that:

A long term contract in the health sector may not by itself raise competition
concerns under the Act. However, it is likely to raise concerns where there is a
monopsony purchaser, a monopoly provider, or the barriers to entry to the market
are high and there are potential existing providers with the ability to contest the
relevant markets. (paragraph 351)

Political interference

A feature of any publicly funded service is that decision-making is vulnerable to political

interference. For example, ministers may be tempted to interfere if the decisions made by

RHAs or CFIEs are politically unpalatable (such as the closure or reduction of services, or

refraining from providing more services once contractual obligations have been met), or

because the decisions do not align with government policy more generally. In either crase,

intervention by the government may erode the inherent incentives and accountabilities of

the system and thus compromise any potential to achieve efficiency gains. Political

interference also increases uncertainty and hence increases the perceived risk for private

providers who may be contemplating entry into the market.

Of course, the government also has the power to change both the structure of the

system and the rules and regulations which shape it at any time. As Sharp (undated a) has

pointed out, governments have no obligation to honour the decisions and promises of

previous governments. They do however have some incentive to respond to the

preferences of voters, especially under an electoral system which features the proportional

representation of voters.

In this environment, Sharp notes, rational managers may protect agreements by

writing clauses into their contracts which insulate them against changes in government

policy. However this approach would require complete, and costly, contracts which

specift and accommodate all unwanted future changes to the existing contracting

environment. It would also do little to protect against ministerial interference in the day-to-

day decisions made by public providers. A second strategy is to sign longer term contracts
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4.6

which lock in existing arrangements when change is expected, Again, such contracts

would need to comply with the principles which underpin the Commerce Act.

Conclusion

The contracting environment for health services in New Zealand differs markedly from the

usual environment in which contracting between private parties takes place The quasi-

market for health services is characterised by monopsonistic regional purchasers, a mix of

providers which includes large, regulated state-owned hospitals and a plethora of relatively

small private providers of primary health services, and a lack of competitive and political

neutrality. Agency relationships abound and the incentives for efficiency on both sides of

the market are generally weak. RHAs, being monopsonists, do not have strong incentives

either to be responsive to consumers or to be accountable to taxpayers. They do, however,

hold considerable bargaining power over providers. For CFIEs, the rights to surpluses are

limited, there is minimalthreat of insolvency or takeover, and budget constraints are weak.

Moreover, any incentives for efficiency may be countered by the need to be socially

responsible and by the desire of clinicians to "do as much as possible for the patient".

In spite of these special characteristics, contracts between purchasers and providers

in the health sector are governed by the ordinary laws of contract and competition. This, in

turn, may increase transaction costs, especially for those services where there are mutual

benefits to be gained from the development of closer contraetual relationships with

preferred providers and longer term contracts. Further insights are likely to be revealed

from the empirical examination of contracting practices and of the experiences and

motivations of those involved in contracting for health services. The next part of this thesis

is devoted to these issues.
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THE PRACTICE
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MARI(ET STRUCTT]RE OF

SELECTED SURGICAL SERVICES

This third and final part of the thesis is devoted to the empirical analysis of the stnrcture

and practice of the quasi-market for health services in New Zealand. It comprises two

separate studies.88 The first, presented in this chapter, is concerned with the structure of

the market. The study examines the degree of market concentration for a selection of

surgical procedures before and after the reforms. The second study, presented in Chapters

6,7 and 8, looks inside the market at contracting practices and the nature of purchaser-

provider relationships. While the first study is quantitativg the second utilises a qualitative

methodology in an attempt to tease out some of the less tangible features which drive the

contracting practices of purchasers and providers.

The importance that the role of competition befween health service providers was

expected to play in producing the incentive structures necessary for achieving efficiency

gains in the reformed health system is illustrated in the following quote from the National

Interim Provider Board (i.e. the body charged with the task of planning and managing the

transition from area health boards to CtIEs).

The creation of opportunities to do a better job in the interest of patients, and much
stronger sanctions against ignoring those interests, are t}te essence of the
Government's health reform programme. Competition :rmong providers of health
care is the mechanism which has bEen selected as most likelv to achieve those
goals. (National lnterim Provider Board, 1992, p.3l)

According to neo-classical economic theory, purchasers should be able to secure lower

prices and/or higher quality services where there is a degree of competition between

providers. However a number of commentators, including mysel{, have pointed out that

competition between providers is often limited, if not absent, in New Zealand, especially in

88. These studies have been reported in Ashton and Press (1997) and Ashton (1998).
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rural areas.tn Moreouer some services are unlikely even to be contestable, especially highly

specialised services which involve a high degree of asset specificity.

In the case of hospital services, competition may occur between public and private

hospitals, or among CFIEs within the public sector. Unpublished reports prepared in 1992

by the CHE Advisory Committeess indicated that competition by providers within the

public sector is likely to be limited in the short term. Service delivery matrixes of the CFIEs

(prepared by the Advisory Cornmittees) which document the types of services that were

provided by different providers in the various regions show that, outside of the main urban

areas, CIIEs were often the only provider of hospital services in the area. Competition

either from other CFIEs or from private providers was often almost non-existent. Even in

the main urban areas, in 1992 potential competition between CF{Es was limited to a range

of services such as general medicine, general surgery, orthopaedics and maternity services.

While some CFIEs did have some spare capacity, this excess supply existed primarily

outside of the main urban regions where excess demand (as measured by the lenglh of

waiting lists) was greatest (The Treasury 1990), In these circumstances, potential

competition depends in part upon the willingness of patients to travel. The same point

applies for tertiary services which usually cover a wider geographic region than secondary

services. Even though there is a single regional provider, there may be some potential for

competition between CIIEs if patients are witling to travel to other regions for treatment.

This rather superficial overview of competition among hospitals raises several

questions. First, are these observations correct? More specifically, what degree of

competition between providers existed at the time when the quasi-market was introduced?

Second, is the new structure increasing the degree of competition among providers? Third,

for services where actual competition is limited (or absent), is the market suffFciently

contestable to exert pressure on incumbent providers to encourage least cost production?

And finally, if competitive pressures do exist, are they actually generating efficiency gains?

AII of these questions relate to X-efficiency. It is also necessary to know something

about the relationship between market structure and transaction costs. This chapter

89. For example, Borren and Maynard (1994), Rowling (1994), Ashton (1992), Sharp (1992), Lay (1991).

90. These reports were released by the government to the Labour Party Research Unit under the Offrcial

Information Act. The reports were heavily censored and much of the detail concerning potential

competition was withheld.

t23



therefore begins with some comments on the relevance of market structure from a

transaction cost perspective. This is followed by a discussion of the nature of competition

among hospitals in New Zealand. The next three sections report on an empirical analysis

undertaken in collaboration with the Ministry of Healther which measures the degree of

market concentration for a selection of surgical procedures. Finally some comments are

made on the contestability of those markets where actual competition does not (currently)

exist. Unfortunately, it was not possible to address the question of the relationship

between market structure and efficiency gains in New Zealand because information about

production costs is not (yet) readily available to researchers.

5.1 Market structure from a transaction cost perspective

The quote cited above represents the traditional neo-classical view presented in most

economics textbooks which assumes that competitive market structures encourage X-

efficiency. From this perspective, competition between providers to win market share

encourages providers to strive to minimise the costs of production. In the absence of these

competitive pressures, there is less incentive to produce at least cost and so welfare losses

will be incurred. This traditional analysis led to a tendency for competition to be

categorised as "good" while monopoly was "bad". These views were tempered somewhat

by the insights of Baumol et al. (1982) who argued that the existence of actual

competition is not necessary to impose pressure on providers to be efficient. Rather, the

relevant question is whether the market is contestable. As long as alternative providers

have an opportunity to enter the market, then incumbent providers will be exposed to the

appropriate economic incentives because there is still a threat of loss of contract or market

share.

From a transaction cost perspective, the implications of different market structures

on efficiency are less straight forward. According to Williamson's analysis, it is not

market structure that shapes the decisions of economic agents but the decisions of

91. The contribution of members of the Contract Monitoring Unit, Ministry of Health is acknowledged. I

initiated the study and derreloped the methodology and process for analysing the data, while David Press

supplied the raw data and undertook tlrc computer analysis. Harvey Steffens and Craig McKendry were

also involved in early negotiations concerning the initial development of the srudy.
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economic agents which shape market structure. This makes it difficult to draw any firm

conclusions about the implications of a particular market structure for the efficiency of the

exchange unless one also has some information on the nature of the transaction. However,

based upon an analysis of the contractual relations of firms within four different industries,

Maher (1994) has argued that market structure itself has important consequences for the

nature of contractual relations. In other words, market structure does in fact shape the

decisions of economic agents. From this perspective, market structure should be viewed as

a critical explanatory variable which has been omitted from the standard TCE model.

In transactions which involve asset specific investment, or where there is a degree

of information impactedness, TCE suggests that winners of contracts will have advantages

over any qualified rivals.e2 Thus, a competitive market can be transformed into a situation

of small numbers exchange, if not bilateral supply, when contracts come up for renewal

(see section 1.1.3). There is then scope for either party to act opportunistically, or to

prolong negotiation, in the hope of securing a more favourable contract. This increases the

costs of negotiating, monitoring and enforcing of contracts.

This analysis suggests that there are two possible responses to the small numbers

problem (i.e. concentrated markets). Where assets are specifig the appropriate response is

likely to be the development of a governance structure which attenuates opporhrnism. This

may take the form of the development of a more complete contract, together with a

customised monitoring system and appropriate penalties for any breach of contract.

However, a less costly alternative is the development of institutional and personal trust

within the purchaser-provider relationship based upon the recognition of the mutual

benefits that the contract offers both parties (Williamson, 1986).

In cases where a concentrated market exists but the provision of a service does not

require specific assets, an appropriate response may be for purchasers to use contestable

purchasing strategies as a means of increasing the degree of competition among providers,

thereby attenuating the scope lor opportunism. This should reduce both production costs

and transaction costs. However, Craig and Forbes (1996) point out that the use of

92. An example of this occurred in the contracting for dental services in New Z'ealand. A private provider

who wished to tender for the contract was unable to get information from the RHA about details such as

the risk profile of the population to be served and existing service levels because the incumbent prwider (a

CIIE) considered the information to be commercially sensitive.
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contestable purchasing to invoke a credible threat to incumbent providers may itself

increase search and contracting costs. Purchasers would need to monitor not only the

incumbent provider but also actual and potential alternative suppliers. There are also

additional costs associated with negotiating a transaction with more than one provider.

Contestable contracting can therefore be a costly business for purchasers. Moreover, the

gfeater the number of suppliers, the harder it is for purchasers to monitor their

performance accurately. This again increases the scope for opportunism because it is easier

to get away with partial, misleading or inaccurate information about the cost and quality of

the product. If providers are aware of the additional costs that are associated with

contestable purchasing, then they are less likety to perceive as credible any threat by

purchasers to change to another provider. Under these circumstances, a monopolistic

market stnrcture can be interpreted as a transaction cost-minimising response to the

exchange process, even in the absence ofasset-specific investments.

In summary, the question of whether transaction costs are greatest in the presence

or absence of alternative providers seems to depend upon the characteristics of the

transactio4 the existence (or absence) of appropriate formal or informal governance

structures which discourage opportunistic behaviour, and the costs associated with

contestable purchasing. In some circumstances, especially where no specific assets are

involved and the quantity and quality of output can be readily measured and monitored, a

competitive market structure should itself provide a satisfactory governance structure.

However, where the costs of contestable purchasing are high, the path forward may be to

develop those informal dimensions of the purchaser-provider relationship - such as trust

and cooperation - which are expected to discourage opportunism.
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5.2 The nature of competition among hospitals

Before examining the structure of the market for hospital services in New Zealand it is

useful to review the nature of competition between hospitals. Hospital competition is

generally assumed to differ from that of other industries where price competition and

profit-maximisation generally guide the behaviour of firms." Reasons for this include the

importance of third-party payers in the industry and the effect that this has on desensitising

patients to price signals; the inability of patients to assess the quality of medical care in

competing hospitals; the role that physicians play in referring patients to hospital; and the

fact that many hospitals are not-for-profit organisations. The situation is complicated still

further if third party payers make purchase decisions on behalf of consumers.

Much has been written about the nature of hospital competition in the USA.q Untit

the early 1980s the relevant question in that country was, how do competing hospitals

behave in order to attract patients and physicians? In a situation where many insurers

reimbursed providers retrospectively and copayments rates were low, the usual conclusion

was that hospitals tended to engage in non-price competition. Modern facilities and

equipment were provided to attract physicians (the so-called medical arms race), while

comfortable and attractive surroundings were expected to attract patients. Therefore,

contrary to the predictions of neo-classical theory, costs and prices tended to be higher in

competitive markets (Salkever, 1978, Farley, 1985, and Robinson and Luft, 1985). More

recently, however, as public and private insurers have become active purchasers in the

interests of cost containment, the focus in the USA has shifted away from the need to

attract patients towards a need to win contracts from purchasers.

In New Zealand, until 1993, patient flows were determined largely by doctors and

their patients, subject to limits on a patient's ability and willingness to travel and to a

hospital's ability to supply the necessary services and to accommodate the patient.

However, unlike the USA, public hospitals, being subject to a global budget constraint,

had no incentive to attract patients away from other providers. If anything, a perverse

financial incentive existed for hospitals to shift patients towards other providers.

93. See Appendix I for a discussion of alternative theories of the objective function of hospitals.

94. See, for example, Frech and Woolley (1992), Noether(1988), Woolley and Frech III (1988-89),

Feldrnan and Dowd (1986).
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In the reformed system, hospitals can increase their revenue by winning additional

contracts. ln the case of block contracts, providers have an incentive to focus on those

features of services which purchasers, as opposed to physicians or patients, regard as

important. Whether competition is predominantly on a price or non-price basis then

depends upon the weight that purchasers place upon these two variables. In the context of

a monopsony purchaser working under a tight fiscal constraint, price competition is

expected to dominate, with quality measures being built into contracts and monitored by

purchasers.

Some commentators have expressed concern that quality may be a casualty of

selective contracting because of the potential for opportunism on the part of providers.

Street (1994), for example, suggests:

Even if contracts included some quality specifications, providers may be able to
skimp on non-verifiable aspects of care, especially if purchasers have a limited
ability to scrutinise providers to ensure that contracts are filled. (Streeg 1994, p.9)

The extent to which quality is specified, measured and monitored is an empirical

issue. There are, howeveq other reasons why providers may be discouraged from skimping

on quality. First, RHAs are required to consult with both consumers and providers before

finalising contracts. Hospitals therefore have some incentive to respond to the preferences

of potential patients and their referring doctors. Second, as long as there is a degree of

contestability, hospitals face the threat of non-renewal of the contract if quality of care is

judged to be sub-standard by purchasers. Third, contracts for some services (such as long-

stay geriatric services) are open-ended, fee-for-service contracts in which revenue is linked

directly with hospital output. As long as price per unit of service exceeds the marginal

cost, hospitals should have some incentive to attract patients to these services. However,

acute hospital services are unlikely to be purchased on an open-ended basis because

purchasers, facing fixed budgets, have an interest in reducing their exposure to risk by

placing a maximum limit on the volume of services to be provided. Where waiting lists

exist, most providers are likely to reach the volume limit specified in the contract without

any need to attract more patients.

RHAs have in some instances elected to announce the maximum - if not the actual

- price that they are willing to pay for a particular service. While this exposes purchasers to

the risk of cost-padding by low cost providers, it may encourage providers to compete on

the basis of quality rather than price. The possibility remains that if prices are driven down
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in future contracting rounds, quality will eventually be undermined, either because higher

quality, higher priced providers are unable to win contracts and so leave the market, or

because providers can no longer maintain quality standards.

Finally, it is important to note that cost and quality are not necessarily inversely

related. For example, improvements in quality measures such as infections rates, patient

falls, unplanned admissions and returns to theatre will all reduce rather than increase costs.

New technology too carL in some cases, reduce the total cost of hospital care, usually by

reducing the length of time the patient needs to stay in hospital. An emphasis on price

competition can therefore in itself sometimes encourage quality improvements.

5.3 Measuring market structure in New Zetland

As market-oriented strategies have increasingly been used in a number of countries as

instruments for efficiency gains and cost containment in hospitals, researchers have turned

their attention to the question of how market structure can be measured. Various

strategies have been suggested and tested. Howeveq the method used depends upon the

availability of data and the nature of the research question.

It is important to note the fact that it is competition from alternative providers,

rather than the degree of market concentration, which is assumed to create the incentives

for providers to produce at least cost. Unfortunately there is limited information available

in New Zealand which might allow some empirical analysis of the degree of competition

among hospitals. This is especially true with regard to pricing information, the costs of

market entry and exit, contestable contracting mechanisms by purchasers, and the influence

of primary referral patterns, if any, on provider behaviour. Consequently this investigation

was limited to the measurement of market concentration, rather than competitionper se.

While there is no guarantee that competitive markets will have low levels of market

concentration, and vice versa, it is expected that unconcentrated markets are potentially

more competitive. Market concentration measures therefore provide some indication of

the potential for competition in a market.

Empirical methods for delineating markets fall into two broad categories: those

with a price focus and those with a shipment focus (Zwaniger e/ al., 1990). The price

approach follows the premise that suppliers share a market if the prices of their products

move together. Under the shipment approach, described by Elzinga and Hogarty (1973), a
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market area is identified as an area in which there are few supplies of the product shipped

in and few shipped out. The price approach is intuitively appealing as it is based upon the

usual economic assumptions concerning consumer and provider behaviour under

competition. This approach also usually forms the basis for determining substitutability of

products for the purposes of assessing trade practices under competition law. However

application of this approach to hospital markets may not be appropriate. As noted above,

there are a number of reasons why consumers and providers may not respond to price

signals in the market for hospital services in the same way as in other markets. And while

RHAs (in contrast to insurance-covered patients) are expected to be price-sensitive, the

discussion above suggests that non-price factors are still likely to be influential in

purchasing decisions. From a practical viewpoint, as mentioned above, an empirical

analysis based on price movements is simply not possible in New Zealand as price data are

not (generally) available.

For these reasons, a methodology based upon the shipment approach was selected

to define market areas in this study. In the case of hospital services it is movements by

patients, rather than movements of the product, that define market areas. The general

approach follows and develops work by Morrisey et al. (1989), Zwatnger et al. (1990) and

Appleby et al. (1991). The methodology involves four steps. First, the product that is

being exchanged is defined and the relevant provider units are selected. Second, the

geographic area from which each provider draws most of its patients is defined using

patient flow information. Third, any other providers also providing services to people in

that area are identified. Finally, these data are used to calculate a Hirschman-Herfindahl

Index (Iilil) to give an estimate of the degree of competition facing each provider. The

HHI was selected in preference to other measures of market concentration because it takes

into account both the number of providers and their relative size. The HHI is also the

index which is now most commonly used by researchers in the health sector.
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5.3.1 Definition of the prMucl and selection of provider units

The central issue in defining the product is the level of (dis)aggregation of services

provided by hospitals. For example, the product may be a procedure (such as a cataract

operation), an episode of care defined by DRG (such as an acute major eye infection), a

major diagnostic category (such as eye disorders), a specialty (such as ophthalmology), or

a group of specialties (such as acute surgical services). A general principle guiding product

definition must be that the definition does not cut across natural units of service in the

clinical sense. Availability and quality of data also need to be considered, plus definition of

the product should, as far as possible, reflect the units of service purchased by buyers.

Morrisey et al. selected acute care inpatient services as the unit for their analysis of

hospital markets. Their contention was that, while the many types of care that fall within

this category (such as hernias, heart attacks and hip fractures) are clearly not substitutes

from the buyer's perspective, "....the supply of various procedures could easily be

expanded in response to a price increase" (p.170). Such substitutability of supply seems

doubtful given the range of skills, equipment and facilities involved, at least in the short

term. Appleby et a/. chose a slightly less aggregated level of product definition - acute

general inpatient and day case surgery. They too recognised that this product was clearly

not homogeneous and that the degree of competition would be considerably less if the

analysis were to be based upon individual procedures or DRGs.

For this New Zealand analysis, several products were selected from within the

general category ofsurgical services. Each product was defined at the procedural level by

the International Classification of Diseases flCD) code. The primary reason for choosing

this level of disaggregation was that competition, if it occurs at all, is expected to occur

primarily at the margins of services through a shift in purchasing patterns for individual

procedures. fu far as the selection of procedures was concerned, consideration was given

to the desirability to select a range of procedures which

(i) include a range of expected degrees of market concentration

(ii) could (potentially at least) be provided in the public and private sectors

and (iii) have different types and levels of barriers to entry.

Seven secondary care procedures were selected for this study. These were

tonsillectomies and/or adenoidectomies; prostatectomies; knee joint replacements; hip

replacements; cataract removal; angioplasties; and coronary artery bypass grafts (CABG).
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These procedures were chosen because there are relatively large numbers of consumers

and providers, and the procedurss are clearly defined and relatively homogeneous, They

were also chosen because at least some of the markets can be expected to have high levels

of contestability due to relatively low market entry costs given existing surgical

infrastructure. This may be reflected in future measures of market concentration, especially

if purchasers choose to contract with a greater number of providers in order to reduce

waiting lists. The selection of procedures also includes varying degrees of invasiveness and

of specialisation, with tonsillectomies and/or adenoidectomies being the least invasive and

least specialised and CABGs being the most invasive and most specialised'

In the New Zealand environment it is also necessary to consider whether individual

hospitals or CHEs are the relevant public sector provider units. CFIEs may comprise a

single hospital, or a number of hospitals, all or some of which provide the procedures

under investigation. Selection of CFIEs as provider units could mask any concentration of

services within a CIIE through rationalisation. On the other hand, the group of hospitals

within a CIIE is configured as a single administrative structure and do not - or at least

should not - compete with each other. On these grounds, CFIEs were used as the relevant

public sector provider units.

For each CI{E, potential competitors for the procedures in question include private

hospitals and private consultants (individuals or group practices), as well as other CHEs.

Unfortunately the relevant patient flow data were not available for private providers' The

analysis was therefore confined to competition among the 23 CFIEs, Only a very small

proportion of publicly funded surgical procedures are undertaken by private providers'

Their exclusion from the study was therefore not expected to be a major methodological

weakness unless a sudden shift occurred in purchasing practices away from incumbent

providers.

5.3.2 Definition of market areas

Three broad methods have been used for delineating hospital market areas: geopolitical

boundaries, distances from hospitals, and patient origin (Garnick et al. 1987). Early studies

in the USA relied upon the first two methods, primarily because of availability of data.et

There are obvious limitations to both of these approaches but common weaknesses include
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the arbitrariness of the cut-off points and their insensitivity to the fact that different

services have different sized catchment areas. Utilisation of patient origin data overcomes

both of these problems.

In the USA zip codes are used to identiry patient origin. In New Zealand, in the

absence of zip codes it is necessary to select some geographical unit against which patient

records can be mapped. Options include electoral wards for local bodies, parliamentary

electorates, territorial local authorities (TLfu) and census area units (CAUs). The smaller

the spatial unit, the greater the natural fluctuation in patient flows over time. On the other

hand, selection of a smaller unit provides a better understanding of the precise nature of

patients flows. For this study, TLAs (of which there are currently 74 in New Zealand)

were selected as the basic spatial unit for identi$ing a patient's origin. TLAs were

considered appropriate because their natural boundaries correspond with geographical

features such as rivers which are generally related to natural patterns of settlement, and

because the accuracy of historical domicile information for patients is unlikely to support

meaningful analysis using smaller census area units.

The data from an initial analysis of patient flows for each of the selected

procedures revealed a number of characteristics. First, the size of TLA populations differ

markedly: if a TLA has a small population, a small number of patients may represent a

large proportion of the total patients originating from that TLA. Second, a CFIE's

catchment area is inversely related to the total number of CfIEs providing the service.

Third, the data are highly skewed. Each CFIE draws the majority of its patients from a

small number of proximate TLAs. Moreover, a large number of TLAs contribute a small

proportion of patients. Fourth, the degree of skewedness varies for diflerent procedures.

These characteristics suggest that some market-defining rules are required which eliminate

any patient flows which are insignificant from a CFIE's perspective without at the same

time removing any flows which are significant for the residents of any single locality.

A selection of market-defining rules which establish maximum or minimum cut-off

points have been described and tested by Zwaniger et al. (1990). Three possible

approaches were suggested:

95. See for example, Robinson and Luft (1988), Noether (1988), Lu.ft el a/. (1986), Joskow (1980).
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(i) Straight margirnl: Any individual localities that do not account for some

minimum percentage (0.5%-10%) of a hospital's admissions (or discharges)s are excluded

from the hospital's defined market area.

(ii) Muimum-marginal: The market area includes all localities which cumulatively

account for a given percentage (60-80%) of a hospital's admissions. In additiorU any

localities that do not account for some minimal percentage (l% ' 5%) of the hospital's

admissions are excluded (as in (i) above).

(iii) Minimum-marginal: This approach establishes a minimum proportion (40 -

600/o) of admissions that must be reached no matter how many localities are included.

Once this floor has been reached, localities are only included if they account for more than

some minimum percentage (l% '5%) of the hospital's admissions.

The selection of rules and the relevant percentage rates depend upon the product

definition and the size of districts used to identifi a patient's origin. Melnick and Zwaniger

(1988) in the USA and more recently Appleby et al. (1991) in the UK both applied the

minimum-marginal approach on the grounds that it accommodates provider units with

both localised and regionalised market areas. A similar approach was adopted for this

study. Specifically, the minimum-marginal approach combines two rules. These state that a

CIIE's market area should include:

Rule l:

Rule 2:

alt TLAs that cumulatively contribute at least rflo of the CfIE's

total procedures, and

all TLAs that contribute at least f/o of the CIIE's total

procedures,

with possible values ofx andy lying between:

40%<x<80%

1%<y<5%

A single TLA would be included if it satisfies either one of these conditions. Values tested

for r andy were:

96. While Zwaniger et a/. discussed the marketdefining rules in terms of admissions, hospital discharges

(which exclude deaths in hospital) were used to test the various rules.
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x = 40Yo,60%o or 800/0, and

y : lYo,3Yo ot 5o/o

The market areas were insensitive to a change in the value of x from 40% to 6QYo for Rule

l, and displayed very limited sensitivity to any of the other values.

In selecting these market-defining rules consideration was given to the need for

market areas to include some minimum measure of "commitment" and "relevance" as

measured by two indices,eT

(a) the commitment index. the proportion of patients discharged from a given hospital

who originate from a given area" and

(b) the relevance index: the proportion of patients from a given area who use a given

hospital.

The three approaches to defining markets described by Zwaniger et al. (1990) all focus

only on the commitment index. This probably reflects the fact that hospital administrators

are unlikely to be concerned with areas contributing only a small percentage of patients.

Even so, consideration was given to the possibility of including an additional market-

defining rule to allow for the fact that a small percentage of patients may represent a

significant percentage of total patients from a TLA which has only a small population. The

preliminary data indicated that this might be especially important in the New Zealand

context where the population in some areas is sparse and widely dispersed. A third rule

was therefore tested which stated that all TLAs in a CFIE's catchment area would be

included if more than a minimum percentage of the TLA's population was served by that

CI{g. However the inclusion of this third rule had no significant effect on the results.

5.3.3 ldentificatian of competitors

Once a market area has been defined, the next step is to identi$ any competitors who also

provide services to patients residing in that market area. Another provider is regarded as a

competitor if two CFIEs have both drawn patients from a common TLA. Again, it is

necessary to eliminate any providers who supply services only to a very small proportion

of patients from a locality. A competitor-defining rule is therefore required to define what

level of competition is regarded as "significant". Zwanigerelal. tested six des. Five of

these were straight marginal cut-offs of any providers providing services to less than
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between 0.5% and l0To of that locality's total hospital admissions. The sixth rule was a

maximum-marginal rute which required at least 80% of a locality's admissions to be

accounted for in addition to a lYo marginal cut-offpoint. Melnick et al. and Appleby et al.

both used a straight 3o/o marginal cut-offpoint: that is, competition was considered to exist

if a second hospital provides services to at least 3Yo of a district's patients. For the purpose

of this analysis, competitors treating less than three cases of the procedure in question

were excluded. This rule was selected in preference to a percentage rule because of the

very smalt numbers of patients being treated in some CFIEs. A more exclusive rule would

result in higher measures of market concentration. However, given the small size of the

total New Zealand market, the relative mobility of the population, and variation in the size

of providers, a more inclusive rule seemed appropriate.

The definition of competitor-defining rules raises a potential problem of non-

commutativity between providers. Table 5.1 illustrates this point, using a straight 3%

marginal cut-off point. The table includes information for two hospitals (Hr and H2), both

of which provide services in area A according to market-defining rules where x:6ffi/o

and-y = 3o/o.It is possible for Hr to be a competitor of Hzwhile Hz is not a competitor of

Hr. In this example, area A is in Hr's catchment area (y=231700>3Yo) and Hz is a

competitor because it provides more than 3o/o of area A's patients (40/100F3%).

However the reverse does not hold. Area A is also in Hz's catchment area but less than 3o4

of area A's patients attended Hr (2311000<3%). Therefore Hr would not be regarded as a

competitor of H2. This situation is most likely to occur where the two hospitals are

different sizes. This is because a small hospital may not be large enough to take 3o/o of an

area's patients, even though all of its patients may come from that area. This apparent

anomaly may in fact accurately reflect the real world in situations where small hospitals

compete with larger ones for patients but the larger hospitals do not regard them as

competitors, given the size of their own patient base.

97. These indices, discussed by Zwangier et al. . were apparently first described by Griffith ( 1978).
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Tabte 5.1: Non-commutativity among providere

Hospitall Hospitel2 Total

Area A 23 40 1000

Total 700 900

5.3.4 Conslruction of a competition index

The Hirschman-Herfindahl Index (Iil{D is a measure of market concentration in provider

catchment areas. The index reflects both the number of firms in a market and the

distribution of market shares across firms (Miller, 1982). The index is constructed by

slmming and weighting the squares of the market shares for all providers within a given

market area. Once a CFIE's market area has been defined, and other competitors within

that market area have been identified, all of the information required to construct an HFtr

for each CIIE is available. For claritS it has become usual practice to multiply the HHI by

10,000 so that the index runs between zero, for a market which has a large number of

equal competitors, and 10,000 for a single monopoly supplier.

The patient flow matrix upon which market shares are calculated is illustrated in

Figure 5.1,
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Figure 5.1: Patient flow matrix
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Py = number of patients from TL^Artreated in CFIEi

The patient flow data were used to calculate an HHI for each of the seven

secondary care markets following the two steps illustrated in Figure 5.2. First, an HIII was

calculated for each TLA as the sum of squared market shares of all the providers serving

that TLA multiplied by 10,000. The degree of market concentration for eaeh CFIE was

then calculated as the weighted average of the HHIs for each TLA in a CFIE's market

area. Weighting is aocording to the proportion of a CFIE's patients from each TLA in the

market area.
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Figure 5.2: The Hirschman-Hirfindahl index

lst step:

10,000

2nd step:

HHL'=

HHI4. Hirschman-Herfindahl index of market concentration for TLAi

Hlil"r Hirschman-Herfindahl index of market concentration for provider i

M number of districts in provider i's market area

5.4.1 Marl+et structure of CHEs in 1992

The degree of market concentration facing each of the 23 CI{Es n 1992 for the seven

selected procedures is given in Table 5.2. The last row of the table shows the percentage

of CIIEs providing the service which had an HHI greater than 1,800. This value is often

quoted as the point above which United States markets are considered concentrated

(Monisey et al. 1989). It is an arbitrary cut-off point of limited value for international

comparisons given the need for equivalent population units, and provider units for valid

comparisons. The value is however, useful as a yardstick against which the distribution of

values ofthe HHI can be measured to gain an impression of overall market structure,

Regardless of the market defining rule cut-offpoints, the markets for the selected

procedures were all relatively highly concentrated in 1992. The CABG and angioplasty

markets were the least ooncentrated while the cataract removal and prostatectomy markets

HFrre=i[*]

*[x[[d'""1"*'
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were the most concentrated. The level of market concentration is generally higher for

CFIEs located in rural areas (most particularly Tairawhiti) than for those located in urban

areas.

Table 5.2 Hirschman-Herfindahl indexes of market concentration for 1992

Notes:
L Cut-offpoints for marketdefining rules I and 2 in this table were 60Yoand,3% respectively.
2. CFIEs are listed in order of their geographic location from north to south.

Figures 5.3 and 5.4 provide a more visual presentation of these results for less

invasive and more invasive procedures respectively. In these two figures, the indexes of

concentration are sorted in decreasing order for all CFIEs delivering a procedure and

pfotted against the ranking of each CFIE's index. Following Appleby et al., the resulting

curve is described as the "shape of the market". The flatter the curve, the more consistent

the level of market concentration across provider catchments. The lower the curve on the

vertical axis, the less concentrated the market is. The longer the curve, the more providers

participating in the market. Values of sixty percent for rule one and three percent for rule

two have been used for the figures. The shape of the market is generally consistent over all

CIIE
Tonsill-
ectomier

Prostrt-
ectomies Cataructs

Knec
replace-
meDts

Hip
replac

e-
mentg

Angie
plasties

Coronary
rrtery

bypasses

Noahland Health
Waitemata Health
Auckland Healthcare
lvfanukau Healthcare
Health Waikato
EastBay Health
Iakeland Health
Western BayHealth
Tairawhiti Healthcare
Health Care tlauftes Bay
Taranaki Healthcare
Midcentral Health
Good Health Wanganui
Capital Coast Health
Flutt Valley Health
Wairapapa Healttr
Nelson-Marlborough Health.
Coast Health Care
Canterbury Health
Healthlink South
Llealth South Canterbury
Healthcare Otago
Southern Health

3,034
1,606
t,373
1,385

760
t,629
2,623
3,951
4,498
3,r42
2,336
r,081
t,765
I,634

1,677
3,086
1,887
2,084

2,802
r,797
2,4r2

3 ,168

t,574

1,123

2,883
228r
8,692
3,ts7
2,450
I,800
2,881
I,857

3,183
3,308
3,140
2,808
4,633
2,937
2,265
3,102

2,869

I ,815

s8r

1,824
2,725
9,254
3,184
l,848
l , r 8 l
2,303
I,882

2,813
229s

1,812
9,949
2,565
2,196
1.845

2,850
I ,173
4,810
t 2 t 2
1,040
2,650
4,781
4,9t7

10,000
3,163
2,451
t,778
2,807
I,368
1,606
3,971
2,820
3,333
1,849

3,274
2,319
3.333

2,215
I , t  14
897
894
896

2479
t.021
4,371
9, l5 l
2,U7
2,1 66
I ,591
1,978
t,7t2
2239
2,472
3,141
3.060
2,U5
2,815
1,673
2235
3.t40

5,000

955

* ,

r.oro

641

z,osl

io,

r, izs
623

4,5-68

628

969

% > 1.800 58o/o 89% 89o/o 72% 6sYo 29% 20o/o
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values of the cut-off points, although its positioning on the vertical a:ris deoreases with

inereasing cut-offvalues for rule two.

For the three less invasive procedures illustrated in Figure 5.3 (cataracts,

prostatectomies, tonsillectomies and/or adenoidectomies), the shape of the market was

remarkably similar for all three procedures. While a few providers were operating in very

concentrated catchments, there was a relatively consistent level of concentration across all

other provider catchments. For the four more invasive procedures illustrated in Figure 5'4

(angioplasties, CABG, hip replacements and knee joint replacements), there are some

notable differences in the shapes of the market for each of the procedures. The CABG and

angioplasty markets had relatively few providers, with a number of providers operating in

very concentrated catchments, and a number of providers operating in relatively

unconcentrated catchments. By contrast the "shape of the market" for hip and knee joint

replacements were more consistent with those for the selected less invasive procedures.
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5.4.2 Market stntcture in 1992 and 1994

Between 1992 and 1994 there were both decreases and inereases in the level of market

concentration for the procedures under investigation. There was, however, no clear pattern

in the increases or decreases, and on the whole the shifts were very small. The markets

exhibiting tho most changg albeit relatively minoq are cataract removals and angioplasty

(Frgure 5.5). In the case of cataragt removals one CIIE exited the market over the perio4

while in the case of angioplasties, one CIIE entered the market. Both of these were very

small providers. It is probable that these shifts do not reflect the slow introduction of a

new purchaser regirng but rather the incorporation of existing patterns of provision within

the new regime.
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5.5 Discussion

The results of this study show that the seven secondary care markets included in the

analysis are fairly concentrated. While there are no pure monopolies, there are also few

markets with a very low level of market concentration. This is perhaps surprising, given

that the majority of cases within each of these seven categories of procedures would be

categorised as elective rather than acute cases. The potential for competition between

providers is often considered (anecdotally) to be greater in the market for elective surgical

procedures than in other, more essential, categories of hospital services. However, to a

large extent, these results confirm the expectation that patient flows generally reflect

residential patterns. That is, patients are usually sent to the closest provider. This pattern

of referral becomes locked in where purchasers contract on a geographic basis and doctors

are encouraged to consider these contractual alrangements when referring patients. This

does not preclude the possibility that some competition between CIIEs could still have

occurred during the contract negotiation phase, especially for patients living on the

boundaries.

The relatively high degree of market concentration also reflects the selection of

individual procedures as the relevant product for market exchange. Had a more aggregated

measure been used, such as surgical specialties, the expectation would be that there would

be more providers in the market and a less concentrated market structure.

Interestingly, of the seven procedures included in this study, the two which involve

some of the highest degree of specialisation (angioplasties and coronary artery bypass

grafts) - and which therefore might be expected to have the highest barriers to entry - fall

towards the less concentrated end of the continuum. One possible explanation for this

might be that, because these services are often not available locally, doctors are able to be

more selective about their referrals, even though there are fewer providers. There may also

be a wider variation in the complexity of cases for these procedures with patients being

sent to the most appropriate centre for their given complexity. Alternatively the results

may just be a statisticalartefact.

While all of these surgical procedures involve a high degree of skill together with

special facilities and equipment, it is probably fair to say that none of them involve a very

high degree of asset specificity in the TCE sense. If this is the case, and if these markets
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are highly concentrated as this study suggests, one conclusion might be that any potential

efficiency gains from the purchaser-provider split are likely to be somewhat less than

would be expected under a more competitive market structure. However, two offsetting

factors need to be considered. First, as discussed in Chapter 4, because the RHAs are

themselves monopsony purchasers they are able to exercise a powerfi.rl constraint on

providers, especially in respect of price-setting. Thus efficiency gains may achieved even in

the absence of competitive pressures. Second, the fact that the activities of both purchasers

and providers are subject to the Commerce Act should secure some degree of control over

anti-competitive trade practices.

Gven the restriction that RHAs were required to purchase the same types and

levels of services in the first year after the reforms (1993194) that had been provided in

lgg?1g3, the absence of any significant shifts in market concentration between 1992 and

1994 was not unexpected. Constraints were also placed on the RHAS' choice of provider

if this could lead to major cuts by CFIEs, such as hospital closurss or redundancies. These

constraints were lifted in the second year and, as noted in Chapter 4, all four RHAs

adopted a very limited programme of contestable purchasing for some services and/or

procedures. Even so, most contracts were again let with incumbent providers. Although

not included in this analysis, only a few privately owned providers received public funding

for the delivery of the selected procedures, and the volumes involved were very small.

Is the market contestable?

While the market for secondary health services is likely to remain fairly concentrated in

the short term, in the longer term, the strength of any competitive pressures will depend

upon the ability and willingness of other providers to enter the market. There are a number

of factors that are relevant here. One is a provider's attitude to risk. As a general rule

larger providers tend to be less risk averse than smaller providers because they have

greater opportunity to spread the risk. Therefore, any uncertainty about the nature of the

quality (or even the quantity) of service required by the RHA may discourage smaller

providers, thereby inhibiting both competition and choice. One means of overcoming this

problem is for the RHA to state the amount that it intends to spend on the service when

tenders are called, effectively shifting the risk away from the provider to the purchaser.

This strategy is likely to encourage a larger number of bidders. However, as Propper
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(1992a) notes, any potential efficiency gains would need to be weighed up against the

possibility of cost-padding by providers.

Propper also notes that the degree of competition or contestability for a service

depends upon the way in which services are broken down for contract purposes. She

suggests that one means of increasing competition is by breaking a service down into sub-

services so as to increase the number of potential bidders, especially smaller providers.

This increases the options open to RHAs and puts competitive pressures on providers. But

it may also reduce the integration of services, undermine any economies of scale or scope,

and increase the transaction costs of contracting. This strategy therefore seems most

appropriate where there are no potential economies of scale and/or where smaller

providers have the potential to provide high quality, innovative services.

For new providers to enter the market it is necessary for them to have some

information about current prices. Openness in pricing therefore has some potential to

improve efficiency, especially in cases where there is a monopoly supplier. Ferguson and

Posnett (1991) note that, while openness in pricing opens up opportunities for potential

bidders to collude and to form cartels, openness also makes it easier for purchasers to

detect cartel activity. Based on the experience in fuizona, McCall et al. (1985)

recommended that prices should not be made known to other bidders while providers are

submitting revised bids. After weighing up the pros and cons of openness in pricing,

Ferguson and Posnett concluded that:

......the case for openness in contracts is persuasive, but the availabitity of price (or
cost) information alone is not sufficient to guarantee that monopoly power can be
controlled. To be effective, the market must also impose actual or potential
sanctions on suppliers. (Fergusonand Posnett, 1991, p.50)

Any attempts to increase competition by encouraging bids from a larger number of

providers will lower throughput per provider and this could reduce the quality and safety

of services (Luft e/ al. 1979). This trade-off between competition and safety is likely to

constrain any attempts by RHAS to pursue purchasing strategies designed to open up the

market to more providers. There may nevertheless be some potential for the contestability

of services to be enhanced by reducing some of the existing barriers to entry or exit. But

practical steps towards this end, such as deregulation of the health professions and

allowing poorly performing hospitals to go out of business, have proved to be politically

unpalatable. Moreover, most of the barriers to entry into the health services are designed
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specifically to maintain quality standards and to protect consumers, while barriers to exit

are often necessary to secure a minimum level of access. Thus the desire for wider

contestability may also conflict with the need to secure good access to quality services.

A crucial element in the development of a competitive market is competitive

neutrality between providers. Chapter 4 drew attention to a number of differences in the

rules and incentives facing CFIEs compared with private providers. These include

regulation by the government of the level and management of surpluses made by CtIEs;

asymmetrical tax treatment; the statutory requirement that CF{Es not only operate as

successful businesses but also exhibit a sense of social responsibility, and the possibility of

a ministerial requirement for CIIEs to provide particular services if required. It is also clear

that, as incumbent providers, CFIEs are generally priny to more information about required

services and about service planning than providers in the private sector.es

Another problem in the development of a competitive market is that, in New

Zealand, as in the UK, it is common for specialists to work in both the public and private

sectors.e This means that the same people may be providing services for organisations

which are supposedly competing for funds. Moreover, within the private sector, specialists

may provide services in one or more private hospitals as well as in their own clinics. Thus

a single specialist could be involved in three (or more) different competing bids. Such an

environment contains obvious incentives for opportunistic behaviour such as strategic

pricing, risk selection and the withholding of information.

The focus of this section has been on hospital services where competition tends to

be limited. For services where assets are less specific such as primary health care,

community services and rest homes, markets are clearly more competitive (CfD advisory

committee reports, 1992; Performance Monitoring and Review Unit, 1993-94). In

98. ln one case, an RHA issued a request for proposals for the provision oforal health services, one part of

which refened to an estimated population $oup of 13,000 adults. Upon requesting clarification as to

whether the figue of 13,000 related to a) the adult population covered, b) the number of adults treated, or

c) the number of treatments provided to adults, a private provider who wished to enter the market was

advised that this information could not be provided as it was commercially sensitive. The reason given was

that the estimates had been prepared by the CHE currently providing the service, and that this CFIE would

itself b€ tendering for the service.

99. Unlike the UK there are no regulations covering the rninimum number of hours that specialists must

work in the public sector.
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situations such as this, providers have an incentive to group together, either as a single

horizontally-integrated organisation or under an umbrella group that negotiates on behalf

of its members. Examples of these are grouping of GPs under independent practitioner

associations (IPAs), and rest home associations which act as negotiators for individual

privately-owned rest homes. This concentration of providers may undermine the potential

for efficiency gains achieved through competitive forces. However it also reduces the

transaction costs associated with the need for RHAs to negotiate with many small

providers.

5"7 Conclusion

At the beginning of this chapter it was argued that, while neoclassical theory predicts that

production costs should be lower in less concentrated markets, the relationship between

market structure and transaction costs is less clear. Transaction costs may be higher or

lower in more concentrated markets depending upon the nature of the transaction costs

and the prevailing governance structure.

The extent of competition varies significantly among different health services. The

available evidence on market strurlure indicates that, in the short ternL competition for

many hospital services is likety to be limited. This suggests that small numbers bargaining,

together with the associated information advantages enjoyed by incumbent providers, are

likely to prevail for these services. According to TCE, the scope for opportunism tends to

be high in this type of situation. This calls for the development of contracts which

incorporate carefully-devised quality measures together with monitoring systems and

penalties for und er- performance.

In the longer term there are a variety of strategies which RHAS might pursue in an

eftort to stimulate greater contestability, at least for services which are not characterised

by asset-specificity. While this approach should encourage least cost production and lower

prices, the need for purchasers to speciS and monitor contracts in greater detail will

increase the transaction costs. As some RHAs have indicated, it may be preferable to

trade-offsome of the potential pressures associated with a contestable market against the

reduced transaction costs of longer term relational contracts with prefened providers.
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-6-

CONTRACTING IN NZ:

EARLY EXPERIENCES

The next three chapters of this thesis are devoted to the empirical analysis of contracting

for health services in New zealand.Before commencing it is useful to review briefly the

key iszues that have emerged from the previous discussion of TCE theory and the context

in which contracting takes place. TCE suggests that if transactions are asset-specific'

difficult to measure, and/or involve uncertainty, then the splitting of the functions of

purchasing and providing is likely to involve additional transaction costs compared with

the previous arrangements of internal organisation within area health boards' A number of

commentators have argued that these dimensions are indeed present in transactions

between purchasers and providers of health services' Their general conclusion has been

that the creation of quasi-markets through the splitting of purchasers and providers is

unlikely to enhance efficiency (see section 2'4)'

Suchbroadgeneral isat ionsfai l totakeintoaccount(at least) threeimportant

points. First, transactions that take place in a market for health services are by no means

homogeneous: different services have a different range and mix of the characteristics that

influence the cost of transactions. Differing transaction profiles also imply that differing

mechanisms are necessary for governing these transactions' one would expect therefore

that the size of transaction costs - and therefore the size of any potential net efEciency

gains from the purchaser/provider split - will be different for different health services'

Second, in seeking to examine the appropriateness of the purchaser/provider split

and the contracting arrangements which emerge, the environment in which transactions

take place must be kept in mind. The theoretical framework of TcE has been developed

primarily in the context of private sector transactions. Transactions in the quasi-markets

for health services (and in public sector markets more generally) are likely to be subject to
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somewhat different influences than private sector markets' In New Zealand' the market for

health services was introduced into a culture which has traditionally depended more upon

cooperation between providers than on competition. This particular market also has little

history of commercial decision-making, is dominated by regional monopsonists (and

sometimes a bilateral monopoly), is subject to specific regulations' is wlnerable to direct

government intervention, and has limited competition between providers' In the case of

contracts between RHAS and CFIEs, the transacting parties are also both public entities'

other factors which lie outside the scope of the transaction cost framework - such as the

need for purchasers to pursue objectives such as continuity of supply and equity as well as

X-efficiency - are also likely to be influential in the moulding of contractual arrangements

in the health sector.

Third, it is not simply a question of whether markets or internal organisation are

likely to be most effrcient but whether there are appropriate options which lie between

these two extremes. For example, the splitting of purchasers and providers does not

preclude the development of quasi-integration through some form of relational contracts in

which both parties rely as rnrch (or more) upon factors such as cooperation' trust'

informal agreements and implicit understanding as mechanisms for economising on

transaction costs as they do upon the provisions laid out in legal service contracts' Again'

in a dynamic environment, one might expect different types of contracts and contraCfual

relationships to emerge over time for different health services.

The study presented here was developed with these issues in mind' Ideally' any

study of the transaction costs of quasi-markets would include both longitudinal and cross-

sectional dimensions. This would allow comparisons to be made before and after the

reforms, as well as across different types of services' Unfortunately few baseline data

relating to internal transactions and relationships are available from the period prior to the

reforms. This study is therefore confined to a cross-sectional analysis of different health

services in the early post-reform period'

In order to provide some background to the study' this chapter begins with a brief

overview of the styles and methods of contracting of the lour RHAs in the first two years

of the reformed system. The aims and methods of the empirical study of contracting are

then described. The chapter concludes with a discussion about the validity of the

assumptions concerning the characteristics of the four health services included in this

study.
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6. lAnoverviewofpurchaser.providercontract inglm

In the absence ofany guidelines about how to go about contracting for services' each of

the four RHAs has developed its own purchasing strategies' The tendency in the first

couple of years was to look to commercial models of contracting' especially the arm's

length, classical model, for guidance. This resulted in a style of contracting that was often

characterised by vigorous bargaining and adversarial relationships, especially with respect

to the ClIEs. Contracts tended to be short-term (usually one year)' detailed and often

lengthy, especially in the northern region. Contract language varied among the RHAs' with

the northern and midland RHA using formal, legalistic terminology while the southern

RHA used plain English. In the third and fourth years of contracting' the trend seemed to

be towards shorter, less detailed and simpler documentation.

In all four regions contract negotiations were more prolonged than had been

anticipated and many providers continued to provide services' sometimes for some

considerable length of time, without having signed any formal contract' The Mnistry of

Health attributed these delays in the contracting process to a number of factors including a

slow start to the contracting process as RHAs established themselves and their procedures;

a lack of cooperation in purchaser-provider relationships; and diffrculties in service

specification (Performance Monitoring and Review, undated)'

6.1.1 Services Provided bY CHEs

The midland and northern regions adopted a two-stage approach to contracting for

services by cFIEs. A base contract which sets out standard terms and conditions' including

certain quality standards, was negotiated first' Once this had been agreed' a set of service

agreements specifoing volumes and prices was then negotiated' The other two regions

adopted a one-stage approach with details of the volumes and prices of individual services

being specified either within the body of the main contract or as separate schedules' while

100. This section is basd upon reports of the contract Monitoring section of the Ministry of Health whose

role it is to monitor the activities of the RHAs (performance Monitoring and Review, undated; Contract

Monitoring, 1994195)',a series of reports for the New Zealand Council of Christian Social Services (Hunt'

December 1994, and Febnrary, March and April 1995), and personal communication with purchasers and

providers.
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the method of negotiation differed, the general outcome of these two approaches appeared

to be very similar. For example, in all contracts there was some duplication and cross-

referencing befween the different parts of the contracts' In the northern region where the

base (operational) contraots were quite lengthy, the two-stage approach often resulted in

long delays before the service agreements could be signed'

Each of the RHAs has taken a rather different approach to the way in which

services provided by the CFIEs are deflned for contract purposes' While the general

direction is to link output more closely with a price, the level of aggregation of servioes

tends to be lowest in the southern region and highest in the northern region' The

approaches taken by the midland and central RHA5 have generally fallen somewhere in

between these two extremes'

For example, for medical and surgical serviges, the southern RHA has used a case-

based purchasing strategy in which providers are requested to indicate the price they wish

to reoeive for each DRG. The RHA in turn has developed a benchmark price for each

DRG which forms the basis for contract negotiations. Provider moral hazard is attenuated

through the use of price-and-volume contracts in which indicative volumes of service are

established at the beginning of the contract period. Because output is (relatively) clearly

defined in DRG-based purchasing, this type of contracting lends itself quite readily to a

competitive tendering strategy. However case-based contracts require careful monitoring

by the purchaser to minimise any potential for cost-shifting to other services'

In contrast, the northern RHA initially broke services down into large blocks called

'components of service'. These defined the type of service, the population covered' quallty

measures, details of access and patient coordinatior\ and expected health outcomes' The

focus here is on the types of diseases to be treated by the provider rather than type of

treatment provided. contracts usually included crude indicators of expected utilisation

rates based upon previous levels of throughput (such as bed days or number of

admissions). Details of casemix were not specified in early contracts' This approach

reflects the northern RHA's desire to strike a balance between the need to have detailed

information about the services it purchases and the desire to purchase integrated services

that meet the health care needs of its population. It also reflects a basic principle that

decisions about the final mix of services should be reft to the discretion of clinicians' This

should ensure that priority is given to the patients in most acute need'
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6.1.2 General Practice

Much of the income of general practitioners comes directly from patients through user

charges or from ACC payments rather than as zubsidies from RHAs' However' beCause

GPs act as gatekeepers to other publicty-funded services, RHAs have a strong incentive to

develop contracts which tighten accountability and which incorporate incentives for GPs

to consider costs in their referral decisions. GPs, in response, have strongly resisted the

contracting process, especially the introduction of any mechanisms designed to monitor

resource use. Their afguments are usually based upon issues such as the loss of clinical

freedom, the invasion of patient privacy, and the ethical implications of using financial

incentives as a means of encouraging efficiency in resource use'

Section 5l of the Health and Disability Services Act effectively allows existing

non-contractual fee-for-service payments to providers to continue as before until RHAs

are able to negotiate specific contracts. In the meantime, many GPs have joined

Independent Practitioner Associations (IPAs) which negotiate on behalf of GPs and which'

as umbrella groups, help to counter the imbalance in bargaining power that would

otherwise be enjoyed by RHAs. some of these IpAs have negotiated "budget-holding"

contracts which provide their members with a pool of funds to meet the costs of any

services which their patients receive that are covered by the budget' Unlike the UK' where

GP fundholding developed in a particular format following national guidelines' in New

Zealandcontracts are negotiated between individual RHAs and providers and are subject

to few regulations or guidelines covering such things as the setting of budgets' the size of

budget-holding organisations, the coverage of budgets, or the use of savings' Most early

budget-holding contracts covered pharmaceuticals and/or laboratory seryices' but some

also included related services such as practice nurses, community nursing services, and

minor elective surgical procedures. Although the intention is to move towards formula-

based budgets as soon as possible, all RHAs calculated budgets according to historical

expenditure in the first instance. This was by necessity rather than by design' because few

Gps had patient registers upon which capitated budgets could be based'

In theory, budget-holding should discourage the unnecessary use of services and

secure savings which can then be spent on additional health services' However' while the
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RHA5 are obviously keen to shift the financial risk to providers, with one exceptionror' the

risk of any losses currently remains entirely with the RHA5. Any savings are usually shared

between the RHA and the budget-holder. The extent to which individual doctors or their

patients benefit from any savings then depends upon the way in which the budget-holding

organisation distributes the savings amongst their members' All of these factors tend to

dilute any incentive that individual providers might have to economise on resource use'

Appropriate use of any surpluses relies largely upon ethical agreements that neither the

practitioner nor the practice should benefit directly from these non-risk-holding

cor,tractr.to' Thi, lack of accountability for the use of taxpayer funds contrasts sharply

with the close monitoring of CFIES.

A second means by which RHAs can manage risk in primary care is by shifting

away from fee-for-service payments to capitation in which GPs are remunerated according

to the number of people registered with their practice. Again, there has been considerable

opposition from some GPs, although a few practices had already chosen this form of

remuneration prior to 1993. A problem for RHAs is that, as long as some GPs in any given

area continue to be paid by fee-for-service, there is a risk of double payment if some

patients who are enrolled with a capitated practice also sometimes present at a fee-for-

service Gp. In spite of these difficulties, all four RHAs have made considerable progress

towards negotiating capitation contracts. By June 1996,lO'}Vo of GPs were on capitation

or some other form of block contract, while 50% were involved in some form of budget-

holding (Performance Management Unit, 199 5 /96)'

I 0 I . Managed Care New ZJj,lland,a subsidiary of Aetna I nsurance which acts on behalf of a group of GPs,

has purchased the financial risk from the midland RHA'

102. To date, savings ftom budget-holding have been used to reduce adminisrarion costs' improve

services, buy more services and, in one case, provide free services for children under five years of age'
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6.1.3 Long term care

Long term care comprises rest homesro3 and long stay hospital beds. The majority of long

term care is provided by small, private providers, although some CFIEs still provide long

stay geriatric beds. There are also a number of larger private providers which run chains of

rest homes and/or long stay hospitals. Some providers provide a range of servioes which,

in addition to rest home and long stay hospital care, may include other disability support

services such as home support, respite care and day care. Many providers have charitable

or religious affiliations, and most belong to one of the several umbrella organisations

which cater for these groups, According to Performance Monitoring and Review (undated,

p.78): "Residential care is perhaps the closest to a contestable market, with many small

competing providers and regions of oversupply." At the same time, there has been an

under-supply of home-based services for the elderly. The quasi-market therefore

commenced with a desire on the part of RHAs to control expenditure on long term care by

reducing the number of patients who are eligible for a subsidy, and to shift resources into

home-based care.

There was considerable delay in finalising contracts for long term care in all regions

and so, as in the case of GPs, payments to many providers continued under section 5l

notices. While most contracts had been signed within 18 months, in the southern region,

no eontracts had been signed for rest home services by the end ofthe second year ofthe

reforms (June 1995). Whether under section 5l notices or formal contracts, almost all

payments continue to be paid on a fee-for-service basis by patient day as they were prior to

the reforms.loa

Rest homes have traditionally been categorised into one of three "stagesn',

depending upon the dependency level of the clients for which they cater. RHA subsidies to

patients are then subject to an assessment of a client's need and dependency level, together

with an income and asset test. Two shifts occurred in this assessment process after 1993.

First, the assessment process was tightened by RHAs in response to the perceived over-

supply of beds. This in turn led to a shift upwards in the average dependency level and the

103. Rest homes provide a residence for elderly people who are unable to care for themselves in their own

homes but who do not need the firll time nursing care provided in a geriatric hospital.

104. One exception was a bulk funding contract with the northern RHA (Hunt, December 1994)
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cost of new residents in all three stages of rest homes. Second, in addition to the

compulsory assessment of subsidised patients, RHAs are required (under their funding

agreements with the Minister) to include in their contracts with rest homes a stipulation

that contractors must use their best endeavours to ensure that all privately paylng patients

are also assessed for need prior to acceptance by the home. The purpose of this is to avoid

a situation where a privately-paylng resident who runs out of funds can no longer afford to

remain in care because they are assessed as ineligible for an RHA subsidy on the grounds

of their low level of dependencY.

6.2 An empirical study of contractingtos' aims and method

6.2.1 Aims of the study

The general objective of this study was to utilise the TCE framework to examine in more

detail the types of contracts and the nature of contractual relations for different personal

health services in New Zealand. The study was undertaken in 1994195 during the second

round of contracting. Hence purchaser-provider relationships and the quasi-market were

still in the very early stages of development.

The specific aims of the studY were:

(a) to describe the type and nature of purchaser-provider negotiations and contracts

during the transition to a quasi-market;

(b) to compare and contrast the nature of purchaser-provider relationships across

different health services;

(c) to examine the nature of any transaction costs associated with contracting, and to

ascertain whether there are any obvious differences in the type or size of costs for

different health services;

(d) to describe any benefits ofcontracting as perceived by purchasers and providers;

e) to establish a baseline which may serve to identi$ any future shifts in

organis(ational form and/or governance of contracts.

105. This srudy was funded by a limited budget grant from the Health Research Council' The application'

which was peer-reviewed, was submined in February 1994'
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6.2.2 Methd

Four different types of health services were selected for inclusion in the study: rest homes,

primary health services, surgical services and mental health services. The selection of these

four services was based upon the profiling of four of the dimensions of transactions which,

according to the TCE framework, are likely to influence the cost of transactions between

purchasers and providers. These were asset specificity, uncertainty, frequency and

measurability. Table 6.1 shows the assumptions that were made about these dimensions in

respect oftransactions for each ofthe four selected services'

Table 6.1: Charactcristics of selected health services

DIMENSIONS OF TRANSACTIONS

TYPE OF
SERVICE

Asset
snecificitv Uncertainty Frequency

Problems of
mensurebilitv

Rest homes

Primary health
services

Surgical
services

Mental health
services

[,ow

Medium

Medium

High

low

Medium

Medium

Medium/
Hiah

OccasionaV
recurrent

OccasionaV
reculTent

OccasionaU
recurTent

Recurrent

Low

Medium

Medium

Hish

Asset specificity is assumed to be low for rest home services because as a general

rule, few of the inputs required (such as nursing and administration skills, furniture, and

the building itselfl cannot be readily deployed to some alternative use, The same argument

also applies to many of the assets required to produce primary health services. In this case,

however, there is likely to be a higher degree of specificity of human assets as doctors

build up a store of knowledge about the history, needs and preferences of their
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patients. The degree of asset specificity for primary health services is therefore described

as medium. Asset specificity is also assumed to be medium for surgical services because,

although these services require more specialised skills, facilities and equipment, it should

be possible to deploy some of these assets elsewhere without any loss in value' Mental

health services are similar to the extent that they require special skills and knowledge and

sometimes purpose-built facilities. Human capittil may also become transaction specific as

individual doctors acquire a knowledge and understanding of the needs of long-term

patients. The degree of asset specificity is therefore assumed to be high for mental health

services.

Uncertainty is relevant only to the extent that any unexpected events might occur

during the period of the contract and that these events have some significant effect on the

size or the nature of the exchange. This includes the impact of any major fluctuations in

demand, or of any changes in the price of inputs. In the case of rest homes, there appear to

be few, if any, obvious sources of uncertainty. However, it is aszumed that there is a

medium level of uncertainty for primary health and surgical services, and medium to high

level for mental health services. Medicine is by nature an uncertain science in which there

are numerous known alternatives for the preventio4 diagnosis and treatment of most

health problems. Even so, historical information on utilisation rates usually allows

fluctuations in service levels to be predicted within a known range. The degree of

uncertainty is assumed to be higher for mental health services because information systems

for these services have generally been very poor in New Zealand, and because treatment

patterns and their costs are culrently changing rapidly.

Frequency, in the context of health service contracts in New Zealand, refers to the

expected recurrence of transactions between purchasing agents and providers, not between

individual consumers and providers. Frequency of contract and continuity of care for

consumers may nevertheless be correlated if purchasers have an incentive to contract with

incumbent providers because a continuous relationship between doctor and patient is

expected to improve the quality of care. For one-offcontracts, frequency is low. However,

if a relationship is expected to be on-going, the frequency is described as occasional or

recurrent, even though the transaction itself may sometimes be managed through longer

term contracts which are renegotiated relatively infrequently. In this study, all contracts

between providers and purchasers are assumed to be either occasional or recurrent. This is

because even for rest homes, one would expect that there is potential for both parties to
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gain from some investment in, for example, quality improvement and audit procedures.

This may sometimes be achieved through occasional contracts. However, because rest

homes provide long term care for most patients, quality of care may be higher if individual

patients are able to reside in the same home for a reasonable length of time. Thus this

dimension of quality requires recurrent or ongoing contracts'

For primary health services and surgical services, transactions probably fall along a

continuum which includes both occasional and recurrent transactions. For example, spot

contracts for elective surgery may be let occasionally while transactions for acute surgery

are more likely to be recurrent. Transactions for mental health services are described as

recurrent because of the specialised nature of these seryices, and because, like rest homes,

continuity of the relationship between patient and provider over a sustained period is often

a key determinant of the quality of care.

Finally, it is assumed that there are relatively few problems associated with

measuring either the volume, quality or cost of rest home services. In the case of each of

the other three services, however, "the product" is somewhat harder to define. Even in the

case of a general practitioner consultation, the length, quality and cost of consultations

may vary considerably. While the development of DRGs has improved the measurement of

casemix for inpatient surgical services, accurate measurement of all of the dimensions of

the service remains elusive. Measurement of mental health services presents even greater

problems. Treatment often precedes any firm diagnosis so that categorisation of patients

into output (or outcome) groupings is often difficult. The quality of service also depends

crucially on the quality of the individual providers. Problems of measurement have

therefore been described as high for mental health services.

The primary data collection method was a series of semi-structured interviews with

purchasers and providers of these four health services. A flexible and adaptive interviewing

style was selected to allow for a detailed exploration of some of the factors which are

likely to influence the contracting process and organisational structures, and to encourage

the expression of individual opinions and experiences. This methodology, which is

sometimes used in the field of law and economics, extends the often limited domain of

applied economics and incorporates the perspectives of sociology, psychology and other
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behavioural sciences.r06 This was essential because the issues raised by TCE for the

emerging quasi-market fbr health services do not concern the question of institutional

choice and governance structure, since these dimensions were set by policy makers

through the separation of purchasers and providers and the subsequent legislation rather

than by the choice of transactors. Instead, the aims of the research relate primarily to the

questions of how institutions adapt and evolve, and to the behavioural and attitudinal

responses of purchasers and providers to the new institutional regime.

In this study, the sample of purchasers and providers was drawn from the

geographic regions covered by the northern and midland RHAs. The objective was to have

what has been called a "focused sample" (Hakim, 1987). Focused sampling is the selective

study of particular institutions or key informants on the basis that, because of their special

circumstances or experiences, they have the potential to offer especially illuminating

examples or viewpoints.

In the case of purchasers, the four people in each of the fwo RHAs who were

responsible for negotiating contracts for each of the four selected services were

approached to participate in the study. One (who negotiated contracts for mental health

services) was overseas for a prolonged period and so could not be interviewed, leaving a

total sample size of seven purchasers.

For providers, the sample selection process was different for each of the four

services. In the case of rest homes, a sample of rest home managers was selected from

directories of service providers. Because of limited resources for travelling, the

geographical area from which the sample could be drawn had to be confined to a region

within approximately three hours travelling time from Auckland, The most densely

populated parts of both regions fell within these boundaries. From the directories, every

20th rest home located within this region was approached to join the study, giving a

potential sample of 2l homes. Of these, eight declined, leaving a total sample size of 13

homes. The primary reason given for refusing to join the study was a feeling of

106. It is wortl noting that this interdisciplinary approach to the analysis of a topic which might be

regarded the domain of economics is by no means new. Indeed this approach was a feature of much of

Adam Smith's work in the eighteenth century. More recently, it has been sociologists, such as Mark

Granovetter and Harrison White at Harvard University, who have revisited the application of sociological

melhods to things economic (Mannion and Smith, 1997).
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wlnerability and threat of loss of contract. Timing was an important factor here as

contract negotiations had been unexpectedly prolonged and had not been finalised at the

time the managers were approached to join the study. Two of the eight who declined

indicated that they would be willing to be interviewed at a later date. Two interviews were

also conducted with rest home associations which act as umbrella groups and which

negotiate on behalf of some homes.

In the case of providers of primary health services, most independent general

practitioners continued receiving payments under Section 5l of the Health and Disability

Services Act during the first two years of the reformed system and so did not negotiate

contracts with purohasers. The selection of primary health service providers was therefore

drawn from a group of community-based primary care practices which cater specifically

for lower income groups. Most of these practices provided a range of primary health and

health promotion services, including general practitioner consultations. All of these

practices were non-profit organisations which had chosen to be paid by capitation rather

than by fee-for-service. The eight practices in this group that were located within the three

hour travel radius of Auckland were invited to participate in the study. All eight accepted.

A representative from an umbrella group was also included in the sample.

CIIEs are the main providers of both surgical services and mental health services.

The two relevant service managers from nine CF{Es located within the two regions were

invited to participate. Ail nine accepted. However, in the event it was not possible to

arrange a suitable time to interview one of the mental health managers. This provided a

sample of providers from the CFIEs of nine managers of surgical services and eight of

mental health services. In the case of surgical services, four private providers who had

either won, or hoped to win contracts, were also approached to join the study. Only one

declined: this was because their contract negotiations had been acrimonious and the

possibility of a law suit was pending. Two additional interviewees were included on the

basis that the people invotved had special insights into the contracting process. One was a

CHE hospital manager, the other a private consultant who had been involved in contract

negotiations for surgical services on behalf of an RHA.

This provided a total sample size of 53 interviewees. 46 providers and 7 purchasers

(Table 6.2).
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TYPE OF
SERVICES

PROVIDERS
PURCHASERS TOTALService

manf,sers
Umbrella
prouDs

Unsuccessful
bidders

Rest homes l3 2 L l 7

Primarv health 8 I ", n

SureicEl l 0 2 2 2 l 6

Mental health 8 I 9

TOTAL 39 5 ", 7 53

Table 6.2: The sample of interriewees

Potential interviewees were approached initially by letter setting out the aims and

methodology of the study. Before commencing the interview, participants were provided

with an information sheet with further details about the study and asked to sign a consent

form. All interviewees were provided with a confidentiality agreement signed by the

interviewer (myself). The duration of the majority of interviews was between 45 minutes

and one hour.

The interviews commenced with a warm-up phase in which respondents were

asked to describe the scale and scope of their service, and to outline their role in contract

negotiations. Issues discussed in the main body of the interview were grouped under three

main topics: the perceived nature of the relationship with the other party; type of contract;

and the contracting process. For the first two of these topic areas, questions were designed

to tease out those dimensions of contracts and contractual relations whictg according to

TCE, might be expected to differ across the four services, given the assumed differences in

their characteristics. The approach taken by Hillman and Christianson (1984) was used to

establish a framework for the third topic area (i.e. the contracting process), Questions

included resource requirements, problems arising during the contracting process, and the

main advantages and disadvantages of contracting for their particular service. An outline

of the interviews is given in Appendix 2.

The interviews were recorded, transcribed, and checked before being analysed with

the assistance of Non-numerical Unstructured Data Indexing Searching and Theorizing
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(I\IUD*IST) computer software. This software package is designed to aid qualitative

analysis by organising and categorising unstructured data through the use of keywords.

Information provided by the interviews was supplemented by data and information

from a wide range of others sources. This included published material, especially Ministry

ofHealth publications; official documents such as annual reports, statements of intent, and

purchase plans; unpublished documentation supplied (usually on a confidential basis) by

interviewees such as letters and the minutes of meetings; information leaflets promulgated

by purchasers and providers; relevant items from newspapers, radio and TV; press releases

and other documents released by the government and opposition political parties; and

reports of any monitoring groups, especially the Ministry of Health and the Crown

Companies Monitoring and Advisory Unit. Where possible, copies of the contracts were

obtained, although these usually excluded any confidential informatior\ including prices.

6.3 Characteristics of the four selected serices

The assumptions that were made about each of the four services in respect of asset

specificity, uncertainty, frequency and measurability were discussed above (and

summarised in Table 6.1). Because of the complexity of some of these characteristics

from a TCE perspective, it was neither possible nor appropriate to ask respondents to

comment directly on the validity of these assumptions in respect of their particular service.

Even so, some respondents did make a number of comments which contribute to our

understanding ofthe relevance of some of these characteristics. Because this research took

place soon after contracting for services was introduced, it was too soon to assess the

frequency of transactions from an empirical perspective. The question of frequency is

therefore not discussed further here.

6.3.1 Asset specifcity

Most investments in assets, including specific assets, were already in place in 1993 when

contracting between purchasers and providers was introduced. This puts those providers

who are unable to redeploy existing assets to an altemative use elsewhere in a weak

bargaining position. The question of bargaining power and other aspects of purchaser-

provider relationships are discussed in the next chapter. An alternative test for the degree
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of specificity of assets is the willingness of providers to invest in an asset in the absence of

any agreed contract with the purchaser. Thus the focus here is on new investments rather

than on existing assets.

Of the 46 providers in the study, only two were considering major new investments

in the near future. These were in a primary care clinic and in an acute mental health facility.

In the case of the primary care clinic, the service manager was asked whether there was

any concern about investing in a new building in the absence of any commitment by the

RHA to purchase the service. The reply was:

Not really. Because the thing is that if we get the transitional funding, we are able
to purchase. At least we have an asset. You can go to the bank and say we'd like
an overdraft or something. So you have something you can do something on.
(Manager, primary health services)1o7

The clear implication is that this asset does not have a high degree of specificity: the

building has a value of its own, regardless of the use to which it is put. Alternative uses

might include, for example, general office space as well as the provision of other types of

health services.

The new investment in an acute mental health facility was discussed in section 4.4.

In this particular case, the purchaser and provider had agreed to a contract which provided

that the purchaser would purchase acsess to the new facility as a pre-condition to the

provider setting up the facility. For the purchaser, this longer term contract would

guarantee continuity of supply and reduce the price because it would have reduced the

provider's level of investment risk.l08 For the provider, a longer term contract would

provide a guaranteed revenue stream and facilitate service planning. However as noted

previously, the Commerce Commission ruled that the contract contravened the principles

of the Commerce Act. The service manager concerned pointed out the importance of

distinguishing between investing in a high cost, purpose-built facility, and providing the

service:

107. The identities of all respondents, together with the identities of any parties to whom they referred in

the intewiews, have been concealed to preserve confidentiality.

108. The price would also be lorver than otherwise if the alternative was for the purchaser to obtain the

equivalent services from a larger number of smaller providers and there are economise of scale or scop€

involved
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What happened was we had two contracts: one was a ten year contract for the
building and this was where we had a problem with the lack of understanding that
you don't invest all that money in a building without a retum on your investnent.
So that's a ten year agre€ment. He [the board chairman] was obviously not going
to sign off on that unless the revenues for the building were right. (Manager,
mental health services)

In an attempt to identiff the possible impact of the Commerce Commission decision on

future investments, I asked the purchaser of mental health services whether the decision to

allow a maximum duration of a five year contract term for the building might discourage

other providers from investing in similar high-cost, specific assets in the future.

I think it's very rare oneoff event. I mean what we were saying is that any price
that y'ou pay, it could have establishment and capital developed. What is different
with this because it is so big and one-off. It actually got pulled out, isolated and a
separate agreement around it because it is so big. But it's implicit in any service
price........ So we think because it's a one-ofl and may never come up in that form
again, it's not too much of a deal. (Purchaser, mental health services)

Although only two services have been discussed here in relation to asset-

specificity, the comments of interviewees generally support the assumption that the assets

required for the provision of mental health services are probably more specialised than

those required for primary health services. Therefore, for these two services at least, their

relative positions in Table 6.1 appear to be correct. It may be, however, that, if contracts

for facilities are negotiated separately from contracts for the services provided from within

those facilities, the degree of asset-specificity has been over-stated both in this study and in

the earlier works discussed in section 2.4.3. Thus in Table 6.1, asset-specificity may be

further towards the lower end of the spectrum for all four services. On the other hand, as

noted in section 4.2.3, in the context of a monopsony purchaseq any assets (especially

skilled human resources and capital equipment) which could otherwise only be usefully

redeployed to an alternative transaction within the health sector effectively beoome

transaction'specific. This is certainly likely to be the case for mental health and surgical

services, and probably also for some of the assets that are required for the provision of

primary health services.
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6.3.2 Uncertainty

As was the case for asset specificity, the level of uncertainty was assumed to be lowest for

rest homes and highest for mental health services with primary health and surgical services

falling somewhere in between. These assumptions were generally borne out by the

comments of interviewees.

In rest homes, managers expressed concern over their exposure to uncertainty

during the contract term with respect to both the number and dependency levels of clients.

However this seemed to reflect the uncertainty surrounding the impact of the shift in the

method of assessing new patients rather than of any inherent characteristic of the service.

The concern of rest home managers was that the new assessment process was creating an

entry barrier to prospective clients. It also effectively allows RHAs to control, albeit

indirectly, the numbers of people that are eligible for rest home beds because the RHAs are

also responsible for purchasing the assessment programme. Thus, placements in the homes

had become very uncertain in this new environment. There is however no reason to assume

that either the utilisation rates of rest homes or the average dependency level of clients

would fluctuate significantly in the longer term. Moreover, while the viability of each rest

home is dependent on some minimum number of clients, volumes ar€ not specified in the

contracts because payments are made on a price-per-client-day basis. Therefore, variations

in the level of demand should probably be regarded more of a normal business risk than a

contractual risk.

The managers of primary care clinics identified two potential sources of

uncertainty. First, there was a risk of a sudden upsurge in demand due to factors such as

an epidemic or the introduction of a new drug. This was perceived to be especially

problematic by the smaller clinics because under a capitated budget, the smaller the

population covered, the greater the financial risk from variations in utilisation rates. For

those clinics holding budgets for pharmaceuticals, a second source of uncertainty stems

from the impact of shifts in the exchange rates on pharmaceutical prices. However

purchasers and providers had negotiated (or were in the process of negotiating) risk

sharing ilrangements within the contracts to cover both of these eventualities. Thus while

it is valid to assume that there is a degree of uncertainty associated with the exchange of

primary care services, the problem is not usually compounded by bounded rationality on
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the part of purchasers and providers. In these circumstances it should be possible to design

relatively complete contracts by specifring the type of adaptions that would take place in

the event ofthese contingencies.

For surgical services, interviewees identified sources of uncertainty with respect to

both the price and volume of services. Many providers, especially the CfIEs, did not,

initially at least, have adequate information about the costs of services to make accurate

estimates of either average or marginal costs of casemix-adjusted episodes of care. Some

providers commented on the rapid improvements that were being made on their

information systems, but problems remained in a number of areas especially in estimating

capital costs and the costs of support services such as radiology and pharmacy.

Estimating costs and setting prices can be especially problematic for any new

providers who may wish to enter the market. Most of these providers are private hospitals

or groups of consultants who cater primarily for privately-funded patients. Therefore these

providers do not have any historical records of the costs and risk-profiles of publicly-

funded patients:

I had trid and tried to gpt more information out from them [the RHA] about the
history of the sort of patients we were talking about, not the individual patients,
but these were going to be patients off the public waiting list. And I said I need
data from [the CFIE s] past years and they said it wasn't relevant and came up with
all these ridiculous reasons as to why it wasnt relevant and at the end of the day, I
finally got them about six months after I asked for them initially and they came
way past when we'd been already putting in bids. I was using information from
Scotland in order to base our price and risk on. I couldnt get information from [the
Crfrl. And I can't ask our clinicians to get it for me because that would create a
conflict of interest for them. (Manager, private hospital)

A second problem reported by the surgical managers was that the historical

patterns of treatment upon which their cost data are based are changing rapidly in many

areas of surgery. Trends include a reduction in length of stay, an increase in day surgery

and the introduction of new technology and drugs. While these innovations involve both

positive and negative impacts on the costs of treatment, there appears to be no reason to

assume that one will offset the other so that average costs remain unchanged over the

contract term. There is also no reason to assume that past trends, such as the rate in the

shift towards day surgery, can be extrapolated into the future.

A third source of uncertainty in relation to the costs of surgery was the possibility

of a shift in casemix. Interviewees reported that the percentage of acute admissions was
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increasing, quite rapidly in some hospitals. This pushes up average costs because acute

cases tend to be more costly than elective cases due to their higher rate of complications.

As far as the volume of surgical services is concerned, interviewees felt that there

were two main considerations with respect to uncertainty. The first concerned the base-

line estimates of volume upon which budgets were based, while the second concerned the

potential for demand blow-outs. Both of these concerns relate to the fact that all of the

contracts for surgical services were capped, regardless of whether or not the volume of

service was specified in the contract.

With the exception of a small number of spot contracts for selected surgical

services, expected volumes and/or budgets were based largely upon historical data,

together with any relevant information from, for example, technological and demographic

shifts or service priorities set out in the RHA funding agreements. One manager pointed

out that, where both acute and elective services are provided, elective services can act as a

buffer against any unexpected fluctuations in acute admissions. In these circumstances,

providing a volume of services that is close to contracted volumes is simply a matter of

managing resources on a day to day basis:

Even though 80%o [of our admissions] is acute in orthopaedics, we have history,
we had five years, ten years that would tell us some trends. Now on a daily basis,
the variations are huge.....l know today there's hardly an empty bed here. But
overall, the history and trends would say that there is 80%o acutes so we organise
our work around that. Now if there arg no acutes this week, we'll be probably be
able to do more electives. Depending on where we are going each month on our

[contracted] outputs.... If you have a contract for a year and you've got some
history and you've got 12 months and you seasonalise your outputs and you
manipulate your flows through electives and acutes, you should hit it on the
button. (Manager, surgical services)

Other providers were less confident about the reliabitity of historical data for

predicting future trends, especially in an environment where the numbers of acute

admissions are rising but the purchaser still wishes to retain the number of elective

procedures:

We have to rely on historical data to make sure the agreements that we make with

[the RHA] are large enough to cover the increasing acute demand and still provide
some sort of elective service until we know what our acute demand is. Although
there is historical data that we can work with, it's real hit and miss stuff still.
(Manager, surgical services)

In theory, it should still be possible for purchasers and providers to negotiate some

means of accommodating variations in demand, such as through some type of stop loss
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arrangements or by renegotiating volumes during the contract term. One provider reported

that, in their particular case:

There has been quite a bit of capacrty to renegotiate, like right at the tleginning
recognising that we had extra numbers that we could do, and we would renegotiate
that there. (Man4ger, surgical services)

However, according to most respondents, negotiations around higher-than-expected levels

of demand had proved difficult because:

All of the risk is with ttre provider. On paper it would be very easy for the RFIA to
write a specification, for us to put a price in for it, and for the RHA to shift the
service in some sort of managed way. But with the RFIAs.......... they won't go with
a risk-limited approach, or one that is reasonable in our view. (Manager, surgical
services)

Others felt the failure to address the question of risk-sharing was the fault of the providers:

I think to be honest, the position to date, is that the CHEs have been prepared and
willing to do the work that turns up at the front door. (Manager, surgical services)

These responses seem to indicate that for surgical services, as in the case of

primary health services, many of the reported problems of uncertainty, particularly those

associated with volumes, are not cornpounded by the presence of bounded rationality.

Many of these initial difficulties probably reflect the immaturity of the contracting proc€ss

and the nature of purchaser-provider relationships rather than any inherent problems

associated with contracting for surgical services. While there are clearly more potential

sources of uncertainty than in the cases of rest homes or primary health services, the

expectation is that over time, contracts will include anangements which reduce many of

the risks to purchasers or providers which may stem from these uncertainties.

Interviewees from mental health services indicated that these services share many

of the same sources of uncertainty as surgical services. However, the assumption that the

degree of uncertainty is somewhat greater for mental health services does seem to be

borne out by their responses. One reason lor this is the dififculty of measuring and costing

services, especially when any historical information is incomplete or imperfect:

ln relation to all the outputs that they do require..... the information systems in

health are not that good and in mental health they are appalling. Absolutely

appalling. And t haven't got in many cases historical information, so therefore it

becomes difficult to project actuals. (Manager, mental health services)
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Other reasons given for a relatively high degree of uncertainty in mental health

services were the rapidity with which mental health treatment patterns are changing (for

example, the use of new and expensive drugs, and the shift from institutional to

community care), and the absence of elective cases to act as a buffer against any

fluctuations in acute services. Several providers also commented on the difEculty of

managing variations in demand, given the specialised nature of the services and the need to

maintain a core of people on permanent contracts. One interviewee also indicated the

presence ofbehavioural uncertainty on the part ofthe purchaser:

We employ people on permanent contracts and we really bear the risk. Because
the RF{A could turn around tomorrow and say we decided that we want all the
acute inpatient care centralised in [another CFIE] and we are going to give them the
contract. And then wc are up for redundancy costs, but it's just blind faith that
they won't do that. (Manager, mental health services)

In summary, while there are elements of uncertainty associated with contracting for

all four of the selected services, the degree of uncertainty does seem to fall along a

continuum from low for rest homes through to relatively high for mental health services. [n

all cases it seems likely that, as the market matures, contracts will be developed which

identify some of these contingencies and which spell out an adaption process. But this will

not be without additional costs, especially where that adaption process involves some

renegotiation between the two parties during the contract term.

6.3-3 Measurability

In section 2.4.5 it was suggested that problems of measurement may involve definition of

"the product" and measurement of the volume of output, development of appropriate

measures of quality, or estimation of the costs of production. All of these points,

particularly issues surrounding the measurement and monitoring of quality of the four

selected services, are discussed in more detail at various points in the following chapters.

This section provides a brief overview of the main measurement problems that emerged

from the interviews. The focus here is on the question of product definition and the

measurement of service volumes.

In the case of rest homes, "the product" can be defined by a description of the

services to be provided to residents. This may include hotel and hospitality services,

medical and nursing services, and possibly also entertainment and other social services.
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While some respondents reported that the description of services in their contracts lacked

detail, no significant problems were reported by either purchasers or providers in respect

of this definition and measurement of the service. Some providers did, however, express

concern about the fact that the dependency level of patients and their service needs can

vary quite significantly. Under the current system it is the rest homes, rather than the

patients within thenu which are classified according to the type of services provided. A

price per patient day is then set according to the category of the rest home. Several

providers argued that this is a very crude way of measuring the type of services provided'

payment according to the dependency level of each patient would allow a better matching

between costs and revenue. This would, however, also increase the costs of contracting'

The quality of services provided in rest homes involves a number of dimensions'

These include aspects of client safety and satisfaction, the availability of facilities and

services, and the general ambience of the home. While several interviewees were critical of

some aspects of the particular quality measures that had been used to date, most were of

the opinion that, where necessary, it should be possible to develop more meaningful

measures of quality over time. In the light of these comments it may be concluded that any

problems of measurement are indeed relatively low for rest homes as was originally

assumed.

In the case of primary health services, the question of what constitutes "a service"

was the topic of some debate between purchasers and providers. For example, should a

telephone consultation be counted as a service? While purchasers and providers often

disagreed as to what should and what should not be included in a service, few respondents

reported difficulties in measuring the services to be provided, once the boundaries had

been defined. However, because payments to all of the practices included in this study

were based upon the number of registered patients, measurement of the service also

involves the question of when a person should or should not be included on the register.

Because many people do not visit the doctor regularly, it is difficult to assess precisely

when aperson should no longerbe counted as a registered client of that particular practice

or clinic. Under the existing contracts, purchasers required any patients who had not

attended the practice for a period of two years to be removed from the patient register.

Providers argued that this effectively excludes the low risk people and upsets the balance

of patients upon which their capitation rates are based:

t73



If they want to play capitation, then they have to play capitation, At the moment,
everybody on the register has to be seen every two years. And yet, so many
adults... I mean I can think of large periods of my life when I never saw a doctor.
Yet my medical records would be with my doctor. It's just that I never saw my
doctor. And I guess the issue is the swings and the roundabouts, that would even
that out. (Manager, primar)'health services)

In one case, the problem was exacerbated when the RHA conducted a survey to check

patient registration:

They [the RHAI conducted a survey (which I thought was terribly flawed) of a
random 500 people on our register and the worst component as far as the RHA
was concerned was hello, riog, ting, who is your doctor and 25% of the people
didn't identiS us. (Manager, primary health services)

The interviewee felt that such an approach was an inappropriate way of checking the

numbers of registered patients because many people do not know the name of their doctor.

This may be especially relevant where patient responsibilities are shared by several doctors

within a group practice. Providers also expressed concerns that, in spite of being capitated,

the focus of purchasers remained on utilisation rates.loe Hewsyer consultation rates of GPs

and practice nurses were regarded by providers as crude measures of performance because

they fail to take into account the length or nature of a consultatiorl or other dimensions of

the quality of a service.

For surgical services, both purchasers and providers agreed that developments of

DRGs, along with improvements in information systems, had significantly improved the

measurement of both the quantity and quality of surgical outputs.

Surgical services are much easier [than mental health services] because they are
more quantifiable. It's possible to count number of operations, it's possible to look
at average length of stay, it's possible to benchmark internationally, as long as you
know what you are comparing is similar. The episodes of care should have some
relative similarities. (Manager, surgical services)

However, developments in information systems which enable the more accurate

measurement of surgical outputs also involve additional costs:

And so it's becoming more easy as the information and as the systerns supporting
us are getting more robust and becoming - I am not saying simple - but it's not as
difficult, but there's a lot of cost and time involved with that process. (Manager,
surgical services)

109. The reason for this seemed to be a concorn on the part of purchasen about the scope for oppornrnism.

This point is discussed in the next chapter.
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Accurate measurement also requires the constant updating of these information

systems and of the coding practices of those inputting the data:

The other problem I think is that the move to the casemix and case-wetgbted
discharge has been quite a complex one organisationally to implement..... We did
quite well initially because we had implemented a system that allowed us to track
our discharges and things very carefully. But it was based on the old DRG system
and we now have the new AN-DRG [Australian National DRG] system and we
have only just got our ones in place and we already have had to agree the volume
as part of the contracting process. We said all over the place when we had our
system up and running we reserved the right to review these or come back to you
because we are basing these on your [the RHA5I projections and on your
implernentation of the AI.I-DRGs and they don't map easily from the old syst€rn.
(Manager, surglcal services)

As far as quality measures are concerned, dimensions of quality of surgical services

which focus on patient outcomes and which can be measured fairly readily include rates of

mortality, infections and readmissions as wellas surveys of consumer satisfaction. Even so,

both purchasers and providers were generally of the opinion that problems of measurement

still remain for surgical services:

The other thing [problem] is the perception on the part of people who are new to
the health service that surgical services and medical services :ue very easy to
measure and should be sorted out quickly. Just get it sorted out by 20 of
this, l0 of that, and add it up..... But I think this is a complete misunderstanding
of the complexity, of safety and of risk issues, (Purchaser, surgical services)

Finally, the assumption that mental health services involve the highest degree of

difficulty in measurement was strongly supported by the responses of both purchasers and

providers. As one provider put is, "The way they count things from surgery, like DRGs,

mental health does not fit". One reason for this is that these measures are generally

classified according to the discharge diagnosis of the patient, but as one provider pointed

out:

You often dont have a discharge diagnosis because you might, for example, have
somebody who is like a worried-well person that comes through, so until they are
discharged off your books, then maybe you car rryrap a diagnosis around them.
Often when you have introduced medication sometimes it takes three weeks, six
weeks, three months to kick in before you can say yeh that's fine, that medicates
those symptoms and yes, I have some provisional diagnosis. (Manager, mental
health services)
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Even activity levels are difficult to define and measure:

Mental health is a really difficult area to measure.......... because it's a labour
intensive area" but inputs are only a head count. There is no indication of quality
wrapped around inputs. And they are a futile measure. It doesn't say what they
are doing at all. Even outputs only measure a package of events. There are very
unclear definitions still in the area of mental health. I meant, what is a crisis call?
What is a continuing care contact? What is a contact? Face to face contact?
Telephone contact? .......There are very unclear expectations from the purchaser as
to what they should be wrapping around the framework document or a purchasing
contract that deals with volumes. Because again the volumes are meaningless. I
mean you cant contract for 80 manic depressives. There are probably about five
different definitions about what a manic depressive is. If you talk to five different
psychiatrists mayh or psychologists, they would all find different ways of treating
or way of approaching it. (Manager, mental health services)

Interestingly, many providers were of the opinion that, while current measures of

mental health services are poor, it should be possible to produce definitions which reflect

the real quantity and quality of the service:

We are hoping to be proactive as providers and go to the RHAs and say as CFIEs
this is what we feel would be something you could purchase,......We believe that by
doing a lot more work on the ICD classifications for mental health we can build up
an average scenario for an acute schizophrenic for example And therefore we
must have the ability if we can define it to price it. And although there may be a
bigger variance than there would be in surgery, w€ believe it could be done.
(Manager, mental health services)

We have argued, quite strongly, that there is a need to develop outcome
measures..... And outcome is saying that that intervention has had a positive effect
for that person,........ Certainly we do need to keep track of what our volumes,
what our numbers are coming through. But we just do not have any control over
that. It's a totally acute service. What we want to look at is how we can start
wrapping into some ouputs, outcome measures for clients, or for our patients, that
says that our intervention has been meaningful for them.............We are going to
do some research now and follow and monitor the number of interventions we had
with that group of people prior to them going on to a drug itt consequence of them
coming off. So those are the sorts of things. A lot of it will possibly be more
reliance on longitudinal studies. I think there is a really strong role for research to
play in mental health in sorting out those issues surrounding outcome mqsures.
(Manager, mental health services)

It may be concluded that problems of measurement of mental health services are

somewhat more complex than in the other three services. While some of the current

problems may be overcome in time, the last cornment above concerning the need for

research, including a retiance on longitudinal studies, suggests that any improvements in

the measurement of mental heatth services are likely to involve significant and ongoing

costs. This in turn provides support for the general hypothesis of TCE with respect to
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6.4

problems of measurement. That is, the greater the complexity of measurement, the greater

the cost of designing, negotiating and monitoring contracts which speci$ outputs in both

quantitative and qualitative terms.

Conclusion

The assumptions that were made in Table 6.2 about asset specificity, uncertainty and

problems of measurement for each of the four services all appear to be supported by the

cornments made by interviewees. While the degree of uncertainty and measurability may

reduce over time as more information becomes available and as the market matures, the

relative positions of the four services are likely to remain the same'

One point to keep in mind here is that the purchasing and providing functions were

already split between the Department of Health and individual providers prior to the

introduction of the quasi-market in the case of both rest homes and primary health

services. This may have given these two services some advantage in terms of the

development of service specifications and therefore in any progress towards reducing the

degree of uncertainty and problems of measurement. On the other hand, these providers

did not have explicit service contracts with the department, and, in the case of primary

health services especially, little information was available about either the range or amount

of services being provided. Accordingly, any service specifications that did exist remained

poorly defined prior to 1993.

A second point to note is that the same assumptions were made about each of the

four characteristics for both primary health services and surgical services. In other words,

no judgement was made as to which of these services is likely to have the higher degree of

asset specificity, uncertainty or problems of measurement or the greater frequency of

transactions. The responses reported here seem to indicate that, while surgical services

probably have a higher degree of uncertainty than primary care services, the reverse may

be true in respect of difficulty of measurement, However, no further comments can be

made about the relative positions of the two services in respect of either asset specificity or

frequency. The only tentative conclusion that might be drawn therefore is that, while both

of these two services probably rank somewhere between rest homes and mental health

services as indicated in Table 6.2, their relative positions to each other may be different for

different charact eristics.
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In the light of these differences in the characteristics of the four different health

services, one would expect that contractual arrangements and relationships, and any costs

associated with contracting will be quite different for each of the four services. The next

two chapters explore these, and other, issues in more detail.
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-7 -

CONTRACTSAND

CONTRACTUAL RELATIONSHIPS

This chapter, and Chapter 8, report and analyse some of the findings of the study described

in the previous chapter. The objective here is to examine whether contracts and

contractual relationships are influenced by the characteristics of a service as TCE suggests-

The first four sections of the chapter examine, for each of the four services in turrq the

contracting process and details of the oontracts. As far as the contracting process is

concerned, the focus is on the style of contracting practices and the extent to which RHAS

have opened up the market for each service to alternative providers through the use of

contestable purchasing strategies.rro The details of the contracts are then examined

including the type of contract, the specification of services, the measurement of quality,

monitoring procedures and contract duration. While the TCE framework suggests that the

mechanisms for resolving disputes may also differ for different types of services, dispute

procedures are not discussed here since these are common to all purchaser-provider

contracts following government guidelines. I I I

Section 5 describes the nature of purchaser-provider relationships and considers

whether there were any differences in the nature of these relationships for the four

categories of service. The chapter concludes with a discussion of how these experiences

relate to the theoretical framework of TCE and the alternative models of contract.

I t0. Thmughout this chapter the term "contestable purchasing" and phrases zuch as *the service was

made contestable" or "there was contestability" are used to refer to the opening up of funds to alternative

providers by purchasers. While this diverges from Baumol's original application of the term "contestable",

this alternative use has become common practice amongst health services purchasers and providers.

I I l. These guidelines were summarised in section 4.4.
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In reading the information presented in this chapter and the next it is important to

keep in mind that the analysis represents the contracts and contractual relationships that

prevailed in the early phases of the transition to a quasi-market. Whenever possible, some

comment is made if the results reported from the study might for any reason be expected

to change over time as the market matures.

7.1 Rest Homes

7.1.1 The contracting process

Of the four services in this study, the contracting process for rest homes was the simplest

and most formal. Most communication took place at arms length via the umbrella groups

or through letters and surveys. In many cases, there was little or no negotiation between

the two parties: providers simply signed a generic contract that had been drawn up by the

RHA. There was, however, a marked difference in the contracting style adopted by the

two RHAs. While the northern region pursued a rather aggressive, prescriptive style of

contracting, the midland RHA took a more consultative and personal approach.

In the first year, the northern RHA issued requests for proposals (RFPs) requesting

information from each rest home about the accommodation, support and rehabilitation

services available; a range of specified quality indicators; information on clients, stafi,

finances and insurance cover; and the price sought per client per week. The aim of this

process was to establish a baseline measure of the services provided by each home. In the

following year, a "request for quote" document was issued along with a generic contract

that had been "negotiated and agreed" with the three umbrella associations which

represent rest homes (North Health, undated). The document also set out a range of prices

that the RHA would be willing to pay for each category of home, with prices within each

category to be commensurate with a quality score allocated to each home from a recent

audit. Only those homes which had been formally accredited were eligible for the highest

price per client day. Several respondents complained that the price band was too narrow

(around $4.00 per day) to reflect the range in quality and associated costs.

The document included (in a postscript!) a note outlining the procedure to be

followed if anybody wished to quote a price outside of the price range or above the price

allocated for their quality score. Even so, some providers were of the opinion that neither
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the RFPs nor the tender process provided any room for negotiation on either the terms of

the contract or the price:

They began by saying we'll negotiate a contract - well no more negotiation than
fly! They prescribed everything, and srgn it or leave it. (Rest home umbrella
group).

and

You've got no way of explaining why you want a higher price and it's no use
anyway, because even in the tendering process it's fixed. (Rest home manager)

The northern RHA did not use the quality scores to select out a limited number of

preferred providers, at least in the early contracting rounds. Rather the intention seems to

have been to encourage quality improvement and secure value for money by matching

prices to quality. The effect, however, was to create widespread dissatisfaction among

providers, many of whom felt that the tools that had been used for assessing quality (and

therefore for setting the price) were crude and inadequate. While higher quality (and

presumably higher cost) providers felt that the prices offered were inadequate, there was

some evidence of cost-padding - a form of opportunistic behaviour - on the part of some

lower cost providers. As one respondent noted:

.........the RIIA issues enormous invitations to quote, full of the most fashionable
jargon and in the pretence that we are competing suppliers and the process of
tendering is going to reduce costs. Well it doesn't. What it does as far as I ca,n see,
is put them up because everybody is busily tendering the highest price they can
think of, not the lowest. (Rest home manager)

In the longer term, if any price differential does not accurately reflect differences in quality,

the quality of service is likely to decline, either because higher quality providers are driven

out of the market, or because the quality of their service declines as they strive to reduce

costs in order to win contracts.

The midland RHA took a more personal and more flexible approach to contracting

for rest home services. Before the first round of contracting it issued requests for

information. These were in a structured format which called for an outline of what services

were involved, stafEng numbers and a clear indication of what they as a provider perceived

their role to be in the community Agaiq this was intended to be more of a stock take than

an attempt to select out prefered providers. Representatives from the RHA also met with

the umbrella groups to discuss both the content of the contracts as well as any new service

initiatives (Performance Monitoring and Review, undated). This was followed by visits to
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all ofthe rest homes in the region to discuss elements of the contract and negotiate a price.

While this was a costly process, the purchaser was of the opinion that it was invaluable for

establishing a rapport with providers and for providing them with a sense of empowerment

within the contracting process. The process also offered providers an oppornrnity to

negotiate a price which reflected the quality of their service and the costs of service

provision in their particular area.

7.1.2 Rest home contracts

All except one of the rest home contracts were fee-for-service contracts in which the fee

was paid per client-day. The one exception was a large organisation whose funding

covered both rest home and long stay hospital services. This contract was a combination of

fee-for-service and bulk funding. The contracts included fairly clear definitions of the term

"client" (i.e. who is eligible for the subsidy) as well as the term "day" (i.e. the period when

a client will be counted as a resident of a home.) Even so, there was some disagreement

about the dates at which a client's subsidy should cornmence or terminate. Some providers

in the northern region dso complained that the prices set by the RHA did not adequately

reflect variations in dependency levels of their clients. This was because the price range

was based upon the service level of the home rather than upon the dependency level of

clients, and in some homes the dependency level of residents was higher than in others

rated at the same level (see section 6.3.3).

The range of services to be supplied or made available to clients was set out in

some detail. These included accommodation and meals, transport, access to health and

support services, and social and recreational activities. The level of detail was considerably

gleater in the contracts of one region than the other. However even in the more detailed

contracts, the use of words such as "reasonable" and "sufficient" meant that the service

specifications were open to some degree of interpretation. Even so, the contracts in both

regions appeared to be relatively complete in the sense that rest home managers did not

feel they were exposed to any risks not spelled out in the contract.

Many aspects of the quality of rest home services are covered by the licensing

regulations which specifr minimum standards of service. These cover a wide range of

measures including staff ratios, fire protection, and standards of equipment and facilities.

Even so, a range of quality measures were also built into the corrtracts. In the midland
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region, these measures were initially very broad and were concerned primarily with the

general maintenance of "appropriate standards". However, all rest homes contracting with

the midland RHA were also required to develop a comprehensive quality improvement

plan along with some appropriate service-orientated goals. The RFIA then contracted an

independent agent to do some random monitoring of those plans. In the second year, these

plans were incorporated into the contracts. New monitoring arrangements were also being

developed:

I am not comfortable with what had been ananged. That was that they [the rest
homes] could all be expected to be monitored once in every three years, because I
believe those who had be,en drawn out of the hat in the first three months, can sit
back on their laurels. So when we meet again with the umbrella groups we will
start talking again about ways and means of cranking up ttre criteria for monitoring
and being just a bit more firm in our approach there. But at least we need to get it
started and get buy in and ownership for quality improvement plans by the staff
and owners. [Purchaser, rest home services]

The approach taken by the northern RHA was somewhat more prescriptive. The

contracts themselves included a number of quite specific perfbrmance indicators such as

client satisfaction and complaints procedures, the monitoring and reporting of any

accidents, and staff training prograrnmes. In addition, a quality audit was undertaken

during the first year of all homes except those which had been formally accredited by a

recognised body. Each home was then sent an evaluation report and advised where

improvements needed to be made. Although this audit was carried out by an independent

group, some rest home managers complained that it was an unfair process because those

audited later in the year were able to learn from the experiences of the earlier audits. Prior

to the second contracting round, the RHA provided all rest homes with the quality

measurement criteria that they intended to use for setting prices, including the weightings

that would be applied for each dimension of quality.

Almost all rest home contracts were initially for a period of one year although one

large home had negotiated a five-year contract. A few homes had shorter contracts which

would be extended subject to certain quality improvements. In the second contracting

round, one of the RHAs extended its rest home contracts to two year terms.
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7.2 Primara health seruices

7.2.1 The contracting process

In comparison with the contracting process for rest homes, negotiations over contracts for

primary health services were more prolonged and almost always involved some face-to-

face contact as well as communication by telephone and post.

For basic medical services, both RHAs simply contracted with incumbent

providers. RFPs were issued only for the provision of special services (especially new

services) such as various youth health and drug abuse prograrnmes. As mentioned in

Chapter 6, there was sometimes considerable disagreement about some aspects of the

contracts for basic medical services. These included the definition of a "registered patient",

what constitutes "a service", ild the formula for setting the level of the capitation

payment. This resulted in considerable delays in signing some of the contracts and rollover

contracts or arangements under Section 5l of the Health and Disability Service Act 1993

were sometimes in place for many months. One practice in the study had no formal

contract of any sort. It had been providing services for a year under an expired Section 5l

agreement together with a covering letter from the purchaser to say that this agreement

would remain in force until alternative arrangements had been made.

7.2.2 Primary heolth contracts

All of the primary health providers included in this study had specifically chosen to

continue their previous method of funding through the use of capitation-based block

contracts. In these contracts, payments are made monthly according to the number of

people registered with each practice. As with rest homes, while one RFIA set out in some

detail the range ofservices to be provided, contracts prepared by the other purchaser were

less prescriptive.l12

No measures of volume were specified in the contracts. However, both purchasers

required regular reports on utilisation rates, including the numbers of doctor and nurse

encounters. They also sometimes called for additional information from providers on an ad

ll2. Interestingly, the positions of the Wo RHAs were reversed. While it was the midland RHA which

specified rest home services in the greatest detail, it was the northern RHA which did so in the case of

pri mary health scrvices.
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hoc basis. This monitoring process was seen as a method of safe-guarding against

opportunism. As one purchaser put it:

.......there is always a risk that somebody might start underservicing, and we have
to put in place a whole lot of me:sures obviously to ensure tlrat that doesnt
happen, (Purchaser, primary health services)

Providers, on the other hand, argued that this monitoring process conflicted with the

philosophy which they believed underlies payment by capitation: that is, to pay providers

to care for a defined population rather than for the volume of services provided to that

population. From their perspective, any incentive to under-service is offset by their ethical

commitment to provide all necessary services to their patients. Monitoring by purchasers

gives providers a clear signal that purchasers do not trust them to abide by this ethical

commitment. This in turn undermines any potential for trust between the two parties to

develop over time as a transaction cost-reducing mechanism.

The quality of services was not specified in the contracts in any detail. One RHA

required contractors to implement a system of peer review which could be incorporated

into future contracts: the other worked alongside each provider to develop an individual

quality improvement plan. Other quality measures included such things as appropriately

qualified stafr hours of opening, minimum waiting times and cultural sensitivity. A random

audit was undertaken of some providers to monitor the quality of their service. Several

providers made the comment that the incentive for them to provide a quality service

stemmed from the philosophy of the health professionals within the practice rather than

from the possibility of an external audit or from any requirement to abide by the

specifications within the contract. In particular, their preference for capitation rather than

fee-for-service contracts reflected the desire to be able to spend as much time as necessary

with patients without any implied reduction of income through fees forgone.

The duration of primary care contracts varied significantly depending on the factors

such as the type of service and the preference of either the purchaser or the provider.

Where there were unresolved issues, temporary contracts for three or four months

sometimes applied. These usually simply rolled over the existing arrangements until

agreement about any new provisions could be reached. In contrast, there were some

"evergreen" contracts which apply until either party wishes either to terminate the contract

or to renegotiate its terms. In other cases, the term of the contracts was limited, usually to

a period of one year but sometimes extended to two or even three years.
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7.3 Surgical selices

7.3.1 The contracting process

Negotiations for both surgical and mental health services were generally more complex

and protracted than for the other two services. This probably reflects the nature of these

transactions, especially the complexity of the services and difficulties of measurement.

However it must also be noted that l7 of the 18 surgical and mental health service

managers interviewed were from CFIEs and all of these organisations had two-tier

contracts with the purchasers: a base contract setting out standard terms and legal

provisions for the organisation as a whole, plus a service contract covering each individual

service (see section 6.1). In many cases, these service contracts could not be finalised until

details ofthe base contract had been agreed.

The contracting process for surgical services involved regular face-to-face

meetings between representatives from the RHAs and providers during the negotiation

period. However once a contract was signed, communications were more commonly by

telephone or mail, with face+o-face meeting every two or three months. In one regiorq an

independent negotiator was contracted to undertake negotiations for the spot purchase of

some additional elective procedures.

Purchasers and providers of surgical services generally expressed the view that all

surgical services are contestable in the longer term. However, purchasers from both

regions were of the opinion that opportunities for the discrete purchasing of individual

surgical procedures or services will always be limited by the complexity and

interdependence of surgical services.

In instances like general surgery, it wouldn't be appropriate for us to buy that as a
discrete service apart from the other services we have determined are
interdependent with it. So we have determined that a comprehensive medical
service and a specialist emergency service and an orthopaedic service and
disability support are really interdependent and it would not be of good value to
purchase from different suppliers. (Purchaser, surgical services)

This meant that, in the transition phase at least, the vast majority of surgical services were

purchased directly from incumbent providers in both regions. However, the two RHAs

took a rather different approach to the introduction of contestable purchasing strategies.

The northern region felt that, as a general rule, for existing services, including elective
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procedures, it was preferable to defer the introduction of contestable purchasing methods

until the CFIEs were better established.

I mean some people think we could never change from the CFIE, we could change
and we will if we need to. But the rate of change is not fast enough for some
people. ....From my point of view it's very important to give them the optimum
chance (which I think we have in the last two yean) to get themselves together.
We now need to monitor very carefully for hro years and then we need to make
decisions, and there may be some we do not wish to purchase from and we will
have to help generate new providers should that occur. @urchaser, surgical
services)

In the northern region therefore, any conte$table purchasing of surgical services was

largely confined to price-and-volume contracts for additional elective procedures for which

the Minister had allocated extra money in an attempt to cut waiting lists.

In the midland regioq in addition to any spot contracts for these additional

procedures, a contestable purchasing process (outlined in Figure 7.1) was also applied to

baseline volumes of many elective suryical procedures in the first year. Procedures

purchased in this way ineluded most of those in the study of market concentration

described in Chapter 5: total hip and knee replacements, cataract operations, grommet

operations, prostatectomies, coronary artery bypass grafts and angioplasties.
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Figure 7.1: Midland Health's contestable purchasing process

fConn ltati on w i th i ncumbent prov ide r J

Service definition by RHA

Request for fgfosat (RFP)

P roposal s/b i ds{om f rovi de r s

Evaluation against sehction cri teria

Ini tial discttssions with provide rs
*

Selection of short-jist (l-3 providers)

Se Ie c t i on ol nr eif; t e d pr ovi de r

Contracl

Source: Lovatt (1996) p. 13

In the first contracting rounds, the RHA did not consult with providers about

which services or procedures would be contestable. This led to threats of legal action by

some CFIEs under section 34 of the Health and Disability Services Act 1993 which

requires RHAs ".....to consult its intentions relating to the purchase of services". This

rezulted in the promulgation of conzultation documents by the RHA which outlined the

various options for purchasing for each service or procedure and called for submissions

from interested parties. The purchasing manager reported that this consultation process,

together with the development of longer term purchasing plans, had added another six

months to the purchasing process. One interpretation of these additional ex qnte

transaction costs is that they reflect the value that has been placed on the maintenance of

the "dignity" (as discussed in section l. I . 1) of the participating parties.

Another reported problem with contestable purchasing was the potential for

discontinuity of patient treatment.
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........tt [continuity of care] is a problem, especially with contestability. You see,
it's all very well to say eight weeks post operatively as a cut off date, but in that
span someone Bo€s across to [another provider] and has a hip replacement and
then comes back hers. If something goes wrong, you can't move them across the
other side and ttre medical staff here say they are not going to touch anybody who
comes in like that, if they haven't been responsible for the surgery. (Manager,
surgical services)

In New Zealand, the potential for discontinuity of care is heightened by the provisions of

the Health Privacy Code of Practice which requires the consent of patients before their

medical records can be transferred between providers.

These early experiences with contestable contracting encouraged the midland RHA

to review its contestable purchasing programme and to consult with providers about the

implications and the options before making services contestable in later purchasing rounds.

Even so, providers from both regions reported that the RHAs sometimes used the threat of

contestable purchasing as a lever for keeping prices down. This can be interpreted as a

form of opportunism on the part of RHAs as monopsonistic purchasers.ttt

What they can and do say now is if you don't get your prices down to a reasonable
level, which is what they say goes, we will make it contestable. And you see when
you go contestable you have got a problem in the fact that some people put in
quotes just as a laugh. At one stage they were putting in quotes - other medical
stafffrom another area - which wouldnt even recoup the cost of the prosthesis.rrt
So that is where it is such a worry. (Manager, surgical services)

The use of contestable purchasing for elective surgical procedures opens up

opporfunities for private providers to enter the market. However, as noted in Chapter 5,

only a handful of private providers have been awarded contracts for surgical services.

According to the RHAs, the primary reason for this has been that private providers are not

competitive. Either they are unable to provide the necessary support services, or their price

is too high. This may be because the fees charged by consultants are significantly higher in

the private sector or because private providers are genuinely less efficient than public

ll3. As noted in section 4.2.2, under monopsony purchasing, some assets rvhich could otherwise be

readily deployed elsewhere effectively become asset specific under monopsony purchasing.

I 14. In the first contracting round, bids for hip replacements ranged from $3,500 to $ 15,000.
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sector providers. Alternatively, it may be because the bid prices of CFIEs have been

unrealistic. tr5

The three private providers of surgical services that were interviewed for this study

presented a rather different scenario. They argued that the contracting process is biased

against them because the RFIAs are under political pressure to support the CFIEs:

Basically I think the RHAs are coming under informal ministerial directives - all
money mu$ be ploughed into the CFIEs. (Manager, private hospital)

and

The recurring therne has been clear that the money has been channelled to the
crown health enterprises. The RHA has made some minor attempts to encourage
the CFIEs to contract with us, but as the contracting process is going on CHEs are
seeing us more as competitors. (Manager, private hospital)

At one stage, the northern RHA made a policy decision - apparently on the grounds of

safety - not to let any of the contracts flor additional inpatient surgical services to private

providers. One interviewee expressed concern that, in spite of this decision, the RHA

continued to call for bids from private providers simply to establish benchmark prices

which could be used as a basis for negotiations with CtIEs. Private providers also argued

that if prices were higher in the private sector, this was primarily in cases where they did

not have the same historical information as the CFIEs about the risk profile of patients and

so it was necessary to build a risk premium into their price.

7.3.2 Surgical contracts

Surgical services were purchased under two types of contracts. The vast majority fell into

the general category of what have become known in the UK as "sophisticated block"

contracts (Raftery, 1996). These are fixed price contacts which include some indicative

volumes of outputs. The contract may also include some provision for renegotiation if the

variance between actual and expected volumes exceeds some specified minimum level. The

duration of these block contracts was usually for a period of one year. There were in

addition a small number of spot contracts placed for additional elective procedures (i.e.

I 15. Unrealistic prices may reflect cross-subsidisation (for example, when pursuing a loss-leader stratery),

a willingness to accept a price that is below marginal cost (because of a soft budget constraint), or simply

an ignorance about the true costs of the service.
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over and above any purchased within the block contracts) on a fixed price and volume

basis. Procedures covered by these contracts included cataracts, coronary artery bypasses,

angioplasties, and hip and knee replacements.

The degree of specification of service type within the block contracts was rather

different in the two regions. As noted in the previous chapter, in the northern region,

surgical (and also mental health) services were broken down into building blocks called

components of service (COS) which specified in broad terms the type and extent of service

to be supplied, the eligible population, and relevant quality measures. Target volumes of

throughput (such as numbers of admissions, discharges, and bed days) were also specified

in these contracts although these were at a high level of aggregation (eg. general surgery,

plastic surgery) without any weighting for casemix. The targets were indicative only with

no additional payment if providers exceeded the volumes.ttu If actual volumes exceeded

contracted volumes, providers would have to reallocate revenue as best they could.uT

The block contracts negotiated by the second RFIA incorporated a higher level of

specification of services. In this case, volumes were defined using case-weighted

discharges, together with a few targets for selected procedures. For the purchaser, this

approach should secure a minimum level of service while still allowing providers a degree

of flexibility in managing throughput across service categories. A limited pool of additional

funding was available if providers exceeded their case-weighted volumes, but the price

paid was only about one-third of the original price. Thus the incentive was again to remain

within the contracted volumes, possibly by managing the mix of acute and elective

services.

In spite of this incentive, in the face of uncertainty of demand there was obviously a

potential in both regions for providers to reach their target volumes prior to the end of the

contract period. At the time that this study was undertaken, most of the service managers

who were interviewed were still committed to supplying all necessary services, regardless

of any losses incumed. This attitude reflects the fact that historically, publicly-owned

I16. S€e section 2.4.2 for a discussion of the incentives associatd with this form of contract.

ll7. ln later years, tlre RHA included in CHE contracts the prefened strategies when actual volumes

exceeded agreed volumes. These were offsening acute against elective service volumes, resource

reallocation benryeen sewice contracts but within total budget constraints, and the RHA directing the CFIE

to reallocate revenue to meet the unmet need (Performance Management Unit, 1995/96).
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hospitals have been subject to a rather soft budget constraint with the government

effectively underwriting any losses. Unfortunately it is not very compatible with a business-

oriented environment or with the views of many CFIE board members, most of whom were

selected for their business acumen rather than for their knowledge of health services.

As far as the quality of surgical services is concerned, the contracting process was

used to improve quality in a number of ways. Both of the RHAs required certain basic

minimum standards from providers before entering into any negotiations. These included

things such as the availability of appropriate skills and support services, and adherence to

certain safety standards. For new providers, a site visit was usually undertaken. Some

quality requirements were also specified within the contracts. These usually took the form

of priorities to be pursued through a quality improvement plan, rather than the

specification of particular quality measures. A range of generic quality measures were also

included covering such things as cultural sensitivity and provision of information to

patients.

A number of providers expressed the opinion that, in comparison to internal audits

and peer review processes, contracts were a crude tool for improving the quality of care

received by patients. Moreover, although both RFIAS were in the process of developing

monitoring systems, providers argued that, initially at least, many of the quality measures

were not sufficiently explicit to be monitored in any meaningful way. One also made the

following comment in respect of the importance of quality vrs-ai-vis prices in securing

contracts:

I have to say without sounding cynical I don't believe RHAs - I think they play lip
service to quality. I don't say that lightly because - I think they are very concemed
about quality, but quality soon goes out the door when you get the dollars on the
table and there is not enough. (Manager, surgical services)

Surgical services were monitored primarily through the provision of a range of

performance indicators by providers to purchasers on a regular (monthly or quarterly)

basis. These included information from client surveys and customer satisfaction

questionnaires as well as the usual admission and discharge data. According to one

purchaser, the objective was to refine and extend the detail of these quantitative and

qualitative data as information systems improved. Even so, the self-collection and self-

reporting of these data by providers introduces scope for opportunism. As one purchaser

noted:
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7.4

I think there has been some coding creep or whatever way you want to call it. I
mean I :rm aware of clinicians admitting people in the evening so they can do the
case, ratier than let the patient wait a couple of weeks because it's an elective case.
(Purchaser, surgical services)

Mental health services

7.4.1 The contracting process

Of the four services, mental health services required the most intensive communications

between purchasers and providers. The contracting process involved frequent face-to-face

meetings, not only during pre-contract negotiations but usually also throughout the

contract term.

I touch base with them [the RHA] about once a week on the telephone because I
usually need something. Their project manager......is very good and he's usually up
here at least fortnightly. And we tend to touch base. (Manager, mental health
services]

Bounded rationality and the inability to develop complete contracts are evident here. The

above comment also illustrates the tendency of these particular contractual partners to

support their formal contractual commitment with a less formal, cooperative relationship.

Mental health services were similar to surgical services in the sense that different

purchasing strategies were used for different types of mental health services. As was the

case for surgical services, contestable purchasing was generally confined to new (non-

acute) services which the RHAs purchased with additional funds that had been ear-marked

by the minister for the development of mental health services.

The two RHAs took rather different approaches to the purchasing of any new

services. While the northern RHA began by putting most new services up for tender, the

midland RHA often chose to negotiate the development of new services with selected,

preferred providers. However, neither of these approaches was without its problems. After

two years, both RHAs were seeking to find a middle path between opening up the service

to all interested parties and negotiating directly with preferred providers. The following

comment was made by a CFIE manager in the northern region:

What the RFIA is now talking about is that they will have preferred providers as
well. And rle said all along that they need to be honest because we know that some
of the money that they have got, they allocate for non-goverrunent organisations.
But then they went through the shan'r of saying anyone can bid. So you put time
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and effort into developing a bid knowing that you are not going to gst it at the end
of the day.....I don't have a problem with other players in the market, but I do have
a problem with putting time and effort into it, if it's going to be wasted. (Manager,
mental health services)

In the midland region, the trend was in the opposite direction: that is, away from preferred

providers towards opening up the market to alternative providers when purchasing new

services. However, the purchaser expressed some scepticism about to the extent to which

contestable purchasing practices should be applied to mental health services, especially

acute services:

I dont believe there is a lot of place for contestability. But in saying that what we
are finding is that there could be provider capture, so increasingly with now money
we are making it contestable. Because when the Commerce Commission is lmking,
it is usually a requirement. But what we try to do more is work in a cooperative,
collaborative way because contestability.....does very damaging things in mental
health particularly with small providers.... Cooperation is required for an
integrated service between that whole spectrum of providers in mental health. If
they feel they are competing they withdraw ....,..... So I think contestability is very
damaging, and commercial sensitivity is a very damaging concept when applied in
mental health. [Purchaser, mental health services]

7.4.2 Mental health contracts

All of the contracts for mental health services provided by the CFIEs were block contracts

with indicative volumes of throughputs such as numbers of inpatient days, admissions and

patient contacts. Both the targets and budgets were simply based on previous levels of

service provision and expenditure. No provision was made within the contracts for

adjustments to be made to budgets if actual provision differed significantly from the

targets.

While some measures of quality were included in the contracts, these were

described by providers as "broad brush" and "fairly raw". Most quality measures related to

the method of service provision rather than to the impact of the service on patients. For

example, one purchaser included some specifications of minimum levels of input in

contracts, such as numbers of full+ime equivalent staff.

The monitoring of mental health services was confined almost entirely to the

regular submission of throughput or input measures collected by providers. Of the eight

service providers, only one reported an on-site audit of any sort by the RFIA. This included
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an assessment of the appropriateness of treatments by an independent psychiatrist. One

service manager concluded that:

......they [i.e. the purchasers] have no way at present to judge quality. (Manager,
mental health services)

Finally, like surgical services, the duration of most mental health contracts was for

a period of one year. The exceptions were for two five year contracts for major new

facilities.rrs A number of providers expressed dissatisfaction with these arrangements. This

was primarily because they felt that service development would be constrained in the

absence of longer term contraots because they would be unwilling (or unable) to invest in

specific assets:

What is the point of us investing in training people if we only have one year
contracts? Who is going to invest huge amounts of money for a one year contract?
(Manager, mental health services)

and

It's mainly a people industry. It's very hard to do forward planning that only
consists of one year. I mean most of the strategic planning I am looking at for
mental healttr is over a tlree to five year period. I am not sayrng that I want to
have a monopolistic component of the markst, but in terms of the clinical specialist
services we certainly need to have at least trno or three year contracts with those
people to make sure our services are bedded in. (Manager, mental health services)

The point I would like to make, is that it [planning] is very difficult. We do
strategic planning three years out. Incredibly difficult to do when the RIIA will
only give you a one year contract. Very difficult to become commercially viable in
terms of borrowing money when you only have a one year contract. And that is a
real issue for us as an organisation. (Manager, mental health services)

ll8, As described in section 4.4, one of these

following a Commerce Commission inquiry.

five year contracts had been reduced from ten years
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Type of
contract

Volume
measures

Quality
measures

Duration of
contract

Rest
homes

Fee-for-service Palient davs Clearly specified
and monitored

1-2 years

Primary
heelth

Capitation Patienls registered.
no. ofconsultations

Poorly specified,
monitored

Various: 3 months -
3 years, plus
evergrsen contracts

Surgical
services

Block budget
or price and
volume

Usually indicative only
@RGs, admissions, bed
davs. etc.)

Poorly specifie4
not monitored

I year

Mental
health

Block budget Indicative only
(a&nissions, patients seen,
etc.) + input measures

Pmrly specified"
not monitored

I - 5 years

Table 7.1 Types of contracts

7.5 Purchaser-providerrelationships

Macneil (1980) observed that, in the modern world of business, contracts have more to do

with relationships than with what is being exchanged. From this perspective, it is the social

process that is important rather than the contract itself. fu discussed in section 1.4.5, the

nature of the social relationship influences not only the size of any transaction costs but

also the choice of organisational form. Thus, different types of contractual relationships

are likely to be associated with different types of transactions.

Following Macneil (1974), respondents were asked how they would describe their

relationship with the other party in terms of simple/complex, formaVinformal,

open/secretive, cooperative/not cooperative, and trustful/not trustful. If the assumptions

underlying this study about the characteristics of the four services are correct, the

expectation would be for rest home relationships to be relatively simple, formal, secretive,

not cooperative and not trustful, while relationships in mental health services display the

opposite characteristics.

As expected, relationships between purchasers and providers of rest home services

were generally viewed as simpler and more formal than for any of the other services. This

reflects the arm's length nature of the negotiation process for rest homes. Beyond this,

however, few clear differences emerged in reported purchaser-provider relationships

across the four services. lndeed, the most common response to these questions about theii
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relationship was "It depends"l This was usually followed by an explanation of the variables

which had affected that particular dimension of the relationship to date.

The main reason for the absence of any clear trends seemed to be that relationships

depended more on the personnel involved in the negotiation process than on the nature of

the service. Many providers, especially those in larger organisations, noted that their

relationship with the purchaser was complex in the sense that there were different levels of

interaction. While one-to-one discussions between individuals were usually described as

open, informal, cooperative and trustful, the relationship between the two organisations

tended to be more formal and considerably less trustful.

The absence of any clear differences in purchaser-provider relationships across the

four services may also reflect the immaturity of these relationships. Some respondents

referred to fluctuations in their relationship as both parties worked to establish their

position. As would be expected, relationships tended to deteriorate whenever there were

differences of opinion. For example:

Oh it [the relationshipl is going down hill at the moment. It was very suspicious for
a long time. And then after quite a lot of effort, that relationship improved and so
we sort of went up here, but over these last negotiations it has plummeted again.
(Managea mental health services)

In Chapter I it was suggested that, where there is imperfect information, the

presence of attributes such as trust and cooperation in a relationship may reduce any

transaction costs by reducing the incentive for either party to behave opporfunistically.

While internal organisation is not an option in the quasi-market for health services in New

Zealand, some form of 
'quasi-integration'lle - through closer purchaser-provider

relationships - is. Thus, one would expect closer relationships to develop between

purchasers and providers of mental health services.

No evidence of such a trend was found in this study. Indeed, if anything, the

opposite appeared to be the case, with relationships among purchasers and providers of

mental health services being less trusting than in the other three services, As one

respondent reported:

119. Robinson and Casalino (1996) have discussed a trend in the USA away from vertical integration to

"virtual integration" through contractual networks among purchasers and providers. However the term

virtual integration incorporates all transactions arranged through contracts, nol just those which feature a

relational style of contracting.
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There is a bit of a lack of tnrst on both sides because we have given some different
data in good frith and the rules have changed a bit...... That [the lack of trust] is
our main relationship issue that we have to work on at the moment. (Manager,
mental h%lth services)

This lack of trust seemed to stem largely from the difficulties of measuring mental heatth

services and from the scope for opportunism that these difficulties open up:

There is a huge problem [of not trusting each other]. Let's face rt. We have no
confidence in information svstems. We have no confidence that the ourp-uts that
have traditionally been measured tell you anythrng and we know that whaiever you
set as a target has been met by the sleight of the hand. (Manager, mental health
services)

While the lack of trust was less stark for the other three services, few respondents were

completely trustful ofthe other party. Responses included:

Well, I've never been told any lies by [the purchaser] but on the other hand, no I
would say it's not trustful because I don't know what they are going to do next!
(Rest home manager)

It depends. Some people, some of the representatives of [the purchaser], if you talk
to some of them, they are very open and you can see the clear picture, you ciul
understand it and support it. But if they dont give you the fult picture, ti* you
cant and you are not firlly informed and you dont fully understand. (Pnmary care
provider)

It is trustful a lot of the times. But it's not always trustful. (Manager, surgical
sewices)

A greater degree of trust between purchasers and providers may develop over

time, at least where contracts are recunent. When asked whether the relationship with the

other party was developing positively or negatively, a majority (two-thirds) of respondents

were of the opinion that the outlook was generally positive. As one provider of mental

health services explained:

I think overall - and look back to where we were - I rhink it is developing
positively. I believe a relationship is like being tike an adolescent. You know one
day they are an adult the next day they are a child. And I think that's both sides. I
still think there is a power play in there, but I do believe it's beginning to mature
and t think it will be a much bctter relationship. You have to have confidence in
improvement or you wouldn't want to stay here. (Manager, mental health services)

Unfortunately, the policy environment in New Zealand is not generally conducive

to a more relational style of contracting. Indeed, this may explain why closer relationships

between purchasers and providers have not already developed. The detailed specification
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of services tends to engender differences of opinion and tight RHA budgets often make

negotiations protracted and difficult. The legal status of contracts leads to lengthy and

detailed documents, and the requirement to comply with competition law discourages

collaboration and joint planning. Both of these rules increase the potential for the opinions

and preferences of the two parties to differ.

Two other issues stood out in respect of the nature of the relationships between
purchasers and providers. First, for all services there was an imbalance in the relationship.

The RHAs, as monopsonists, enjoy a position of considerable power. This was especially

threatening to rest homes where there was perceived to be an over-supply of beds and

considerable competition between providers. Some comments from managers of rest

homes included:

The problem is really that there is no room for negotiation. They are effectively
saying these are the only negotiations, take it or leave it.

They've made their minds up and there's no negotiating really.

and

We were justtold.

Even in the cases of some CFIEs where there was little competition and therefore

effectively a bilateral monopoly bargaining situation, the negotiating power was clearly

unequal. One provider of surgical services described their relationship with the purchaser

as "seryant and master". This imbalance was reflected in the level of trust between the two

parties, with purchasers usually trusting providers more than providers trusted the

purchaser.

Secondly, purchasers and providers perceived the nature of their relationship quite

differently. Purchasers generally judged the relationship to be more informal, trusting, and

cooperative than providers. Again this probably reflects the monopsony power of

purchasers and the feeling of wlnerability on the part of providers.

In some cases it appeared that poor communications systems were to blame for a

poor relationship. Some providers complained that they sometimes received mixed

messages from different personnel within an RHd or that they could never find the right

person to speak to. This problem should iron itself out over time as both provider and

purchaser organisations adapt to the contracting environment.
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7.6

Finally, providers from all four services made comments to the effect that the

driving factor in providing a quality service was their ethical commitment to patients

rather than their relationship with (or contractual obligations to) purchasers. This may be a

two-edged sword as far as opportunism is concemed (see section 2.4.2). On the one hand,

it reduces the likelihood that providers will be tempted to undermine the quality (or

quantity) of service where measurement and monitoring by purchasers is difficult. On the

other hand, it increases any incentive for providers to work the system in the interests of

patients by, for example, the coding of patients into incorrect diagnostic or treatment

categories.

Discussion

7.6.1 Models of contract

In order to consider how these contracting experiences relate to the TCE framework it is

necessary to refer to the three models of contracting identified by Macneil (Table 1.2) and

illustrated in the contractual continuum (Frgure 2.2). To avoid confusion of terminology,

it is useful to make a distinction between types of contracting and types of contract. In the

terminology of Macneil and Williamson, classical and relational contracting both include

explicit confracting, where the two parties have a formal agreement, as well as implicit

contracting where they do not.

Figure 7.2 Types of contracting and types of contract

Classical.... ....... Neo-classical ......................, Relational
contracting contracting

Markets
(No explicit
contracts)

CONTRACTS

\

Classical
Contracts Internal

organisation
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I
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Because the quasi-market for health services is neither a pure market nor a pure hierarchy,

all transactions are constrained to the choices available within the central range of the

continuum where there are explicit contracts. These range from classical contracts which

feature rigorous specificatioq legal rules and formal documents, to obligational contracts

which are incomplete and recurrent (or long-term) and which are supported by an implicit

understanding and cooperative approach of the partners to the relationship.t' Between

these two extremes lie neo-classical contracts which share many of the features of classical

contracts but which tend to be less complete. This model of contract also tends to

encourage the continuation of a relationship in the event of any disputes.

A summary of the types of contracts for each of the four services in this study was

given in Table 7.1. Of the four services, the method of contracting for rest home services

was closest to the classical contracting model. The contracting process was more formal

and impersonal than the other three services, and the contracts were relatively complete.

Contracting for rest homes was also perceived by providers to be highly contestable

because entry costs are low and any new providers can negotiate contracts with the RHAs

if they wish. There are also few barriers to exit: some rest homes have closed in response

to a fall in demand following tighter assessment of potential residents by purchasers. The

discipline of the market therefore underpins these contracts.

Although the rest home contracts were relatively complete, there was still some

scope for opportunism in the form of both adverse selection and moral hazard (see section

2.4.2). Providers argued that the price was insufficient to cover the costs of highly

dependent patients such as those with psychiatric disorders or serious physical disabilities.

The inevitable result was that few rest homes provided the special facilities and staff

required for these patients. There was also some evidence to suggest that the fee-for-

service arrangements allowed scope for ex post opportunism in the form of false claims. A

number of rest homes had encountered major problems with the new payment systems. For

example, payments were sometimes received for patients who had died while in other

cases, long delays had occurred before fees were paid for new clients. However purchasers

120. While obligational contracts tend to be long+erm, lhis is not always the case. Moreover, long-term

contracts are not necessarily obligational, although again, this is usually the case. The duration of a

contract is therefore not the defining characteristic ofobligational contracts.
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considered that this was a teething problem with the new system rather than an inherent

weakness of the contracting process.

While rest home contracts were the closest to the classical model, they included

some features which align more closely with the neo-classical or obligational models of

contract. For example, purchasers were working towards maintaining an ongoing

relationship with providers through the umbrella groups:

We have ongoing consultation meetings with umbrella groups. We meet every
quarter and anything we dont settle on an individual basis is usually brought to the
table and discussed and worked through there. And there seems to be a willingness
in both parties to keep a good relationship of trust and a working relationship
going. @urchaser, rest homes)

The specification of arbitration in the event of disputes rather than settlement within the

courts is another neo-classical feature.

The contracts for primary health services were less complete than those for rest

hornes. The contracts were therefore open to a degree of interpretation and purchasers

expressed some concern about what they were actually receiving in return for their money.

This is making price setting difficult and negotiations about an appropriate formula for

estimating capitation payments are ongoing. The risk of opportunism on the part of

providers in the form of under-servicing has encouraged purchasers to monitor closely

service outputs. This in tum signals a lack of trust on their part and so may exacerbate the

development of more trustful relationships between the two parties as an alternative

mechanism for economising on transaction costs.

In spite of this potential barrier to the development of closer relationships, there

were some relational elements in the primary care transactions. For example, providers

often communicated directly with purchasers by telephone as a means of resolving

problems during the course of the contract. There were also a number of extra-contractual

arrangements such as the rather informal rollover agreements, and the cooperative

development of some new services with preferred providers,

The contracting process for both rest homes and primary health services was

simpler than for surgical or mental health services. However two points are relevant here.

First, the majority of providers of these services are small, single-service organisations.

Therefore unlike the CtIEs (which provide the vast majority of surgical and mental health

services), it is not necessary to take any inter-relationships with other services into

account. Second, providers of these two services entered the contracting process with a
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significant advantage over surgical and mental health services because a purchaser-

provider split already existed prior to the 1993 reforms (see section 3.5). Although neither

service was specified in any detail prior to 1993, informal contractual arrangements

applied. Therefore, unlike the other two services, the framework for contracting, including

a price level, was already in place.

In contrast, contracting for both surgical services and mental health senvices has

been the subject of a sharp learning curye for both purchasers and providers. The

experiences reported here seem to reflect the inevitable tension between attempts by

purchasers to develop relatively complete contracts, and the difficulties of doing so in the

presence of uncertainty and measurement problems.

In the case of surgical services, the spot contracts for elective surgical procedures

had many features of the classical model of contract. The contracts covered discrete,

short-term transactions in which the volume of services was clearly defined. Even so there

were often diffrculties in defining the boundaries of each service (such as the type and

quantity of post-operative care) and the risk profile of patients. Therefore, unlike the

classical model, the contracting process was sometimes complicated and prolonged, and

involved negotiations at different levels of the organisations.

Although most surgical contracts were block contracts in the 1994/95 contracting

round, significant progress was made in the specification of services within these contracts,

including definitions of casemix, as well as in the costing and pricing of services. But

again, problems remained in specifuing accurately the quantity, quality and cost of services

and it was often unclear exactly what services were included in the contracts or how prices

were set, especially in the northern region.

The regular submission of throughput figures to purchasers was designed to

minimise any risk to purchasers of under-supply. However, because the measures of

volume in the northern region did not take casemix into account, the purchaser did not

actually know how much of which type of service had been supplied, This created a

problem when the RHAs were provided with extra funding for the purchase of particular

surgical procedures where waiting lists were unacceptably long. As noted above, the RHA

purchased these procedures through spot contracts on a price and volume basis, but as one

incumbent provider put it:

If you don't know how much you have been buying in the first place, how do you
know when you are buying more of it? (Manager, surgical services)
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Atthough the purchaser/provider split was intended to encourage the development

of a more competitive contracting environment, the purchasers of both surgical and mental

health services were cautious in contracting with new providers. Moreover, both RHAs

indicated that they wished to direct their efforts into developing more cooperative

relationships with existing providers rather than into the development of contestable

contracting arrangements.

Negotiating contracts for mental health services presented the greatest difficulties.

These services have been subject to major uncertainties in recent years due to shifts in

methods of treatment, especially the shift from institutional to community care. Historical

data used to set indicative volumes were therefore poor indicators of current levels of

need. This, together with the dearth of any detailed information about the costs of service

provision, resulted in negotiations which were protracted and adversarial. Indeed, for

mental health services, especially acute services, the contracting process might be

compared with squeezing a square peg into a round hole.

The inclusion of measures of resource inputs into the mental health contracts

seemed to be a response to the need to make contracts more complete in the face of

measurement difficulties, and to reduce the vulnerability of purchasers to opportunism:

We are purchasing by input and we are monitoring by input. And we are saying
that we know this isnt where we want to be but until we get confidence in those
other things, this is how it is. And we are living with the tension of that. It's not too
bad, but it's the only way we believe we get accountability in the short term.
(Purchaser, mental health services)

But as one provider pointed out, employlng a person tells you nothing about what that

person is doing. The measures were therefore;

.....basically meaningless, to be honest. Not worth the paper they are written on
because the fact that you have seen someone ten times - big deal.

Providers were also unhappy with the short duration of contracts, especially where

investment in new purpose-built facilities was involved.

The market for mental health services seems to have been "fundamentally

transformed" into a situation of small numbers exchange. While TCE suggests that in these

circumstances both parties would benefit from the development of more cooperative and

trusting relationships, as yet there is no evidence of such as trend. In fact, the many

disagreements that have emerged during the difficult process of attempting to specifu
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services more accurately and set appropriate prices seems to have discouraged, rather than

encouraged, the development of such relationships.

Although relationships were generally neither cooperative nor trusting, there were

some clear relational elements in both surgical and mental health services. Purchasers and

providers were in regular and close communication throughout the contract term. Most

respondents also reported that they would feel comfortable with approaching the other

party to renegotiate in the face of unforeseen circumstances.

If the assumptions made in the previous chapter about the characteristics of the

four services are correct, then the services do seem to be distributed along the contractual

continuum in the order that would be predicted by TCE. Rest home contracts are closest

to the classical model of contract (i.e. towards the left of the continuum) while those for

mental health services lie further to the right on the continuum than the other three

services. The fact that any sense of cooperation or trust in the behaviour surrounding the

mental health contracts is very weak (if it is present at all) suggests that these contracts are

probably better described as neo-classical with obligational elements, rather than vice

versa. Primary health services and surgical services contracts, being somewhat more

complete than mental health contracts, fall somewhere between these two extremes.

7.6.2 Divergences from the TCE framework

While contractual arrangements for the four services seem to correspond with the broad

predictions of TCE, evidence also emerged from this study which does not fit into the

TCE framework quite so comfortably. In particular, no clear evidence emerged which

suggests that purchaser-provider relationships are significantly different across the four

types of service in respect of trust, cooperation and openness. There was also little

evidence to support the prediction from TCE that the duration of contracts will be longer

as the specificity of assets increases. (For the 1994195 year, the majority of contracts for all

of the four services were for one or two years.)

One explanation for these apparent divergences from the predicted trends is the

immaturity of the quasi-market. In the first years of contracting, RHAs were constrained

from agreeing to longer term contracts because while the new system was being put into

place, future funding levels were uncertain. It would therefore not have been sensible for

long-term contracts which were legally binding. In theintoRHAs to lock themselves
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1996197 RHA policy guidelines, indicative future funding levels for the RHAs were

extended from one to three year (Shipley, 1996). Hence this particular constraint has since

been relaxed.

Dimensions in a relationship such as trust and loyalty also obviously take some

time to develop. Some of the above quotes suggest that purchasers, particularly, intend to

work actively towards improving contractual relationships. More generally, any incentive

for either purchasers or providers to reduce transaction costs will emerge only after the

size and nature of any transaction costs associated with a particular contractual

arrangement becomes apparent.

The divergences from the TCE hypothesis may also be traced to dimensions of the

institutional environment. In addition to constraints that have been imposed by the funding

arrangements, the choices of contractors are shaped and constrained by factors such as

legislative requirements, ministerial directives, and cultural norms.tzt In the New Zealand

context, several institutional factors seem to be constraining the development of less

formal, more open-ended and longer term contractual arrangements.

First, application of the Commerce Act to transactions in health services has clearly

discouraged purchasers from writing long term contracts. It has also sometimes

discouraged purchasers from negotiating directly with incumbent providers, even though

this is not the intent of the legislation.r22 Second, the fact that contracts are legally binding

has led to the writing of highly detailed and formalised contracts. Such an environment is

not conducive to purchasers and providers working together cooperatively and informally

towards the development of some type of obligational contracts. As noted above, the legal

status of contracts may also inhibit the development of relationships based upon trust

rather than contractual obligations.

Third, as monopsonists, RHAs are able to squeeze prices, thereby effectively

capturing any gains from efHciency improvements (Crown Company Monitoring Advisory

Unit, 1996). This is especially true for CFIEs who may be directed by the Minister to

provide an essential service even when the price offered by the RHA is regarded as

l2l. The relevance of the institutional environment was discussed in section 2.5.2.

122. The intent of the Act is not to intervene with existing arrirngements, even where a prorider enjoys a

monopoly, but to pr€vent the emergence of any iurangements or behaviour which substantially lessens

existing levels of competition.
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unacceptably low. In the absence of the threat of withdrawal, RHAs have little immediate

incentive to enter into long-term contracts, even for services which involve specialised

assets. In the longer term, such a strategy is likely to increase costs because borrowing will

be more costly for providers with short-term contracts, and because, if RHAs capture any

productivity gains, providers will invest too little in new equipment.

Finally, the rhetoric and jargon of the market which has characterised the reform

process has conflicted with any inherent desire on the part of health care providers towards

cooperative and possibly altruistic behaviour. In the words of one respondent:

It's this tender process.... It's an alien concept to a health industry and the whole
thing is fundamentally flawed in that healtlr is being treated as a market
commodity. And it can't be. I'm not wanting to make any plea that it is totally to
be demand driven. I think there's some negotiation around that, nor am I asking
that our life is made easy and feather-bedded and that we shouldn't be cost
effective. But I'm just increasingly wary of the fundamentals that it's been made
into a market and we're made into contractors and we are no longer in any form of
a real partnership. (Representative, rest home umbrella group)

7.7 Conclusion

Contracting for health services does seem to be influenced by the characteristics of a

service as TCE suggests. However the characteristics of a service are by no means the only

influences. Factors such as the regulatory environment, the balance of power between

purchasers and providers, the size and complexity of provider organisations, the

availability of information technology, and the inherent values of each party are also

important. If there is a mode of contract for each service, then for rest homes it is the

classical model while it is the neo-classical model for each of the other three services.

However elements of other models of contract were detectable in all contracts to a gteater

or lesser degree.

The general tendency during this early period of contracting was for purchasers to

pursue a commercial and legalistic approach to contracting. This involved formal

negotiations, fairly lengthy and detailed oontracts, and the monitoring of outputs. Put into

the context of the contractual continuum this pushes the contracts further towards the left

of the continuunr, away from any notion of hierarchical or obligational control. This was

not unexpected, given the policy environment, the appointment of, managers with

commercial rather than health sector expertise, and the rhetoric of the market which
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surrounded the reform process. However the approach encountered some obstacles,

especially where there were measurement problems and/or the information required to

support the contracts was not readily available.

There were many disagreements between purchasers and providers. Purchasers

sometimes turned to methods of information collection that were considered unacceptable

by providers. This included calling for bids from the private sector in order to set prices,

requesting information about production costs, and requirements by purchasers for

excessive amounts of data. In some cases, the information that was collected was judged

to be inadequate or inappropriate for supporting the detail of the contracts.

The study also revealed some evidence of early efforts or intentions on the part of

purchasers and providers to reduce transaction costs. In addition to efforts to monitor the

quantity (and sometimes also the quality) of outputs, these included a preference to move

towards longer term contracts for some services and a desire to develop more

collaborative and cooperative relationships. More recently, purchasers have made

concerted attempts to simplify contracts by reducing the level of detail and by replacing

legalistic language with every day English.

All of these observations point to the fact that the contracting process has been far

from straight-forward and that any associated transaction costs have not been insignificant.

The next chapter examines the validity of this claim in more detail.
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-8-

EFFECTS OFCONTRACTING

The previous chapter illustrated that the experiences of each of the four services have been

somewhat different with respect to the contracting process. Differences include the

availability of informatioq the use of contestable purchasing strategieq the ease of

negotiation and ability to reach agreement, the detail and completeness of contracts, and

the monitoring processes. These differences in turn imply different transaction costs and

different impacts on each of the four services.

The objective of this part of the study was to identify the nature of reported costs

and benefits associated with the contracting process and to tease out any differences across

the four services. The chapter begins with a discussion of the nature of the transaction

costs of contracting as experienced and reported by the 53 interviewees. Because this

study was undertaken in the early stages of the reform process, it is important to separate

out any transitional problems and costs from those which stem from the structure itself.

Section 2 is therefore devoted to problems associated with the implementation of

contracting. Section 3 describes and discusses some of the reported effects of contracting.

This includes some perceived disadvantages of contracting as well as any more positive

effects that contracting may have had on service provision. The chapter concludes with a

summary of the major findings of the study for each of the four health services.

8.1 Costs of contracting

To recap briefly, transaction costs involve the costs of establishing contacts with

appropriate parties and of acquiring the necessary information; of designing and

negotiating contracts, of monitoring, enforcing and adhering to contracts; and of avoiding

and resolving conflict. Resources required to undertake these activities include staff time,

any specialised capital equipment, accounting and legal fees, consultancy fees, stationery
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telephone and travel costs. There may also be some less tangible costs associated with

contracting such as any negative impact on the morale, energy and enthusiasm of those

involved, including health professionals, and on the relationship of the transactors. No

attempt was made in this study to quantifr any of the transaction costs. Apart from

definitional difficulties (discussed in section 1.4.l), the commercially sensitive environment

that prevailed in the early stages of the reforms when this study was undertaken was not

conducive to the reporting of costs to researchers, especially by providers.

Before considering the costs of contracting for each of the four services separately,

it is useful to identify cornmon factors which tended to influence the size of transaction

costs for all four services. All of these align with the TCE framework and have been

discussed in earlier parts of the thesis. First, costs were obviously higher when negotiations

were prolonged because purchasers and providers could not agree on some aspect of the

contract. As noted in Chapter 7, this was most commonly associated with mental health

services although one or more respondents from all four services reported some degree of

disagreement. Second, as Craig and Forbes (1996) suggested, transaction costs increased

when purchasers pursued a contestable purchasing strategy such as issuing RFPs in

preference to negotiating only with preferred providers. Third, the ongoing costs of

monitoring depended upon the adequacy of a provider's information and communication

technology as Ferguson and Keen (1996) have suggested. While many providers reported

the need for additional investment in information technology, the ongoing costs of

monitoring were clearly lower once good data collection systems were in place. This was

because, in the absence of appropriate information technology, staff time had to be

diverted to collect the information manually.ta Finally, respondents from all four services

indicated that they expected the costs of contracting to decline over time as those involved

become more experienced and appropriate information systems are put into place.

Another cornmon factor which emerged from all four services was that much of the

data collected for monitoring contracts is also useful for management purposes. It is

therefore often difficult to unbundle the transaction c.osts of contracting from the costs of

production. However, even where data were necessary for management purposes, there

were additional transaction costs associated with submitting information to the purchaser,

especially where this information was required in a particular format.

123. See section 1.4.1 for a discussion of the costs of acquiring information.
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It's costly in terms of time and energy. The basic information systems stuff that
we need to do, we need to do to run our business anyway and the contracting is
just the end of that because if we are trying to bring about the change in resource
usage that we want, we need that information................It's mostly the energy and
the frustration. Certainly a lot of people spend a hell of a lot of time on it.
(Manager, surgrcal services)

To date there have been few, if any, legal costs arising from the resolution of

disputes because of breach of contract during the contract term. However, a number of

rather costly disputes have occurred during the negotiation phase, several of which have

been resolved in the courts of law. r2a

8.1.1 Rest homes

fu noted in chapter 7, negotiations for rest home services tended to be shorter than those

for the other three services and have fewer disagreements over clauses in the contract. [n

additiorU a majority of rest homes opted to use an umbrella group to negotiate the clauses

in the contract.rr As a consequence, while the operating costs of the umbrella groups

increased quite significantly, most rest homes reported that the ex ante costs of preparing

and negotiating contracts were relatively minor. There were some exceptions. For

example, one respondent, who was also part of the umbrella group negotiating teanq

reported that their negotiating costs had been "substantial. [It was a] very very costly

process".

In addition to staff time, the main costs of preparing and negotiating contracts

identified by respondents were any fees for legal or accounting advice, seminar attendance

and fees for the services supplied by an umbrella group. Two respondents who represented

groups of rest homes reported that they had put training programmes into place to assist

124. One early example was Private Hospitals Association v. Northern Regional Health Authority, 1994,

described in section 4.2.3.

125. One of the umbrella groups prepared an estimate of the costs of contracting before and after the

reform process. These included expenditure by the group itsef, as well as the costs incurred by individual

rest homes (based upon a small suwey). The rezults suggested th,at the costs for each home had increased

from $75.64 pre-reforms to $3,945.40 post-reforms. These estimates should be regarded as speculative.

For example, while no respondents in the present study reported any significant legal costs, the umbrella

gloup reported average legal costs per rest home to be $1,950. Even so, the costs ofcontracting per r€st

home would no doubt have been even higher if each rest home had undertaken its own contract

negotiations.
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managers in preparing the information required for contract negotiations. Reference was

also made to the "hidden" costs of unpaid time contributed by owner-operators, board

members and executive members of the umbrella groups:

Well, I mean, how do you cost it? We spent hours. I mean how do you cost
mernbers of this t€am? That was enormous.t'u (Representative, umbrella group)

For individual rest homes, the primary concern was the amount of time and the size

of the paper work involved in meeting the ex posl monitoring and reporting requirements

of the contracts. When asked, "What are the main disadvantages of contracting?",

responses of rest home providers included.

The increase in paperwork.

Well I have more damn papenvork than I ever had. For what purpose? That does
not improve the quality of care that we give the residents.

Well my trained nurse comes in and I would quite like her to be doing blood
pressures and the things she should be doing. She really spends the good part of
her time just doing paperwork for me.

I could just sit at this desk all day every day, 24 hours and still probably not get
the paperwork done. But then who's looking after the oldies?

Only one of the thirteen rest home managers disagreed that paper work had increased:

Actually the amount of paperwork we have to send to [the purchaser] is probably
less than what we've had to send over the years to the Ministry, and to the nurse
managers of the area health board, and that sort of thing.

For purchasers, in addition to the time costs of preparing and negotiating contracts,

there were travel, accommodation and time costs associated with visiting individual rest

homes to negotiate prices (in the midland region) and to undertake audits. Neither of the

two purchasers were willing to provide details (or estimates) of these costs on the grounds

of commercial sensitivity. However both judged that their outlays on these particular

activities had provided good value for money.

Although the contracting process appeared to be considerably less complex for rest

homes than for any of the other three services, there was still clearly considerable stress

126. The opportunity costs ofthe hours spent by this group involved both lost production and lost leisure

time. The inability to assess these costs is an illustration of the presence of bounded rationality in the

decision-maki ng process.
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and anxiety for some of those involved. Several providers commented on their sense of

frustration and lack of control because the contracting process provided them with little

room for negotiation. Others felt threatened by the process due to inexperience and

feelings of inadequacy. The following selection of comments provides some indication of

the significance of these intangible costs:

[The main disadvantage is...] Stress. Stress for purchasers and providers because
of the new environment and change. (Purchaser, rest home services)

I think the effect on staff relations and industrial relations is appalling. (Manager,

rest home)

I think the only downside for me was the horor and the feeling of inadequacy ,rs to

where do I start. (Manager, rest home)

8.1.2 Primary health services

As with rest homes, a negotiator was also contracted to negotiate on behalf of the primary

care groups. However, in this particular case, the use of an umbrella group may have

increased rather than decreased the costs of negotiation for individual providers. This was

because, in addition to the fee paid to the negotiator, these providers often attended

strategy meetings with other providers as well as meetings with the purchaser alongside

the negotiator. In the early stages, disagreements over the capitation formula prolonged

negotiations and increased the associated costs, Disagreements about prices between

purchasers and providers are to be expected. However, this particular problem may iron

itself out over time i{ as one respondent suggested, the disagreement was caused by a lack

of understanding of health policy by those purchasers who were new to the health sector:

By and large the negofiations that have taken place with all the regional health
authorities have been on a business basis.......When you go into the RF{A they are
very conscious of €pped budgets, very conscious of being able to present
measurable outcomes for dollars spent, much less capable of discussing the health
policy issues associated with the funding (Negotiator, primary health umbrella
group)

As well as being illustrative of information impactedness between purchasers and

providers, this quote is suggestive of Williamson's concept of bounded rationality as a

component of language limitation (Williamson 1975, p.255). Whereas purchasers are

talking the language of business, providers are talking the language of health policy. Thus
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language may inhibit the ability of the two parties to communicate successfully, at least

initially.

Several issues emerged with respect to the costs of monitoring primary health

services. First, many practices entered the post-reform period without any systems for

monitoring attendances and other measures of utilisation or output. These practices had

therefore incuned significant costs, either in collecting the required information manually,

or in setting up computer systems. Second, even where information technology was in

place, the ongoing costs of monitoring were sometimes quite onerous for providers,

especially those with insufficient administrative or secretarial support. For example, one

respondent reported that the monitoring process involved:

Getting the data, working out the cornputer, and formatting the report - they don't
even give us any guidelines, however we decided that we would use the guidelines
that they use like quality indicators so if the report is formatted around qualrty
measures, it's a lot easier for us. But it is timely to write up any report...-.....On
average, it takes, say, a day a week, or a day a fortnight. (Manager, primary health
services)

Thirdly, in addition to the submission of specified information on a quarterly basis,

purchasers often called for additional information:

Quite often they [the purchaser] will ring and ask for additional information or
information that we dont normally generate. And because it's complex we have
had to have a contract with our software engineers which is an ongoing cpst and
that's to maintain the informational requirements for [the purchaser]. (Manager,

primary health services)

In summary, as with rest homes, the major transaction costs for providers of

primary health services stem from the ongoing costs of monitoring and providing

information to purchasers. However, views were divided as to whether the total stafftime

involved had increased under the new arrangements:

A tremendous amount of time [is involved in the contracting process].

Probably about the same sort of time is involved.

It isn't any more costly: we just do it anyway. It's nothing new.

8.1.3 Surgical sertices

In section 7.3.I it was noted that the specification of services to be provided was usually

more complex for both surgical and mental health services than for either of the other fwo
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services. Negotiations for these two services were also more complicated and prolonged,

and involved considerable legal advice. Legal costs were associated with the process of

developing standard terms and conditions in the base contract as well as with resolving

disagreements prior to contract closure @erformance Monitoring and Review, undated).

One reason for the complexity of surgical contract negotiations is that the

provision of surgical services involves a wide range of support services such as outpatient

clinics, radiology, pharmacy, critical care, and so on. Contract negotiations were therefore

often accompanied by a web of internal discussions with the relevant parties. Most surgical

managers interviewed also involved their clinicians in planning and developing their

contracting strategies. These factors tend to increase the ex ante costs of designing and

negotiating surgical contracts.

For providers of surgical services, the ex arrle costs of contracting were also high

initially due to a mismatch between the way that purchasers wished to specify services for

contract purposes and the categorisation of services for management purposes. The

alignment of the two was a major task, especially for information technolory and finance

personnel.

[A major cost was associated with] the mapping from 80 different COSs back to
the 12 major service groups last year and how that then mapped back to the bulk
or block contract in 1993. It's that sort of process. And then you do have time and
the cost of time, you know, the general chief executive and the general manager
business and finance and the team here. (Manager, surgical services)

It's been costly in terms of setting up our information systems. It was already
reasonably well computerised in comparison to my experience with another
organisation. But we had to invest more to manage our casemix. That's been costly
to a small organisation. [t's costly to all organisations. (Manager, surgical services)

The willingness to invest in new information technology indicates an expectation

that transactions with the purchaser will be ongoing. The TCE framework also suggests

that this investment should attenuate opportunism and hence reduce ex post transaction

costs. Certainly time costs are reduced if providers can transmit data to purchasers

electronically. While this was possible for the submission of regular throughput datq the

monitoring requirements of purchasers also called for alternative techniques such as

suryeys, the manual collection of information, or a special analysis or breakdown of the

computerised data. For CFIEs, monitoring costs were further increased by the need to

submit data to CCMAU as well as to the RHA.
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ln cases where surgical services were made contestable, transaction costs were

incurred by unsuccessful bidders as well as by the successful contractor:

Well I would have said that the costs to the hospital in terms of compliance and
meeting new legal requirements, negotiating client managernent and looking at the
different contracts would have cost us at least ten grand. At least. And that was a
contract that came to nothing. (Unsuccessful bidder, surgical services),

Another unsuccessful bidder reported that, in addition to the financial costs, their

involvement in the bidding process had had a real cost in terms of their internal

relationships between managers and clinicians. Because the hospital had not succeeded in

winning any contracts, the surgeons had come to believe that no contracts would ever be

won. Therefore, they no longer felt it was worthwhile putting the time and effort into

supporting managers in trying to win contracts.

Finally, when asked how the costs of contracting compared with the costs of

providing services under the internal organisation of area health boards, responses

included:

The information requirements are going to be four times as great as what they were
previously. (Manager, surgical services)

and

[The contracting process] is extremely costly. Yes. And if that is what is required
then the public, I thinh should be totally aware that there is where a lot of their
health dollars goes. (Manager, surgical services)

8.1.4 Mental health services

Many of the issues discussed above in respect of surgical services are shared by mental

health services, primarity because the majority of both of these services are provided by

CFIEs. However, for mental health serviceg the time commitment for providers seemed to

be especially onerous.I2T The following selection of responses from mental health

managers illustrate their perceptions of the nature and size of transaction costs involved

for this particular type of service.

127. For example, one nurnager of mental health services reported that a total of I 166 hours of time, at an

estimated cost $356,000, had been dedicated to contract negotiations with the purchaser over the period of

one year.
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It takes a lot of time and a fairly high level of people going to meetings, but today,
if I give an example, there was myself, a general manager, an accountant from our
team. There was [the RHA purchasing manager], their general manager, three
very senior contracting pmple, so that is eight salaries probably all average about
$80,000. It's a hell of a lot of money. And that was a two hour meeting. And we
have a lot of them. Plus business managsrs meet regularly. Like our finance
m:mager would probably spend 40% of his time on coutract related issues. So it is
very costly.

Yes, well, not only has it increased my time, but we have employed more people to
be part of il. In the mental health service we have a business strategist and fully
occupied deating with contractual issues. Positively I might add, not negative
issues. And so its - you know, the additional full time equivalents I would say
because of the reforms, we got additional staffrather than less.

Itls a huge process and a very costly process. Down time is horrendous when you
have essentially a manual collection system for basically two-thirds of our
business.

Well it's costly for mental health because my business analyst spends a lot of time
doing things around the contract, things around developing requests for proposals,
and I spend a lot of time going through the contracts and ensuring what's in there
we can deliver and there aren't any fishhooks in it. We also then have a costing
team for the CFIE who spends a lot of time costing. Although we probably would
have done that whether we had contrircts or not. We employ a coutracts manag9r
because the interface between the RHA and the CHE has to be managed at one
level.

The most intense and costly periods were during the negotiation phase, and, as one

purchaser put it, "where there is a belief that we have contracted for something and they

are not delivering". Although disputes between purchasers and providers were not

uncommon, especially during the negotiation phase, few of these involved any intervention

by a third party. An exception was the contract proposal for a new mental health facility

that was investigated by the Commerce Commission.ttt The legal costs of this intervention

were described as "massive" for both the CFIE and the RHA involved. These costs were

incurred in spite of the fact that there had been no disagreement between the purchaser and

the provider. While it seems correct to classify these legal costs as transaction costs, in this

particular case, the costs stemmed from the regulatory environment rather than from the

characteristics of the service.

128. Commerce Commission Decision 215.1995, described in section 4.4.
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8.1.5 Conclusion

The rezults presented here provide support for the hypothesis that, of the four services in

this study, the costs of contracting are lowest for rest homes and highest for mental health

services as would be predicted under the TCE framework. This is especially true of the ex

ar?fe costs associated with selecting providers and designing and negotiating contracts.

The results also suggest that, with the possible exception of some rest homes, the

costs of contracting are considered to be by no means trivial, especially for service

providers. When asked what was the main disadvantage of contracting, cost - especially

the amount of time involved - was most commonly identified by respondents from all four

services. While a number of the larger organisations reported that they had employed extra

staffto cope with the extra work, the major cost component for all four services appeared

to be the opportunity cost of time spent by both management and clinicians in negotiating

and monitoring contracts. Comments included:

Time has been the big factor. It's a lot of time. Trernendous lot of time. Oh well
there's a bit of stationery and stufl but the overall factor would be time. (Rest
home man4ger)

Well we all spend a lot of time. My Board spend time. They are all volunteers.
(Man4ger, primary health services)

and

The amount of time that it takes of my time - two days a month. I have a meeting
with the RHA in May. I spent ten solid days working on the contract then. And
then nothing happened for a long time. Maybe three days a month. That's 15% of
my time. (Manager, surgical services),

While no official figures are available about the costs of running the public health

system either prior to or after 1993, there now appears to be a clear consensus amongst

analysts that the costs of contracting have been higher than expected (Crown Company

Monitoring and Advisory Unit, October 1996; Mnistry of Health 1996a and 1996b). For

example, CCMAU have reported that:
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To date, contracting has proved more costly than expected due to the inexperience

of both RHAs and providers. Contracting is time-consuming and difficult. [t u'as

recognised that given that contracting was new to the sector, there would be a
period of trial and error on both sides, However, natural tensions in the contracting
process were heightened by over-anrbitious targets for improved specificity,
particular$ given the lack of robust information in the sector. (CCMAU, 1996,
p.32.)

8.2 Problems of implementation

One section of the interviews explored problems associated with the contncting process

(see Appendix 2). This was based upon Hillman and Christianson (198a) who, after

examining the literature on the implementation of public policy, identified four categories

of relevant factors: environmental forces (such as the state of the economy, the degree of

social support for the policy, and the attitude of the media), availability of resources,

political forces, and characteristics of bureaucracies. However the questions in the

interview were open-ended and these broad categories were used only as probes where

necessary. Therefore no attempt is made here to pigeonhole responses into these four

categories.

A number of common problems emerged from respondents from all four of the

services in this study.r2e Most of these seemed to stem from the fact that the RFIAs were

new organisations whose structures, responsibilities and policy guidelines were still in the

process of development. Many of the personnel appointed to RHAs came from a

commerciat or legal background, and so in the early days had very little understanding or

experience of the hedth sector.

I think the 19934 year was really awful and complex and difficult because the
RHA were leaming their job. And we werent quite sure what we were meant to be
doing either and I don't think anyone wants to go through it again. So this year was
somewhat better.

A recurring theme from both purchasers and providers was the rapidly changing

personnel in the RHAs and the communication difficulties that this presented. These

changes in personnel apparently occurred primarily as a result of shifts in the initial

129. To preserve confidentiality, many of the quotes in this section are not been anributed to particular

respondents or service groups.
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allocation of tasks and responsibilities within the RHAs, as well as of the usual turnover of

staff According to one RHA representative:

....the ever-changing personnel within the RHA [has been a big problem]. This is a
new organisation. It was an entirely different group of people that went out to do
the negotiating this time. It meant that any relationship that had been developed
that first round had to be resstablished again. For everyone except for the general

manager who helped out on one or two contracts....... it was the first time we had
gone out contracting. And so I think that has certainly been a disadvant4ge both to

us and to the providers.

The change in personnel was especially problematic for small providers, some of whom

reported a lack of understanding of the structure of the RHA and of the person to deal

with when different problems arose-

A related problem reported by some providers was conflicting messages received

from RHA personnel. Some of these stemmed directly from the lack of staffcontinuity:

But they lthe RHAI have changed a lot of people, and you get really confused
when one guy comes and tells us one thing about our contracts and then a month
later we discovered it was no longer him dealing with it-

Other respondents attributed the problem of conflicting messages to a lack of internal

communication and to differing viewpoints amongst RHA personnel:

So it should be simple, but in terms of actually dealing with [the RFIA] it is a mine
field in terms of if you talk to diffcrent people, you get different answers for the
same questions. They don't seem to tatk with each other particularly well. There

are ctearly factions who are going in totally the opposite direction and who fight
with each other and who have different links in and out of the organisation.

[It is an] incredibly frustrating process when the Chief Executive writes to you and
says right, the contract is go....You go off and have a meeting and when we get

down to peopte who are coordinating [the service], it's no go.

Our experience fhas beenl that they have committed themselves to decisions within
negotiations which subsequently have been changed not just once, but two and

three times........ . which meant we were dealing with tigers with no teeth.

While some contracts were held up by unanticipated delays, or by protracted

negotiations between the two parties, respondents from all four services also complained

about the tight time frames set by RF{As to complete some of the contract negotiations.

This occasionally occurred in negotiations with incumbent providers for the continued

provision of existing services but was most commonly reported where the RHA had issued

RFPs for new services:
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The problem sesms to be, at least this year, that [the RHA] left everything to the

last minute and then we were expected to get things up and rururing in ridiculously
short time frames. Ridiculously short time frames. No recognition of practicalities
of advertising for staff, you know, point of selecting, grving them time to be
released from their current employment.

In the case of spot contracts for additional procedures or services, the reason given for

these tight time frames was that the RHAS were required to complete the allocation of

these new funds before the end of the financial year.

Another early problem that sometimes occurrd with the RFP process was the

poor definition of either the scope of the service to be purchased or the approximate

amount of money to be spent on it. This exposed providers to a considerable degree of

uncertainty and increased the transaction costs involved in the preparation of bids:

I think one of the concerns we have had, we have asked the RFLA to identifu how
much money they are going put into the contract. ln the case of [one service] ... a
working party was set up by the RHA .......... then an RFP came out that was quite
broad. So we decided to really look at whether we could set up something
cooperative between CFIEs and the non-govemment organisations.....,.. So we
sp€nt a lot of money developing a complete package that came out just under one
million dollars and they came back and said it's all very nice, but we only have
$265,000. So from our point of view it was really expensive in terms of time, but
it was also expensive in terms ofthe relationships that the RFIA managed to ruin in
that process.

In addition to these common problems, each of the four services experienced its

own particular difficulties during the implementation phase. For rest homes, the lines of

responsibilities between the new RHAs and other agencies with which they dealt were not

always clear. One respondent put it this way:

Our belief is that every New Zealander expects the Minister of Health to be
responsible for the provision of hEalth services for every Kirvi. But they aren't.
You go to them with some massive problems and - oh, its the RFIA'S
responsibility. Go see thern. The RHA says go see the licensing people. The
licensing people......... it goes round and round.

This had resulted in duplication of effort, conflicting advice or simply the frustration of

being unable to resolve an issue. It was also apparent that one of the regions was

experiencing quite major teething problems with their payment system for rest homes. This

is turn was affecting purchaser-provider relationships:

We have had nothing but problems ........endless problems. They are putting on
people who shouldn't be on [the client list]. Overpaying people. New residents not
being paid for. They are just making every t)?e of mistake just about. It's really
frustrating. (Rest home manager)
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For primary health services, the rollover of existing alrangements until new

contracts could be agreed and signed created a problem for some providers, Apart from

the uncertainty and risk involved in providing services before there was any clear

agreement between the two parties, the rollovers also held up any planning, especially with

respect to the introduction of new services. Many providers also reported a lack of the

skills and equipment required to develop and negotiate contracts, especially in the first

year.

Our main difficulty was putting together our first business plan. We got some
expert advice and help in putting ttre spreadsheets together - we now have the
model up and running so that we can numage it ourselves. Part of putting the
financial syst€m in place meant accounting advice and that was really heavy in the
first year. But we are now okay in that we've got a local person and they are
coming in to give us advice. (Manager, primary health services)

For both surgical and mental health services a major implementation problem was

the lack of information systems which could generate the kind of data required to develop

and support the contracts. In the midland region, for example, the RHA wanted to specify

surgical outputs by DRGs but initially most of the CHEs did not have the necessary cost

and output data. This introduced considerable uncertainty into contract negotiations in

respect of both price and quantity. The problem was even greater for mental health

services:

The biggest problems we have is initially pricing mental health. We have done an
awful lot of costing work, but because we don't have good information systems,
then a lot of it has to be done manually. I mean we know what it costs to nrn an
acute admission unit but what does it cost for an episode?

In the case of surgical services, most of these information problems apparently

stemmed from a temporary mismatch in mapping between the information systems that

were in place initially and the information that is required to support the new contracts.

However, for mental health services, the problem is exacerbated by the inherent

measurement difficulties associated with these services. As one respondent, put it, as far as

computer databases are concerned: "... always mental health things don't quite fit" because

patient care is often continuing, as opposed to discrete episodes of treatment, and may

involve a mix of inpatient and community care.

Finally, for RHAs, a major problem was the lack of skilled personnel to undertake

the task that had been assigned to them. The skill shortages identified by purchasers

included expertise in health information, as well as a good understanding of the way that
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health services work and of health policy. These are generally skills which are acquired as

a result of working for many years within the health sector, rather than simply through

participation in a training programme. The RHAs also felt that they had insufficient funds

and personnel to undertake the task with which that they were faced.

Yes, basically we are under-resourced in terms of the task that we are undertaking.
We are under-resourced. And if you are looking at it, in normal business sense,
you would be putting a hang of a lot more resources than we have at the moment.
And that just means it takes longer to go through the process in terms of people on
the ground, in terms of the inevitable interminable meetings, just to start getting
people thinking in the right direction and all of that.

Effects of contracting

Several common themes emerged with respect to the effects of contracting. First,

respondents from all four of the services in this study reported that the primary benefit of

contracting is improved accountability by providers to purchasers for the services being

supplied. As one purchaser put it:

I think it's accountability really. I mean everything can be counted now, You
know what you are getting for your money, sort of thing. A lot of stuff just got
lost. And it was preffy soft. And now everything has to be accounted for.
(Purchaser, surgical services)

Similarly, from the provider's perspective:

It does improve accountability so you know what it is you are required to supply
and at what level. (Rest home manager)

An issue here is the level of accountability that can be achieved through contracts. While

accountability has generally improved for inputs, and sometimes also for outputs (or

throughputs), measures of patient outcomes are rarely specified in the contracts. Thus,

while the primary objective of the RHAs is "to promote the personal health of people"

(under section l0 of the Health and Disability Services Act 1993), as yet, at least,

accountability by providers for patient outcomes remains elusive.

A second common theme was that purchasers were generally considerably rnore

positive about the effects of contracting than providers. For purchasers, improved

accountability and knowledge about what is being provided was of major importance for

guiding decisions about the allocation of funding. In contrast, some providers saw

contracting as costly and bureaucratic with few obvious advantages.

223



Third, because the interviews were undertaken during the period of transition to

the new regime, respondents from all four services considered that contracting offered

some potential benefits which had not yet emerged. The reason given was that, as yet, the

system was not yet working "as it was meant to work". ln particular, purchasers were not

actively deciding what to buy and what not to buy, and were not shifting resources

towards more efficient providers. Almost all contracts had been placed with incumbent

providers, with prices and volumes simply following historical patterns. Potential benefits

identified by respondents included improved efficiency (if purchasers contracted selectively

with cost-effective providers); improved access (if purchasers directed resources to areas

of health need); and the development of a more appropriate range of services, including

the integration of primary and secondary care.

8.3.1 Rest homes

As well as improving accountability to purchasers, the specification of services within rest

home contracts also enhances the market by providing clients and any third parties who are

involved in the placement process with more information about the quality of services

provided in each home. This in turn should improve the responsiveness of providers to

consumers. As one purchaser explained when asked what is the main advantage of

contracting:

Most definitely the accountability aspect. Clarity of expectations and roles. The
openness of the contract for third parties to view, to know about, is actually one of
the big advantages as well. And we are currently in the process of making the
contents of these contracts public knowledge. We were interested in the response
back from people saying we didn't know that this was supposed to be provided. So
the consumer is actually aware of the contents of the contracts and can actually
hold the provider to that. (Purchaser, rest home services)

Many respondents from rest homes drew attention to the influence that contracting

was having on the quality of services. Some had been encouraged to prepare their homes

for accreditation, especially in the northern region where accredited rest homes were paid

a marginally higher price ($4 per day per client). Others gave specific examples of

particular dimensions of their service which they had changed in response to contractual

requirements. These were quite varied and included changes to the accounting system, a

new fridge (because the contract required that the temperature of the fridge be checked
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each week), and the development of a patient restraint policy. Other respondents

commented that contracting ensured that the existing standard of service was maintained.

As one provider put it: "Quality is the big thing. It keeps us on our toes".

For providers, improved quality was encouraged both by the monitoring process,

as well as by the fact that, in one region, the purchaser had attempted to reward higher

quality providers with higher prices. From the purchasers' perspective, contracts were seen

as the essential lever for securing a better standard ofservice.

So generally speaking I think the effect of contracting and getting a legal binding
agreement in which accountability is very clear have made it very much easier for

us to improve the quality of the services we are purchasing, to effect the quality.
To actually effect the qualrty of service being provided and I have written to as
many people now who have actually noticed, peopte like social workers, actual
clients, visitors, people are noticing that there are changes. Feeling that they are
more in control. Long way to go yet, but certainly making a difference.
(Purchaser, rest home services)

While the quality of rest home services was generally perceived as being enhanced

by the contracting process, some respondents expressed concern that any integration

between rest homes and other services had, if anything been undermined. This was

because the contracting process had tended to put...

......the rest homes in a box, and hospitats in a box, and community based day care
in a box, and 60s pluses, in another box - and ne'r should the twain communicate
or mcet - I mean this is just bureaucracy gone mad - and it is a very expensive
administrative model. Whereas the sort of models we'd like to be looking at is in
terms of there is the need of that person and you can put some categories around
them and then feed them in and out of the services. (Representative, rest home
umbrella group)

For at least one respondent, this lack of flexibility was contrary to initial expectations of

the new system.

I was hoping that maybe there would be more flexibility in this system now and

this is the disappointrnent that one, that there doesn't seem to be any flexibility, and

two, that the choices of the client are less.

Finally, of the 13 rest home providers, four reported that, while the costs were

high, they could see no advantage at atl from contracting. A further two thought that

contracting had the potential to secure real benefits for clients if purchasers used the

opportunity to contract selectively.

225



Yes I think contracting is a good idea. I think the quallty measures are good and
it's good to know that it's gefting everyone up to scftrtch. The real question is, will
those who are not up to scratch not win contracts? Will [the purchasers] be brave
enough to actually not contract with these people? After all this is the whole
purpose of contracting.

8.3.2 Primary health services

Providers of primary health services interviewed for this study were generally of the

opinion that, to date, few clear advantages had emerged from oontracting. However,

many agreed that having a written contract was important from the purchaser's

perspective in terms of improving the accountability of providers. One also pointed out

that, for providers, contracts increase awareness of one's responsibilities and commitments

with respect to both the volume and quality of services. A few argued along the lines that

"we were doing it anyway", and that the costs of contracting far outweighed any benefits.

One extreme view was:

I don't see any advantage at all. I certainly think we should be accountable, but
we were accountable before. I think the contracting process is just a time waster. I
think there is too much bureaucracy involvd and I also think those bureaucrats
get a hell of a lot of money that should be put into irnmunisation programmes. I
have absolutely no time at all for contracting process. I think it is a load of
btt**+** quite frankly! (Provider, primary health services)

This respondent went on to explain that the quality indicators within the contracts failed to

capture the essence of service quality. Any monitoring of these indicators was therefore an

unnecessary and ineffective additional cost.

Neither of the primary care purchasers interviewed for this study agreed with this

respondent's view that "......we [i.e. primary care providers] were accountable before".

Indeed, the lack of accountability of primary care providers was seen by purchasers as a

major deficiency of the previous system. Accountability is especially important from a

purchaser's perspective because informed decisions about the allocation of resources

require knowledge about current patterns of service provision.
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The thing which most appeals to me is more certainty as to what we are buying. I
mean the whole principle of contracting actually requires that we identi$ what it is
we are buyrng. Whereas if you look at the previous system, you would not have
had a clue what was being bought, was it something meeting priority needs. There
was no specificity at all. So this actually starts us saying: what is it we want to
buy, what are the groups that we want to target, and then you can start to identi$
that. (Purchaser, primary health services)

Both primary care purchasers interviewed for this study viewed contracting as a tool for

improving the distribution of services and hence equity of access:

And the second advantage comes back to this issue ultimately of equity. We have a
limited amount of money; what is the most equitable and effective way of spending
that money. And the contracting process is the only way that you can do that.
(Purchaser, primary health services)

None of the primary care providers considered that contracting had had any

significant effect on the overall efficiency of their service, although several reported that

the process itself had encouraged them to examine various strategies for improving

efficiency. Some argued that they had already cut costs down to the bone prior to the

introduction of contracting. Others conrmented on the difficulties of improving efficiency

in a labour intensive service:

[We have done little to improve efficiency] apart from buyrng cheaper toilet paper
and things like that, if you can call those efficiencies.........It's time, and it's the
delivery of the service that we feel that we want to give really is pararnount. In

terms of efficiency I suppose among our own medicat staffI dont really see how -

unless we were to say okay we'll cut our consultations time down to five minutes
or something like that. (Provider, primary health services)

Similarly, there appeared to be a general consensus that contracting had not made

any real impact on the quality of primary health services. One provider made the following

comment with respect to the impact that contracting for hospital services was having on

their own service:

The climate is different. The discharge is a lot quicker. And you get every Friday is
chuck out day. So that puts an extra strain on our weekend service. It's really
cruel. So we have noticed the difference there. But as far as the quality of the
service at this end is concerned, there has been absolutely no change there.
(Provider, primary health services)

Because the primary health providers included in this study were all paid on a

capitation basis, plus most were providing services for marginalised groups, all were very

aware of the need to be responsive to any special needs of their particular population.

However providers held conflicting opinions as to whether or not contracting had

227



enhanced their autonomy and flexibility. For one respondent, greater autonomy was the

major advantage of contracting:

We're autonomous. We have more control probably (although the initial contract
was a hell of a shock when they just dumped it on you). I think it gives an
opporhrnity for ........ a mmmunity to develop with the purchaser the range of
services that it wants. Not have services inflicted on you that may not be quite
appropriate or not delivered in an appropriate way. As far as the philosophy of the
purchaser-provider sptit is concerned, I see that as a very great plus. (Provider,
primary health services)

In contrast, two other providers judged the lack of autonomy to be the main disadvantage

of contracting, especially for populations with special health needs or preferences:

Well one of the biggest disadvantages is that they are still dictating you know the
type of service we should be providing even though we've got a contract they are
still saying, okay but you have to fit it in this category. That's probably the major
disadvantage. They are talking about Maori control but we are still being dictated
to. (Provider, primary health services)

I think the main disadvantages is that they dont know our population and our
health needs as well as we do. They don't know what we provide and that creates a
tension. Perceptual as it might be, it's nevertheless a reality that we work with.
(Provider, primary health services)

In summary, there was considerable disagreement amongst respondents from

primary health services about both the nature and significance of the effects of contracting.

However few obvious benefits were reported by this group. One reason for this may have

been that providers had not yet adjusted to the new regime, especially those who had

experienced long delays in finalising some of these contracts and so had been subject to the

rollover arrangements that applied in the interim. An alternative explanation is the poor

specificity of services within the contracts, especially with respect to quality. This in turn

links back to the difficulty of measuring the output and quality of primary health services in

a meaningful way. A third possibility is that, as one respondent suggested, this particular

groups of providers were "doing it anyway".

8.3.3 Surgical services

In the case of surgical services, the introduction of contracting had a major impact in terms

of accelerating the shift towards the improved specification of outputs, especially through

the use of casemix measures. Although the CFIEs were still paid primarily by means of
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block budgets as the area health boards had been prior to the reforms, service managers

reported that the specification of service outputs within these block budgets provided an

important incentive towards greater effi ciency.

I think it gives you a definitive output and dollars so there's a driver there for you
to perform and provide the services at a cost effective level. I suppose it could be
done in other ways. (Provider, surgical sewices)

In the absence of output measures and monitoring under the previous hierarchical

arrangements, the tendency had been to cut expenditure by cutting services rather than by

reducing the cost per unit of output.

So it's the accountability issue - having outputs required is what makes the
difference. And I think dozens of area health boards could actually have cut their
costs a bit...... people didnt actually know what I was doing. t just kept saying, oh
I cant recruit theatre nurses. It was really underhanded. (Provider, surgical
services)

The main difficulty reported by providers was the lack of sufficient, if any,

additionat funding if they exceeded their contracted levels of service. One respondent

argued that under this type of contract, accountability remained a one-way thing. While

providers were accountable to purchasers, purchasers were not yet accountable to their

populations. Not only should providers know the contracted levels of service, but so too

should the community. The community will then be encouraged to look to RHAs rather

than to providers when demand exceeds contracted volumes.

Several respondents drew attention to the fact that the purchase of additional

elective procedures via spot contracts had increased surgical throughput for some

procedures. t'o Howeuer, the purchase of these additional services was made possible by

the provision of extra ear-marked funds made available by the minister. Presumably the

provision of more surgical procedures would also have been possible under the previous

hierarchical system if additional funds had been made available.

One purchaser suggested that the contracting process not only allows purchasers to

drive new initiatives, but provides the incentive for them to do so. Examples of these

included arranging for GPs to perform minor surgery in hospitals, providing extra funds

130. Ministry of Health figures indicate that in the two year following the reforms, casemix-adjusted

surgical discharges increased by 2.6% and 3.6Yo respectively. (Contract Monitoring, 1994/95, and

Performance Management Unit, 1995/96).
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for transport to enable early discharge, and the use of telemarketing as a means of reducing

the number of patients who fail to turn up for appointments or who fail to comply with any

pre-operative requirements.

Another effect noted by surgical managers was the use of contracts as a tool for

controlling the activities of clinicians. Comments included:

I mean I have actually found that contracts have been a useful tool for me in terms
of working with the clinicians. And in terms of them starting to examine what
cases they are doing and the range of cases they are doing, especially in an
organisation where it could be easy to move to less complexity and so it keeps that
balance. Oh t think it is great. We are in a business. And we have a purchaser
buying x arnount of goods. And now we are in a position of knowurg what goods
we need to deliver. It's as simple as that, (Provider, surgical services)

I think it's probably the first time there has been an accountability in the specialist
services in terms of the financial situation. And it's a new experience for most
clinicians. (Provider, surgical services)

These comments provide support for Allen's (1995) suggestion that contracts may

promote efficiency if managers use the external pressure provided by contracts to obtain

the performance that they require from their own workforce. If handled carefully, this in

turn may enhance cohesion and collaboration within service units and improve internal

relationships.

There are a lot of good things happening and in terms of the management of the
hospital, people are much more on board, the clinicians are much more on board
with the direction we are taking than has been in the past. (Provider, surgical
services)

On a less positive note, the tendency of contracts to draw boundaries around

individual services was creating some problems for surgical services as it had for the

providers of rest home services and other services for the elderly:

SomE of the purchasing strategies have fragmented some of the continuum of
service and we still have some real problems around where does one part stop and
another part start. Particularly around those things that are DRG- orientated and
those that are not. So people who are moving from one contrdc{ like surgical into
disability support for example, we have enormous problerns around those margins.
I think those are things that have yet to be worked on. (Provider, surgical services)

Finally, none of the providers of surgical services felt that contracting had

improved the quality of the service. However, one suggested that this was a reflection of

the transitional stage of the reforms rather than of the contracting process. The driver here

was again the improved accountability of providers through contracts:
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Not yet. But I think it will [improve the quality of services]. And the reason I
think it will is ttrat what you get out of it is a reasonably explicit set of priorities
down the track which you don't have at the moment. And I think you can then
focus into the areas where your purchaser wants you to provide rather than trying
to do werything. So I think down the trach yes. (Provider, surgical services)

8.3.4 Mental health services

In contrast to surgical services, the range of benefits identified by respondents that had

emerged from mental health services at the time of the interview was very narrow and

revolved almost entirely around issues associated with accountability:

Oh yes, it has encouraged efficiency, because I think you are much more
accountable. And although it's a problem - most of the Board are accountants who
do not understand the business - I think it actually makes you think about some of
things you do. (Manager, mental health services)

ln the past this CFIE would have got maybe $SOM to provide something and they
would have provided whatever that something was, and mental hedth would not
have had a clue what the componutt was, but now we know on PaPer, how much
mon€y we have, and therefore we iue more inclined to live within that. And I guess
the whole concept of contnacting it makes us actually criticatly look at the services
we provide and therefore by default we tend to do things in a better way. It's
certainly not because of competition in mental health. (Manager, mental health
services)

These responses suggest that, as with the other services, it is the improved

transparency associated with written contracts and identifiable budgets that has improved

accountability. However, when making comparisons with the other three services, several

points need to be kept in mind. First, prior to the reforms, information systems in mental

health services were, as one respondent put it, "abysmal". These services therefore had

some catching up to do in terms monitoring service outputs and costing services. Second,

as one respondent pointed out:

In mental health we have the additional support for that accountability through the
latest legislation - the Menal Health Act was reformed n 1992 which has led to a
lot clearer accountability. (Manager, mental health services)

Third, while most respondents were of the opinion that accountability in mental health

services had improved, others commented on the difficulty of improving accountability in

the face of measurement problems:
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At this stage, it actually hasn't [improved acoountability]. It has internally. But
no, externally it hasn't. Because of the problem of defining what we do. (Manager,
mental health services)

Interestingly, while fewer benefits from contracting were identified for mental

health services than for the other services, virtually all of this group of respondents

expressed optimism about the potential for benefits to emerge at a later date as service

specification and costing systems improved. The following cornment was typical of both

purchasers and providers:

I tldnk the main advantage of contracting for services is when we start to do it
properly. It's defining products so that there are clear parameters around it and it
can be transparent and about getting to prices that you start to have confidence in.
That they are an efficient and a fair price, so you can start to reconfigure the
market. That those who are coming up with good quality, efficient effective
servicss will start to get more business and those that arent' will need to change
quickly or actually in the end - it will start to work. At the moment, the market is
not particularly working, except in some areas. But in mental health I think it can
still be started to work, and that will be positive. (Purchaser, mental health
services)

Contracting was also perceived to have some negative effects on mental health

services. In common with rest homes and surgical services, one problem was the lack of

flexibility associated with the placing of boundaries around individual components of

service for contract purposes:

When you are contracting for volumes and set things, it doesn't actually allow too
much flexibility on the margins because you may be moving to some less
contracted area. And people with their problems do not fall neatly into
packages.........The downside of the contracting process is that it locks you into a
black and white scenario whereas with health essentially there are a lot of grey
areas. And the contracts do not allow for that to be addressed. That's the challenge
of the future: to address the grey area. The black and whites are very clear. The
grcy area isnt so much. It's the hard bit. (Manager, mental health services)

The splitting of purchasers and providers clearly encouraged the introduction of

some new services, especially where additional funds had been allocated specifically for

mental health services. However, some providers reported that the contracting process

also sometimes stifled innovation. This was attributed to the rather adversarial and

competitive nature of some purchaser-provider relationships and to the absence of mutual

planning. According to one provider:
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What happens is that if we have a good idea and we take it to the RHd they wont
want to deal with it until they can actually own the idea and then it becomes their
idea and I suppose they have got to be seen to succeed. (Manager, mental health
services)

Finally, as mentioned in Chapter 7, several providers drew attention to the

inappropriateness of short term (mostly one year) contracts and the resultant problems of

maintaining the quality of mental health services. tn addition to the lack of any incentive to

invest in specific assets, especially human assets, short term contracts are not conducive to

the maintenance of continuity of care for long term patients.

The ability to retain a stable work force, the ability to maintain our continulty of
care and to do anything with training or anything that's going to give you a retum
over time, is very difficult. (Provider, mental health services)

And that [maintaining quality of service] is very hard on a one year contract. Itrs
an issue that we have raised with the Ministry as part of a worldorce development
group. (Manager, mental health services)

In summary, the numbers of respondents reporting some benefit (of any sort) from

contracting were in a majority for rest homes and surgical services but in a minority for

primary health care and mental health services. Perceived benefits included greater

transparency and hence improved accountability of service providers, gf,eater incentives for

efficiency and for improving the quality of (some) services, and greater control over the

resource decisions made by health professionals. Apart from the additional costs, the

primary disadvantage of contracting was the tendency of contracts to fragment service

provision and to inhibit the flow of patients across service boundaries.

Summary of study results

The information and responses reported in this chapter suggest that both the costs and

benefits ofcontracting vary across the four different health services as hypothesised under

the TCE framework. Although the study was conducted before the new arrangements

were fully developed, some clear trends were already beginning to emerge.

Of the four services included in this study, rest home services clearly lend

themselves most readily to a contracting process. With the exception of some aspects of

the quality of services, the relevant dimensions of service were clearly specified within the

contracts. Transaction costs generally appeared to be lower than for the other three

8.4
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services although for some rest homes, especially the smaller providers, monitoring and

compliance costs were not insignificant. There are few barriers to either entry or exit:

some rest homes have closed in response to a fall in demand following tighter assessment

of potential residents by purchasers. While contracting has improved accountability, few

providers reported any efficiency gains. This may be simply because it is too early for

efficiency gains to have emerged but may also reflect the fact that this group of providers

were already operating in a fairly competitive environment before the contracting process

was introduced.

For primary health clinics, although the types of services to be made available by

providers was clearly spelled out in the contracts, these were generally expressed in fairly

broad terms. Quality measures were also not specified in any detail. The contracts were

therefore open to a degree ofinterpretation and purchasers expressed some concern about

what they are receiving in return for their money. This risk of opportunism on the part of

providers has encouraged purchasers to monitor closely service outputs. While this is

increasing transaction costs, it has also increased accountability of providers. Few other

benefits were reported from respondents from primary health services.

For surgical services, much eflort has gone into improving the specification of

services, including definitions of casemix, as well as in the costing and pricing of services.

Even so, in the first contracting rounds it remained unclear exactly what services were

included in the contracts or how prices were set. Contract negotiations were often lengthy

and many providers were unhappy with the prices paid. Although the purchaser/provider

split was intended to encourage the development of a more competitive contracting

environment, purchasers were generally cautious in contracting with new providers. Both

RHAs made it clear that they intended to concentrate on developing more cooperative

relationships with existing providers rather than on the development of contestable

contracting arrangements. Presumably they expect any reduction of transaction costs

through the development of closer relationships to outweigh any potential reduction in

production costs that might be achieved by encouraging greater competition between

providers.

Of the four services, contracting for mental health services presented the most

difticulties. Negotiations were protracted and sometimes adversarial due to the

uncertainties surrounding projected service outputs and costs. Problems of defining and

measuring service outputs encouraged purchasers of mental health services to contract
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instead for throughputs, or even inputs, This frustrated providers who argued that, while

the costs of collecting throughput information was high, such measures were for all intents

and purposes, meaningless. Providers were also unhappy with the short duration of

contracts, and the implications for long-term investment and planning. While most

respondents agreed that accountability has improved, few other benefits from contracting

were reported for these services. Overall, it appears that the costs of contracting for

mental health services have been higher than for the other three services while the benefits

- to date, at least - have been minimal.

A number of more general points discussed in the first part of this thesis are

confirmed by this study. First, it is difficult to distinguish the extra transaction costs

associated with contracting from the costs of production. Therefore accurate

quantification of transaction costs is always likely to be difficult. Secondly, for any

individual service, increased specification of the service and a more competitive approach

to contracting by purchasers both increase transaction costs. Thirdly, transaction costs may

reduce over time because some costs, such as the setting up of information systems, are

transitional only. Transaction costs may also decline if the degree of uncertainty and

measurability of services reduces as the market matures and more information becomes

available. Finally, transaction costs are affected not only by the type of service but also by

the institutional and cultural environment. This means that, while the transaction cost

rankings of particular health services may be similar for other countries which have

adopted quasi-markets, the absolute size and significance of transaction costs are likely to

be different.
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-9-

SUMMARY and CONCLUSIONS

This thesis has employed the body of literature that has become known as transaction cost

economics to examine the theory, the policy and the practice of the emerging quasi-market

for health services in New Zealand. This final chapter draws the three parts of the thesis

together and considers the implications for poliry and future research. The chapter begins

with an overview of the topics presented in the preceding chapters and of the main issues

and conclusions that have emerged. This is followed by an assessment of the overall

performance of the quasi-market in New Zealand during the first three years based upon

published material. The thesis concludes with some comments on the implications of this

research for health policy and some possible directions for future research.

9.1 Overview

9.1. I The theoreticalframework

Transaction cost economics has made some important contributions to our understanding

of eoonomic activity. Coase's initial insight that "the operation of a market costs

something" has led to the widespread recognition that economic activity can be organised

in a variety of alternative ways. The selection of organisational form and the associated

contractual arrangements are influenced by, and affect, not only the efficiency of

production but also the efficiency of economic exchange. The main hypothesis which

emerges from TCE is that contractual arrangements, which differ in their costs, will be

aligned with transactions, which differ in their attributes, in a way which minimises the sum

of production and transaction costs.

236



A number of theoretical challenges have been made to TCE.r3tThese include the

problem of defining (and therefore measuring) transaction costs; the acceptance of

effrciency as a sufficient explanation for the emergence of alternative forms of

organisation; the failure to consider the influence of concepts such as trust and loyalty on

transaction costs; and the lack of development of the role of the institutional and political

environment in which transactions take place. This last point is especially relevant for the

application of TCE to the quasi-market in health services and for transactions in the public

sector more generally. This is because in the public sector, the nature of transactions and

the organisational arrangements which emerge are constrained (and sometimes

determined) by political decisions. Thus, the institutional and political environment should

be regarded as endogenous to the TCE model.

On the basis of these considerations I argued that, while the Coase/Williamson

version of TCE provides a useful starting point for analysing contracts and contractual

relationships in the heatth sector, other possible factors which might motivate purchasers

and providers but which lie outside of TCE's usual scope also need to be considered. In

the health sector this applies most particularly to the influence of the regulatory and

political environment but also to the need for RHAs to consider equity as well as efficiency

in their purchase decisions, and to the ethical commitments of health professionals to their

patients.

9.1.2 The development of the quasi-market in NZ

In Chapter 3, the historical pathway which led towards the reform of the health system in

1993 was documented and discussed. The CoaseAAiilliamson model indicates that, ideally,

a comparative institutional analysis should be undertaken which compares the relative

efficienry of the structure before and after 1993. Unfortunately the absence of baseline

data precludes a systematic comparative analysis of this sort. However, a number of points

emerged from the discussion of the pre-1993 arrangements which have some relevance for

the assessment of the relative efficiency of the quasi-market.

First, within the "hierarchical" structures of area health boards, attempts were

already being made to reduce any costs associated with internal organisation. For two of

the 14 boards, this included the internal separation of their purchasing and providing

13l. See section 1.4.
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functions. Second, non-hierarchical contractual alrangements already existed for many

service providers outside of the area health boards. While the specification of some

services remained poor (especially for general medical services), for many independent

service providers the Department of Health was already moving away from block budgets

towards price and volume contracts which link expenditure more closely with outputs.r32

Third, the empirical evidence relating to the degree of X-inefficiency of area health boards

was poor. No evidence about efficiency trends prior to 1993 is available at all for other

categories of services. All of these points suggest that estimates of potential efficiency

gains from the introduction of a quasi-market were probably over-optimistic. The lack of

evidence on X-inefficiency prior to 1993 also suggests that the decision to substitute a

market for a hierarchy was a decision based as much upon political ideology and the

prevailing trend towards economic rationalism in other parts of the economy as it was

upon efficiency considerations of the health sector.

A final point to note in respect of the pre-reform period is that the historical

development of the New Zealand health system has served to shape many cultural norms

and practices. The general climate was one of cooperation and collaboration amongst both

health professionals and managers. The introduction of commercial practices and the

language of markets was therefore foreign and unwelcome to many of those working

within the system.

In Chapter 4, the nature of the new quasi-market for health services was described

in some detail. Even before the new structure was introduced, a number of changes had

been made to the original blueprints. Moreover, continual adjustments have been made as

the market has developed. The final pictwe is one of a system which differs markedly from

the original reform proposals laid out in The Green and White Paper (Upton, l99l). The

structure also bears little resemblance to the usual commercial environment in which

contracting between private parties takes place. Both sides of the market are dominated by

state-owned organisations, both of which act as common agents to the govemment and to

consumers. There is a lack of competitive and political neutrality, and incentives for

efficiency on the part of both purchasers and providers are weak. In spite of these defining

characteristics, the contracts between purchasers and providers of health services are

governed by the ordinary laws of contract and competition.

132. See section 3.2. for a discussion of these contractual developments.
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9.1.3 The potentialfor efficiency gains

A number of authors have utilised the TCE framework to analyse quasi-markets in health

services from a theoretical perspective. These studies have consistently concluded that the

introduction of quasi-markets in health services are unlikely to achieve significant (if any)

net efficiency gains over previous hierarchical arrangements. The findings of the present

study support these general conclusions. As the previous studies have indicated, the

transaction costs of contracting are by no means trivial and appear to be substantial for

some services. Moreover, as noted above, in New Zealand the potential for gains in X-

efficiency appear to have been overstated while the incentive to achieve further gains are

often weak. However, because different health services have a different range and mix of

the characteristics which influence transaction costs, each service needs to be assessed on

its own merits.

Any incentives for X-efficiency depend in part upon market structure. The analysis

presented in Chapter 5 showed that, even for elective surgical procedures where one might

expect a degree of competition between providers, the markets are relatively concentrated.

A number of factors also mitigate against the contestability of these (and other) services in

the longer term. These include the risk averseness of potential smaller providers in the face

of political uncertainty, the need to integrate elective surgical proeedures with other health

services, the lack of information for potential providers about factors such as curent

prices and the risk profile of the population to be treated, and a natural bias against smaller

providers because safety improves as throughput increases. Small numbers bargaining

therefore prevails and the scope for opportunism is relatively high. While potential

opportunism (such as under-supply or poor quality of service) can be reduced by

appropriate contractual arrangements and monitoring procedures, safeguards such as these

increase the transaction costs of contracting.

9.1.4 TCE and the health sector

The qualitative study presented in the last three chapters of the thesis was directed towards

three of the questions raised in the theoretical discussion of TCE. These were, firstly, are

the transaction costs of contracting greater for some services than for others? Secondly,

are there any special environmental or institutional factors which lie outside of the standard

version of TCE which have been influential in the moulding of contractual arrangements in
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the health sector? Thirdly, are purchasers and providers attempting to reduce transaction

costs through the development of some form of quasi-integration and closer working

relationships? Although the study was undertaken in the transitional phase towards a

quasi-market, some clear trends were already beginning to emerge.

First, the results of the study do generally support the fundamental hypothesis

underlying Coase's original observations that the costs of exchange (i.e. transaction costs)

are greater for some goods and services than for others. Moreover, if my assumptions

concerning the characteristics of the four selected services are correct, then it appears that

transaction costs do increase as asset specificity, frequency of transactions, uncertainty,

and problems of measurement increase in line with Williamson's development of the TCE

model. Of the four services in the study, the costs of contracting appear to be lowest for

rest home services and highest for mental health services. This is especially true of the er

ante costs associated with designing and negotiating contracts. The other two services -

primary health services and surgical services - lie somewhere in between. However the

ordering of these two services in terms of their respective net contracting costs is not

clear. While the transaction costs of contracting appear to be higher for surgical services

than for primary health services, so too do the associated benefits. For all four services, the

main reported benefit from contracting is improved accountability. The specification of

prices, volumes and some measures of quality within contracts is in turn encouraging some

providers - most notably providers of surgical and mental health services - to look more

closely at their production processes and at their mix of outputs.

While these results are generally supportive of the assumptions underlying TCE,

the study suggests that, for the health sector at least, Williamson's version of TCE

overstates the importance of asset specificity and understates the importance of

measurability. For all of the four services included in this study, but most particularly for

mental health services, the responses of those interviewed repeatedly suggested that

problems of measurability were the main determinant of transaction costs. The

impossibility of assessing adherence to contract obligations through simple observation has

led to safeguards being built into contracts by purchasers. This in turn has led to high

compliance and monitoring costs, especially for providers. The inclusion of safeguards

within contracts may also have exacerbated the development of more trustful relationships.

In part, these results simply reflect the very early stage of the reform process when

significant new investment was required in developing measures of health services and in
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getting the appropriate systems in place for supporting the contracts. However the

interviewees also indicated that the ongoing costs of collecting, analysing and reporting are

unlikely to be trivial. New measures of output and outcome are continually being

developed for all health services. This, in itselt, is an indicator of the importance of

measurability as a determinant of transaction costs.

This study also provides support for the notion that transaction costs are affected,

not only by the type of service, but also by the institutional and cultural environment in

which transactions take place.r33 For example, the fact that contracts are legally binding

appears to have increased the magnitude oftransaction costs because services tend to be

specified explicitly and hence the contracts are lengthy and detailed, negotiations are often

protracted and adversarial, and legal advice is sometimes required. Other institutional

factors which have influenced purchasing practices and contractual relationships in New

Zealand include the need for purchasers and providers to comply with competition law,

and political interference, for example in the selection of providers and the provision of

particular services.

Finally, contrary to both the predictions of TCE and to actual commercial practioes

@eale and Dugdale, 1975), the study found little evidence to suggest that, for services

where transaction costs are high, purchasers and providers are attempting to reduoe these

costs by moving towards some form of quasi-integration through the negotiation of more

flexible, longer terrq obligational contracts and by developing closer, more trusting

relationships. For mental health services, purchasers and providers met more regularly than

in the other tkee services and negotiated some aspects of service provision as they arose

during the term of the contract. Otherwise, the study uncovered little evidence of either of

these trends.

The discussion above has identified a number of possible reasons for this. One

obvious explanation is that both the market and relationships within it were very immature

at the time that the interviews were undertaken. Therefore, purchasers were still

concentrating their efforts on improving the specification of services within contracts, and

establishing formal monitoring mechanisms as the primary means of safe-guarding against

potential opportunism by providers. Anecdotal evidence suggests that relationships may

241

133. See sections 1.4.6 and 2.5.2.



have improved somewhat since this study was undertaken. However, in its 1995/96 review

of RHAs, the Ministry of Health reported that:

Provider relationships [with RFIAs] improved in some areas during the year but
deteriorated in others. (Perficrmance Management Unit, 1995/96, p.4'1

Deterioration in relationships usually stemmed from differences of opinion between the

two parties during the negotiation phase, most'particularly over prices.

A second explanation for the lack of development of relational contracting to date

is that various aspects of the policy environment may have created a barrier to the

development of trust between purchasers and providers and of more cooperative and

informal working relationships. These include :

o a tight funding regime;

o the legal status ofcontracts;

r the shift by purchasers towards more detailed specification of services within contracts;

o the imbalance of power between monopsony purchasers and providers; and

o the requirement to comply with competition law.

The behaviour of transactors has also clearly been influenced by the climate and

language of economic rationalism which prevailed when the reforms were introduced. In

this environment, the new quasi-market in health services very soon became a world of

clients, cost centres, risk management, assets, liabilities and bottom lines. Such a culture

obviously clashes with the traditional values of health professionals. Many health

professionals have reported feeling alienated from the organisations within which they

work (Perkins e/ al., 1997\, and some have expressed concerns that quality and safety are

being undermined in the interests of financial performance.t'n This new orientation has

encouraged purchasers and providers to maintain arm's length relationships (which are

presumably deemed to be "more businessJike"), and to attempt to develop contracts

which are as complete as possible following the classical or neoclassical model. Thus, the

introduction of market principles and the culture of contractualism may have subverted

values such as collaboration and collegiality that are more traditionally associated with the

134. In the case of Christchurch Hospital, the Health and Disability Commissioner conducted an inquiry

into the safety of the hospital following complaints by senior medical staff that four patients had died due

to o'systems failure".
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9.2

health sector. Such values form the glue which binds more informal contractual

relationships together.

In summary, whilst the incentives for gains in X-efficiency from the quasi-market

for health services in New Zealand are sometimes weak, the transaction costs associated

with contracting have been significant. These results cannot be attributed simply to the

freeing-up of economic forces from the previous hierarchical arrangements. Explicit policy

decisions have also contributed to way in which the quasi-market operates and performs.

Performance of the quasi-market

While the aim of this thesis has been to analyse quasi-markets from a transaction cost

perspective, it is useful to complete the picture by examining briefly some indicators of the

overall performance of the health sector following the introduction of these structural

changes. According to the Ministry of Health:

Heatth sector performance over the last three years has been disappointing in a
number of areas: costs have not been constrained in line with planned firnding
growth; both CtIEs and RFIAs have experienced deficits; although total output has
increased, ac@ss to some services appears to have reduced; and only 35 percent of
public health targets are expected to be achieved. There is widespread lack of
confidence in the ability of the sector to meet performance expec0ations and in the
credibility of policy settings (Ministry of Health, 1996b, p.l6).

The next three sub-sections document some of these changes in more detail.
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9.2.1 Health expenditure

Prior to the introduction of the quasi-market in 1993, total real per capita expenditure on

health had been increasing slowly (Figure 9.1)."'However, this was due entirely to

increased private spending (which includes out-of-pooket expenses and private health

insurzurce) which had doubled in real terms since 1987. ln contrast, per capita expenditure

by the govemment had been declining steadily since 1989.

The reconfiguration of area health boards into CIIEs revealed that there was "......a

chronic revenue shortfall in the public health system, that has previously been addressed

through unsustainable erosion of assets." (Minister of Health, 1994, p.l8). In the light of

this shortfall, the government agreed to increase funding levels designed to enable RHAs

to pay CFIEs appropriate prices for their services. RHAs were then to be placed on an

indicative funding path in which funding would be increased in line with population

changes but not with inflation.

In the event, pressures in various parts of the system resulted in the baseline

funding path being augmented by frequent ad hoc injections amounting to almost

NZ$l billion over the next three years.ttu This resulted in a turnaround in the trend of

public health spending per capita from an average annual decline of |.7o/o in the four years

from 1989 to 1993, to average annual increases of l.l%o in the three years following the

reforms (Sector Analysis Section, Ministry of Health, 1997).t" Even so, for the year ended

June 30 1996, public health expenditure per person ($1,438) was still $60 lower in real

terms than it had been in 1989.

135. Real expenditure is nominal expenditure deflated by the Consumer Price Index (CPI). This index

does not accurately reflect price changes in the health sector. However, Brovm (1997) found that a health-

sector deflator generated only minor changes to CPI$ased eslimates of real expenditure between 1962 and

1993.

t36. Most of these additional funds have been ear-marked for particular purposes zuch as mental health

services and reducing waiting lists.

137. These figures exclude the annual deficits incurred by both area health boards and ClIEs. These are

discussed in the next seclion.
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Figure 9.1: Real health expenditure per capita
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9.2.2 Efficiency

One of the primary motivations for the introduction of a quasi-market was to achieve

better value for money, especially in public hospitals. However, as discussed in Chapter 3,

there was a paucity of the relevant dat4 especially cost and casemix information, available

for public hospitals prior to the reforms. Even now, there are no published measures of

cost per unit of output. Moreover, for the data that are available, there are considerable

inconsistencies over time @eloitte Touche Tohmatsu, 1996). This makes it difficult to

draw any firm conclusions about efficiency changes. The information presented here is

therefore limited to trends in some of the relevant indicators.

In its briefing to the incoming Minister of Health following the 1996 electiorl

CCMAU reported that, for the CIIEs:

The health reforms have yet to yield the original expectations. By a range of
measures (eg. average length of stay, personnel costs, bed numbers) the pace of
performance seents, if anything, to have weakened since the advent of the reforms.
(Crolur Company Monitoring Advisory Unit, 1996, p. 2l)
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Despite their statutory objective to perforn as successful and efficient businesses, 2l of

the 23 CFIEs have consistently failed to break even. Moreover, CFIE deficits have grown

quite significantly relative to area health boards deficits (Figure 9.2). In the first four years

after the reforms, the accumulated operating losses of CIIEs amounted to almost

$l.3billion. This was in spite of increased funding to CFIEs amounting up to around

$200 million per year.

Figure 9.2 Area health board (1990-93) and cHE (1994-97',) deficitsr
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l. Not adjusted for inflation
Sources: Deloitte Touche Tohmatsu (1996)

Statistics New Zealand (quarterly publications),

CCMAU (1996) discussed a number of factors which may account forthe failure

of CFIEs to achieve cost reductions. After 1993, inflationary pressures occurred in both

wages and non-wage inputs. Senior management processes were weakened by the entry of

new managers who were unused to operating in an environment where information about

costs and outputs is limited. Initiat cost control efforts focused on support services (such

as the contracting out of cleaning and catering services) rather than on core clinical

services which account for the majority of total costs. The reforms also allowed cost

pressures built up during the area health board era to be released. Finally, any incentives
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for managers to achieve efficiency gains have been weakened by the willingness of the

government to provide deficit support, and by the political desire to minimise disruption by

smoothing the change process.t" The transaction costs of contracting have presumably

also contributed to the poor financial performance of CFIEs.

It is possible that the failure of CFIEs to limit costs reflects improvements in

quality. The complexity of cases treated in public hospitals - and hence the average cost

per case - has been increasing steadily in recent years. Some CFIEs have also recorded

marked improvements in quality indicators such as patient satisfaction and readmission

rates (CFIE annual reports). However, these measures are poor indicators of the overall

quality of care.

Other performance indicators for CFIEs are given in Table 9. l. The volume of

casemix adjusted hospital discharges has continued to increase and the length of stay has

continued to decline as it did prior to the reforms. ln spite of this increase in throughput,

and of the injection of additional funds earmarked specifically for the reduction of waiting

lists, the number of people on surgical waiting lists has risen at a faster rate since the

refiorms. The notional time estimated to clear the waiting lists has increased from 6 months

in 1993 to 7.1months in 1996, and there has also been no overall improvement in waiting

times.

138. See footnote 84 for details of the government's deficit support for CFIEs. The incentive to perform

was also no doubt blunted by the fact tlut many managers have received large personal bonuses in spite of

the poor hnancial performance oftheir organisations.
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Table 9.1 Discharges, length of stay and waiting lists in public hospitals

Yr/ended
June

No. of discharges'
Number Yo change

Length of
stay2

Waiting lists
Number Yo change

1990
l99 l
1,992
1993
t994
1995
1996

440,141
459,855 4.4
479,289 4.2
504,781 5.3
507,988 0.6
526,245 3-6
552.607 5.0

7.0
6.6
6.2
5 .8
5 .6
4.3
4 .1

58,943
62,638 6.3
65,240 4.2
71,252 9.2
77,877 9.3
85,847 r0.2
94.337 9.9

l. Includes daypatient discharges. lnpatient discharge volumes are adjusted for the relative
complexity of cases compared with the national average in 1989.
2. Casemix adjusted. lncludes daypatients

Sources: Perfiormance Monitoring and Review Unit (1993-1994)
Contract Monitoring (1994195)
Performance Management Unit ( I 995/96)
Deloitte Touche Tohmatsu (1996)

In the primary sector, there are few cost or output measures available which

provide reliable information about performance. Perhaps the most visible change motivated

by the reforms has been the development of budget holding arrangements with GPs for

pharmaceuticals and laboratory services. By December 1996, 64%o of all GPs were

involved in some form of budget holding (Performance Management Unit, 1995/96),

usually through membership of an IPA. Considerable budget surplusesr3e have been

achieved by these organisations, primarily through changes in prescribing practices. These

surpluses are mostly commonly shared between the IPA and the RHA. The IPAs have

directed their shares towards a diversity of programmes such as higher subsidies for

children, the development of patient registers, education programmes for doctors and

patients, and various types of health promotion clinics. The difficulty is that, while budget

hotding incorporates incentives to economise on the provision of services to patients, no

information is available about the impact on patient outcomes. As might be expected, some

commentators have expressed concerns about the effects that budget holding may have on

139. For example, in 1995/96, the northern RHA reported savings of $l5m from budget holding in its

region. However, no estimates are available of the aggregate savings that have been made from budget

holding arrangements.
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patients including access and quality of care, consumer choice and patient autonomy

(Coney, 1996).

Other initiatives in primary care include the development of community-based

services for Maori, the opening up of opportunities for primary care providers other than

GPs (such as nurse practitioners) to contract with RHAs, and the development of

strategies to improve integration between primary and secondary services. While there is

little information about the impact of these initiatives on patient outcomes, all of them have

the potential to increase consumer choice. Thus allocative efficiency may be improved.

9.2.3 Health status

While the commercial orientation of the reformed system has encouraged a focus on

financial indicators as measures of performance, the real bottom line is whether the

reforms have improved the health of New Zealanders. The difficulty is that the health

sector is only one of many determinants of overall health status. Other influences include

absolute and relative incomes, housing, safety in the workplace and on the roads, and

educational achievement Any general measures of health status, such as thos€ in Table

9.2, therefore cannot be interpreted as indicators of health sector performance. Even so,

the health sector does have an important role to play both directly, as a major purchaser

and provider of health services and public health programmes, and indirectly as an

advocate for the health of New Zealanders.

One of the major initiatives of the Public Health Commission was the development

of a strategic plan for improving the health of the population (Public Health Commissioq

1994). This plan, which has subsequently been developed and refined by the Ministry of

Health, comprises a set public health goals, each of which has a range of different

objectives. These objectives in turn have a number of specific and measurable outcome

targets. The status of these 89 targets in 1996 is summarised in Table 9.2.

The table shows that, overall, only 35 per cent of the targets are likely to be

achieved while 42o/o are unlikely to be achieved. Almost a quarter could not yet be

monitored, although data collection programmes are in place and will be monitored in

future years. Of the five public health goals, the goals for young people and adults were

more likely to be achieved than those for children, while the targets relating to social and

environmental health were most likely to have no recent data. Of the 16 targets which
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related specifically to Maori, only 3 (19%) were likely to be achieved. Eleven (69%) were

unlikely to be achieved and 2 (13%) had no recent data. Overall, these figures suggest that

progress towards the desired health outcomes has been poor. While this may in part be due

to the setting of inappropriate targets, it must be remembered that the targets are set

according to what is considered both desirable and achievable.

Table 9.2: Status of public health targets in 1996

Public health goal'
(n:number of targets)

Likely to be
achieved

Vo

Unlikely to
be achieved

o/o

No recent
data

o/o

To promote a social and physical
environment which improves and
Drotects the public health (n=18) I I 39 50
To improve and protect the health of
children (n:19) 26 63 n
To improve and protect the health of
vounq people (n=39) 4 l 4 l t8
To improve and protect the health
adults (n=12)2 58 t7 25
To improve and protect the heatth
older oeoole (n=l) 2 100

All population groups (n=89) 35 42 24

l. In addition to the five goals listed here, there is a sixth goal: To improve Maori health status so
that future Maori will have the oppornrnity to enjoy at least the same level of health as non-Maori.
Separate targets have been set for Maori within each of these five public health goals'
2. The objectives and targets for adults and older people were still in the process of development at
the time of this report.
Source: Ministry of Health (1996c), p.12.

9.3 Implications for policy

Quasi-markets force a split between the functions of purchasing and providing services.

The theory and evidence provided in this study suggest that such a policy fails to recognise

inherent differences in the attributes of different services and prohibits the development of

organisational structures which might otherwise be selected as a means of economising on

transaction costs. For those services where there is (actual or potential) competition

between providers, a quasi-market does embody some incentive for gains in productive

efficiency. This study also suggests that accountability of providers is improved where
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there are explicit service contracts. However the purchaser/provider split is clearly more

appropriate for some services than for others. The challenge now is to find some means of

retaining the positive effects associated with the quasi-market and contracting whilst

reducing the transaction costs.

I have argued that, within a quasi-market structure, there are a number of different

ways of approaching contracting and a nurnber of different types of contract types. While

contract negotiations in New Zealand do sometimes embody some elements of relational

contracting, the tendency of contractors to date has been towards the opposite (classical)

end of the continuum. The Ministry of Health put it this way:

The health syst€m ha-s suffered from simplistic and naive expectations by some
people about the possible extent of competition, coupled with misperceptions that
competition entails antagonistic relationships, s@tecy and the withholding of
information. (Ministry of Healt\ 1996a, p.34)

The way forward seems to be towards a more discriminating approach to

contracting. While arm's length negotiations can - and should - be maintained for some

services, relational contracting should be encouraged where the transaction costs of

contracting are high. This general approach was recommended by the Ministry of Health in

its briefing to the incoming minister in 1996:

The policy challenge is to reconcile the conflicting requirements - to cre€$e
incentives to enhance health and independence, but at the same time create an
efficient form of purchaser-provider organisation......One approach would be to
ensourage a change in orientation in the contractual relationship away from
viewing it as a task of making deals of short duration and towards a more medium-
term view. (Ministry of Health, 1996a, p.34)

The ministry went on to identi$ the following specific strategies:

o the use of longer-term contracts where relevant;

o arranging for contracts to be negotiated at different times of the year so that pressure

on purchasers and providers is reduced;

o more widespread use of simple contracts or memoranda of understanding for low-cost
contracts that cover small levels of service:

reducing the number of contracts by combining some related services into single
contracts instead of purchasing them separately;

moving beyond price/volume contracts for CHE services to contracts which focus
more strongly on outcomes.
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All of these proposals centre on the need to reduce transaction costs by reducing

the number and size of contracts, and by increasing their duration. It is possible that all of

these trends will emerge over time as the quasi-market, and the relationships within it,

mature. Howeveq the findings of this study suggest that there are currently a number of

barriers to the development of a more relational style of contracting. Some significant

changes therefore need to occur in the institutional and regulatory environment if

collaboration and trust between purchasers and providers are to be nurtured and relational

contracts are to develop. These include the payment of adequate prices by RHAs to CFIEs

(and the adequate funding of the pubtic health sector in the longer term), minimal political

interference in the contracting process, a review of the application of the Commerce Act to

health sector purchasers and providerst*, and reconsideration of the legal status of

contracts.

The "change in orientation" referred to by the ministry will also require a shift in

the attitudes of purchasers and providers, away from the arms length 'them and us'

approach that has characterised contracting for health services in New Zealand to date,

towards more a more cooperative, partnership approach and more trustful relationships.

This should lead to less adversarial negotiations and more rapid agreement about the

details of contracts. It should also reduce the costs of contracting by reducing any

tendency towards opportunistic behaviour.

The coalition government has signalled its intention to move towards "publicly

funded health care that encourages cooperation and collaboration rather than competition

between health and disability services" (New Zealand First/National Coalition, 1996). Key

policy proposals include the replacement of the four RHAs with a single funding body, and

the replacement of CFIEs with Regional Hospital and Community Services.tot While the

latter will still be required to carry out their activities in a business-like fashion, their

principle goal willbe achieving improved hedth outcomes. A report by the Steering Group

(1997) set up to advise ministers on the policy requirements and implementation issues

arising out of these proposals couched its recommendations in a very similar tone, lt's

140. The New Zealand Firstfi{ational Coalition Health Policy Agreement (1996) recognised that their

proposals imply "minor amendments to the Commerce Act as it relates to the health sector" as well as

"significant changes to the Health and Disability Act". (No page number)

14l, In 1997, the Crown Health Enterprises were renamed Hospital and Health Services'
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9.4

vision of the health sector includes a long-term focus, constructive relationships between

contractors, a move from purchasing to funding, and relational contracting for better

health outcomes,

All of these proposals are designed to encourage a more relational style of

contracting. However, as noted above, the real challenge now is to ensure that the baby is

not thrown out with the bath water! That is, to ensure that a classical or neo-classical style

of contracting is retained for those services where potential efficiency gains are high and

transaction costs of contracting are relatively low while longer-terrn obligational contracts

and trust-based relationships are developed for services where transaction costs are high.

Future reseerch

This study was undertaken during the transitional phase to the new quasi-market regime. It

is therefore perhaps best viewed as a baseline study against which any future shifts in

organisational form and contracting relationships can be identified and compared. It may

be argued that health sectors are always evolving and hence are always in transition from

one phase to another. However, unless further major restructuring of the health sector is

introduced in New Zealand, it seems fair to expect that the contracting environment wiU

become more stable as it matures.

While a more discriminatory style of contracting could be achieved through a

continuation of the trial and error approach that has been taken to date, a more informed

approach to contracting would obviously be preferable. This will require more empirical

evidence about the costs and the effects of different types of contracting for a wider range

of health services. Since commencing this study, the protection of information on the

grounds of commercial sensitivity has been relaxed considerably so that some of the data

that is required to assess the process, content and outcomes of contracts is now more

readily available. The political environment is also now more conducive to the introduction

and evaluation of pilot projects before particular types of service provision and styles of

contracting are introduced more generally.

A discriminatory approach to contracting also requires some understanding on the

part of both purchasers and providers about the factors which contribute towards

transaction costs. This requires further development of the theoretical framework of TCE

generally and, more particularly of the application of this framework to public sector
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quasi-markets. This might include a clearer definition of the concept of transaction costs, a

more in-depth analysis of non-efficiency factors which might influence the choice of

organisational form, and further investigation into the significance (if any) of factors such

trust, loyalty and reputation in contractual relationships. A comparative international study

might contribute to this debate, especially in respect of developing a better understanding

of the role of the institutional and political environment in shaping contractual

relationships.

The TCE framework is not only useful for analysing transactions between

purchasers and providers. It may also be applied to the organisation of health services

more generally. Potential applications include the make-or-buy decisions of hospitals and

other providers, alternative governance structures for health care organisations, and

internal employment arrangements. In New Zealand, TCE is tikely to prove useful in

evaluating the array of "integrated care" arrangements which are now emerging. These

involve new methods of service delivery designed specifically to break down traditional

barriers between services and between health professionals. As a general rule, they require

closer relationships, either horizontally or vertically, between the parties involved in

providing services to particular categories of patients.

In sum, it is now sixty years since Coase made his original observation concerning

the costs associated with running a market. The insight has led to a lively and long-

standing debate and to a rich body of literature which has, arguably, transformed the way

that economists think about markets. Even so, many fundamental theoretical issues remain

unresolved and many potential applications of TCE have yet to be explored. The TCE

framework therefore promises to provide a wealth of research opportunities - in the health

sector and elsewhere - well into the future.
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APPENDIX 1: MEASURING HOSPITAL EFFICIENCY

The existence of either technical or allocative inefficiency in the health sector is difficult to
model and test empirically, not the least because there is no universally recognised
objective function for hospitals and other health care firms (McGuire, 1985). Many health
care firms, especially hospitals, do not adhere to the standard neo-classical analysis of the
firm, most obviously because they are not profit-maximising institutions. The usual
alternative is to assume output-maximisation with prices being set equal to average cost,
subject to a budget constraint. Under these assumptions costs should be minimised because
technical inefficiency would be reflected in higher prices which in turn leads to lower
output.

Newhouse (1970) suggested that, in addition to output-maximisation, a second
variable - quality - also belongs in the maximand of non-profit institutions.'This is because,
in the absence of any profits, the performance of administrators must be judged in some
other way such as by the prestige of the institution. Prestige, in turn, is affected by the size
of the institution but, Newhouse argues, "....probably even more by the quality of the
product produced" (p 65) Thus administrators will be motivated to maximise some
combination of quantity and quality, subject to a budget constraint.

The difficulty in modelling and testing this hypothesis lies in defining a meaningful
index of quality of services. The usual approach is to define quality in terms of the quantity
of inputs, especially non-labour inputs. This in turn is assumed to increase costs.
Newhouse" suggests measures such as personnel per patient or availability of certain
laboratory or other facilities, but ends up using a vector of undefined characteristics to
which a set of numbers is attached which serve as an ordinal measure of quality.

The only restriction on tlte numbers is that they must increase as cost increases.
For convenience we shall use the costs themselves as measures of quality. (p 67)

But quality of care may sometimes be negatively correlated with inputs and costs. For
example, a correct diagnosis, skilled surgery and proficient nursing can all increase the
quality of care but reduce inputs and costs by reducing the need for any additional services
required to treat complications.

A third formulation of the objective function of hospitals focuses on utility
maximisation. According to Reder (1965) hospital administrators maximise their own
utility which is a function of the size of the hospital, extensiveness of modern equipment,
and the prestige of the medical staff. If we assume that administrators also derive utility
from producing services as well as from simply having the facilities and staffavailable, then
the utility maximisation hypothesis reduces to a quantity and quality maximisation
hypothesis in which quality is defined as the availability of facilities and/or personnel.

Notwithstanding the limitations of this definition ofl quality, an examination of the
locus of decision making within a hospital suggests that this interpretation of utility
maximisation nray be overly simplistic. In the hospital setting decision-making usually
involves a board of trustees or directors, general and service managers, and health
professionals, each of whom face rather different incentives in making decisions which
affect resource allocation. There are likely to be some categories of expenditure which

i. This proposal appears to stem from thc work of Long (1964) who proposed that the best qualiry* of care
should bc included as a constraint. rather llun as a variable ofchoice.
i i. See also Feldstein, M.S. (1974) and Chirikos. T,N. (1992).
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provide utility to these decision-makers but which may do little or nothing to enhance

either quantity or quality, even in its broadest sense,"' Examples are high cost medical

equipment or research activities that enhance the utility of physicians, or office

refurbishment that enhances the prestige of managers.
Harris (1977) suggests that a hospital is best viewed as two separate firms where

the administrative staff and the medical staff have separate objectives, managers, pricing

strategies and constraints. The introduction of third party (public or private) funders

introduces a further complication for all of the above hypotheses because it loosens, if not

removes, the incentives for least cost production imposed by the budget constraint. In

government-funded heatth systems particularly, the budget constraint tends to be weak.*

Certainly this was the case under area health boards in New Zealand, a number of which

were technically insolvent by 1991. It has also been the case for CtIEs to date.
A further difficulty in measuring efficiency arises from the paucity of data relating

to health outcomes. The ultimate objective of any health care institution is, presumably, to

improve the health status of its clients. However neither the analysis of cost functions"
(which relate costs to measures of output such as numbers of admissions or numbers of

patient days), or the analysis of production functions"i lwhich relate inputs such as

numbers of beds and medical and nursing labour to outputs) throw any light on the impact

of an organisation's activities on health outcomes.
More fundamentally, the application of neo-classical behavioural postulates in any

formto the analysis of health care organisations remains open to question. Evans (1981)

points out that the health sector is characterised by incomplete vertical integration. The

service supplied to each patient involves a complex mix of decisions and transactions

which are shared across a range of individuals (such as physicians, nurses and managers)

and which are likely to involve a number of different interacting agencies (such as insurers,
hospitals and pharmacies). Thus the behaviour of any one health provider will depend

crucially upon the nature of its links with these related individuals and agencies.
Traditional neoclassical theory with its focus on the bilateral relationship of buyers and

sellers is not very useful in this context.
In spite of the questionable relevance of neo-classical theory to the analysis of

health care organisations, the bulk of the literature that purports to measure efficiency in

the health sector is based, albeit rather loosely, on the conventional theory of the firm.-'

Improvements in the definition and collection of data (especially patient classification
systems), the development of casemix measures, and advances in statistical techniques :!re

all contributing towards more robust specification and measurement. The most common
approach is to compare the performance of hospitals through an analysis of costs and

outputs. These approaches are based upon the assumption that hospitals will maximise

either outputs or profits and hence will aim to operate on the production or cost frontier.

iii. The same comnlent applies to a profit-maximisation hypothesis: that is, expenditure decisions may
enhance the utility ofdecision-makers but fail to increase, and may even decrease, profits.
iv. The strength (or weakness) of the budget constraint in government-funded qystems depends upon the
willingness of governments to carry, and possibly to write-off eventually, the accumulated debt of
individual organisations.
v. Hospital cost function studies have been used to examine the possible existence of economjcs of scale, as
well as to identi$ hospitals with unusually high cost structures. See Berki (1972) for a summary of some
of these studies.
vi. For example, McGuire ( 1985).
vii. This comment relates to the efficiency of health care firms. There is also a substantial and rapidly

expanding literature on the measurement of the effrciency of particular health care programmes througlt
the application of the techniques of economic evaluation.
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either outputs or profits and hence will aim to operate on the production or cost frontier.
A range of difFerent methodologies has been used. Wagstaff(I989) for example, employed
three different statistical cost frontier models to examine the efEciency of 49 Spanish
public hospitals. Each of the three models produced rather different results, highlighting
the dangers of accepting the results of any efficiency analyses at face value. All three
models suffered from the crudeness of the measures of output variations that were
captured by just six casemix categories.

Butler (1995), who focussed on the multi-product nature of hospitals, took a rather
different approach. He examined the efficiency of hospitals in Queensland, Australia using
a Leontief Cost Function which incorporated variables for jointness of costs in production,
input/output separability, and returns to scale. The specification of outputs was based upon
two different diagnostic classification schemes with l8 and 47 categories respectively.
Butler argued that a definition of hospital output on the basis of treatments rather than
health status is defensible on both conceptual as well as empirical grounds because a
hospital is in the business of producing treatments. Due to the inherent uncertainties
associated with the treatment of illness, these treatments may or may not lead to an
improvement in health status.

A non-parametric (mathematical programming) approach known as Data
Envelopment Analysis (DEA) is now being used in New Zealand and elsewhere to
compare the performance of hospitals. DEA centres around the construction of a best
practice frontier from the inputs and outputs of different hospitals. The perficrmance of
each hospital is then compared to this frontier. One attraction of DEA is that it is not
constrained by any assumptions associated with the imposition of a specific functional
form such..as a regf,ession equation or production function. There are however other
problems.'"' Because the focus of DEA is on the derivation of a frontier rather than on
central tendencies, the methodology does not require explicit specification of an error
term. Therefore, unlike standard econometric techniques, DEA does not incorporate any
statistical tests such as adjusted ,f for assessing goodness of fit. This makes it difficult to
assess whether the results are robust or variable specific. (Valdmanis,1992).

While these - and other studies - represent significant improvements on earlier
empirical worlg some of the fundamental conceptual problems remain unresolved. As
Evans (1984) has pointed out, the use of cost functions to evaluate efficiency assume$
exogeneity of output measures: i.e. that patients are referred, treated and discharged in
response to some externally generated need. But managers (and/or clinicians) can easily
reduce the average cost per patient day by extending the length of stay (assuming, that is,
that marginal costs are declining). Similarly it is possible to influence the cost per
admission internally by refening high cost patients elsewhere or by discharging and
readmitting the same patient. Evans concludes that.

........simple cost comparisons may be reflecting real differences in efficiency or
just different ways of manipulating the denominators. The behavioural
responses. . . ...... .may invalidate statistical inferences. (p. I 9 I )

The significance of any such behavioural responses seems to depend upon the nature of the
incentives inherent in the health care system being studied.o

viii. See Sexton eI al. (19E6) for a detailed discussion of these problems.
ix. For example, if payments are made on a per day basis there is likely to be some incentive to extend
length ofstay (and reduce the number ofadmissions) so as to reduc€ average cost per day.
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APPEI\DIX 2: OUTLINE OF INTERVIEWS

The interviews were semi-structured and covered the following four main topic areas:

l. Description of the services purchased/provided through contracts.
2. Nature of relationship with the other partyiies.
3. The contracys and contract enforcement.
4. The contracting process.

Although these four areas wer€ covered in all of the interviews, specific questions varied
according to:
o the type of service
r whether the interviewee was a purchaser or a provider
. any specific issues relating to a particular respondent, and
e the responses of previous questions.
The following outline (which was used for providers rather than purchasers) should
therefore be seen as a guide only. Where necessary, the questions in italics were used as
probes to provide respondents with some indication of the sorts of things they might
consider in their responses.

l. Descriotion of senice

(la) Could you describe the t)?e of service/s that you provide?
- W of service
- Iocation and coverage
- how many beds
- numbers/type of personnel

2. Nature of the relationshio with other oartv/ies

(2a) How would you describe your relationship with the RHA?

(2b) With respect to your negotiations with the RHd how would you describe your
relationship in terms of:

- Simple/complex?
- FormaVinformal?
- Cooperative/competitive?
- TrustfuV not trustful?
- Open/secretive?

(2c) Isyour relationship developing positively/developing negatively?

(2d) Do you undertake any longer term service planning?
Is cooperation with the RHA required in planning services?

(2e) Do you have any actuaVpotential competitors?
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(20 Do you feel under any threat of loss of contract?

3. Contracts

Type of contracts

(3a) Description of contracts
How many contracts?
With how many RHAs?
Any sub-contracts with other providers?
Is contract generic/negotiated?

(3b) Is the volume of service defined in your contract?
How is quantity of sewice specified?
Is the serrice defined nfficiently clearly so that serrice outryt could be compwed
direclly with an alternative semice provider?

(3c) Do you consider this an appropriate way of measuring the volume of services that
you supply?
What problems arise in defining this particular service for contracting purposes?

(3d) What sort of measures of qualrty are there in the contract?
l{ho sets quality meawres?

(3e) Do you consider that the quality measures in your contract are appropriate?
Adequate?

(3f) What is the duration of your contract?
Would you prefer a longer/shorter contract? Why?

(3g) Do you feel exposed to any potential risks not covered by the contract?
Excess demand, intlation, payment dfficulties, etc.

(3h) Are there any risk-sharing arrangements within the contract?
Is there roomfor any renegotiation during the term of the contract?
Uder what circumstances can either party terminate the contract?

Contract Enforcement

(3i) How does the RHA monitor the contract?
lYhat information are you required to provide to the RHA.?
Any audits?
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(3j) What about the costs of monitoring the contract? What does this entail?
I(hat type of resources have been involved in monitoring and/or reinforcing
contracts?
Have you had to put into place any special equipment/ procedures?
Is the information usefulfor management prrposes?

(3k) What encourages you to abide by the terms of the contract?
Existence of alternative providers? (i.e. competitive pressures)
Combination of alternative providers and threat of RHA to withdraw?
Legalframework? .
Mutual advafiages - both need each other?

4. The contracting nrocess

(4a) What method did the RHA use for selecting providers?
Contracted with incumbents
RFPs, tender, identification of preferred providers

(4b) How were negotiations oonducted?
By you in person, by phone/mail, umbrella group, teams?

(4c) What have been the most significant problems in the contracting process for your
organisation?
Resources? (staff skills, information requirements, time frane,)
Communication problems? (changes in personnel, access, language)
Buremtcracy? (changes in rules or system, paperuork required)
Actions of media, politicians?
Delays in the process?

(4d) What type of costs have been involved in preparing and negotiating contracts?
Time, intormation collection, legal advice, trwel, etc.

(4e) Are these costs significant for an organisation of your size?
How do these costs compare with the period before the reforms?

(40 What sort of factors have added to the cost of negotiations?
Need to involve other personnel
D isagreements over price/volume/other
Use of RFPs

5. In summary

(5a) Are there any issues particular issues or problems associated with contracting
which we have not discussed?

(5b) What do you see as the main advantages of contracting for your service?

(5c) What do you see as the main disadvantages?
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GLOSSARY OF TERMS AND ABBREVIATIONS

ACC

Allocative efliciency

Asset specificity

Bilateral governance

Block contract

Budget-holding

Capitation

Casemix

CCMAU

CHE

Classical contracts

Contestable
contracting/purchasing

COS

DRG

Accident Compensation Corporation" renamed the Accident
Rehabilitation and Compensation Insurance Corporation.

The utilisation of inputs and production of outputs in a
combination which maximises social welfare.

The extent to which tle resources that are required to complete a
transaction are redeployable to another use without any loss in
their productive value.

A governance structure associated with obligational contracting.

A fixed sum of money paid for the provision of defined facilities
and/or services. See also sophisticated block contracts.

Contracts in which providers are given a pool of funds to meet the
costs of any services (usually pharmaceuticals and/or laboratory
tests) which their patients receive that, according to the contract,
are covered by the budget.

A system of paying a defined price for each person registered with
that practitioner/practicc. The price may be adjusted for personal
characteristics ofthe patient such as age, gender, and socio-
economic grouping

The classification of patients on the basis of characteristics such as
symptoms, diagnosis, treatnent, age, gender, etc.

Crolrn Company Monitoring and Advisory Unit

Crown health enterprise: a state-owned organisation which
provides hospital and community services.

Contracts which cover discrete transactions. The emphasis is on
legal rules, formal documents, and remedies to disputes provided in
courts. Relationships between the two parties are usually arms-
length.

Any purchasing strategy (such as RFPs, auctions and tenders)
rvhich opens up the market to altemative providers.

Component of service: a service specification which defines the
type and extent ofeach service to be purchased.

Diagnosis related group: a measure of health service casemix.
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Evergreen contracts Contracts which apply until either party wishes either to terminate
the contract or to renegotiate its terms.

Governance structure The institutional framework within which a transaction is initiated,
negotiated, monitored, enforced and terminated.

GMS General Medical Services benefit: a fee-for-service subsidy paid to
general practitioners.

HMO Health maintenance organisation. A form of managed care in the
US in which consumers pre-pay for all health services, the
provision of which is by a pre-selected panel of (employed or
contracted) providers.

IPA lndependent Practitioner Association: a group of practitioners
(usually GPs) formed to provide its members with services such as
contract negotiation, quality assurance and the development of
information and management systems.

Managed care Organisations which are responsible for either purchasrng or
organisetions providing a defined set of services for a defined population.

Neo-classicrl contrects Contracts is which there are some gaps in planning and which
therefore allow for a degree of flexibility over the contract term.
Third party participation is encouraged through arbitration
procedures in the event of disputes.

NHS National Health Service, UK.

Obligational contracts A form of relational contracting in which the two parties recognise
certain implicit obligations to each other but remain separate
organisations.

Quasi-markets A type of market in which the government maintains the role of
funder and govemment-appointed purchasers act as agents for
consumers. Purchasers contract with providers for the supply of
(publicly-funded) services.

Relational contracting A form of contracting in which contracts are incomplete but any
tendency towards opportunistic behaviour by either party is
mitigating by informal, often implicit, arrangements and by the
mutual dependency of the two parties to the contract.

RFP Request for proposals: an invitation issued by RFIAs to interested
providers to provide details of the facilities and services that they
have available, quality standards, staffrng arrangements, financial
information and (in some cases) price required

RIIA Regional health authority; the four RHAs purchase publicly-funded
health and disability services on behalf of the populations residing
in their regions.
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Section 51 notice

Sophisticated block
contrects

TCE

Technicd effrciency

THA

TLA

X-efticiency

A notice issued to providers by an RHA under Section 5l of the
Health and Disability Services Act 1993 giving notice ofthe terms
and conditions under whioh it will make payment for services. This
notice effectively allows payments to be made without a contract
being negotiated between the two parties.

Contracts which include indicative levels of activity for a fixed
price, with provision for renegotiation if activity exceeds the
indicative levels.

Transaction cost economics

Se X-efficiency

Transitional Health Authority: the body set up in 1997 to represent
the four regional health authorities during the process of transition
towards a single funding agency in June 1998.

Territorial Local Authorities

AIso calted technical" productive or operational efficiency.
Requires the costs of inputs to be minimised for any given level of
output.
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