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1 INTRODUCTION 

There is widespread criticism o f organisational costs in the N H S . 

'Reduce bureaucracy, release funds for patient care' has b e c o m e a 

popular s logan. T h i s so-called 'bureaucracy' may, however, be essential 

to delivering health care. T h e complexi ty o f modern health care means 

that s o m e organisational costs have to be incurred if the right health 

care is to g o to the right people at the right time. We d o not have a 

comprehensive est imate o f organisational costs in the N H S , but their 

significance is indicated by the sum o f £ l , 2 2 5 m spent on managers by 

English N H S trusts in 1 9 9 6 / 9 7 (about 5 per cent o f their total 

income) . T h i s figure is consistent with the U S Health Care Finance 

Administration's est imate that in 1991 $ 4 3 . 9 b n was spent on admin-

istration in the U S , a l m o s t 6 per cent o f total expendi ture . 

Unders tanding these costs, within a r igorous f ramework, is vital to the 

efficient allocation o f health care resources because these est imates are 

not on their own useful. T h e y d o not tell us whether the costs were 

necessary to deliver health care, nor d o they tell us whether they were 

costs incurred in ensuring that local health services met the needs o f 

local populat ions . So-called 'bureaucracy' may be an end in itself, and 

is now c o m m o n l y used as a pejorative term to suggest that it is. 

However, it may also compr i se expenditure necessary to co-ordinate 

the different people who deliver increasingly complex health care, or 

the costs incurred in mak ing sure that the right health care is delivered 

to the right people at the right t ime. Terms like 'bureaucracy' , 'man-

agement costs', 'administration', 'red tape' and 'transaction costs' are 

used interchangeably by most commenta tor s . Yet they may refer to 

activities mak ing very different contr ibut ions to patient care. 

T h e issue o f organisational costs has been pushed to the fore o f 

health care policy mak ing in the U K , particularly by cla ims that such 

costs rose fol lowing the introduct ion o f the N H S internal market in 

1990. T h e Conservat ive government introduced a number o f initia-

tives to reduce these costs in the internal market, and now the belief 

that 'bureaucracy' is too high in the N H S underlies a series o f White 

Papers, which outl ine measures supposed to generate a £ l b n in 

bureaucracy' dur ing the current Labour government's term. 
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8 There is, however, little rigorous evidence about relative levels of 

organisational costs in the NHS , before and after 1990. It is certainly 

the case that we would expect the type of organisational costs incurred 

to change, because the internal market introduced contractual rela-

tionships into the NHS . The costs accompanying contractual rela-

tionships, transaction costs, are likely to be qualitatively different from 

those incurred under the pre-1990 system, internal costs, since the 

problems relating to uncertainty and conflict differ in the two systems. 

We do not, however, know that this change in type was a bad thing, 

since we do not have convincing evidence that the overall level of 

organisational costs increased in the internal market or that there were 

no offsetting efficiency gains elsewhere. 

This monograph presents a framework that can be used to conduct 

the type of rigorous analysis necessary to analyse changes in the costs 

of organising health care. As argued above, an increase in resources 

devoted to organisation and management may be a good thing. 

Alternatively, an increase in organisational costs may not improve 

patient welfare. There may be waste and unnecessary expenditure in 

organisation and management, as in any activity. A change in organi-

sational costs must, therefore, be subject to the same rational analysis 

as a change in any activity. 

The monograph has been written for people working in health 

care, with an interest in economics but not necessarily with any formal 

training in the area. It begins in section 2 with a brief description of 

the structure of the N H S internal market. Section 3 outlines an eco-

nomic framework which can be used as the basis of rigorous analysis 

of organisational costs, illustrated with a case study of contracting for 

orthopaedic services. Section 4 discusses the 1997/98 White Papers 

which outline reforms to the N H S in England, Wales, Scotland and 

Northern Ireland. This section analyses the measures outlined in these 

papers supposed to reduce organisational costs and concludes that 

many of the measures will be ineffective as well generating new organ-

isational costs not recognised in the White Papers. Section 5 concludes 

with a brief discussion of the issues raised. 



2 THE STRUCTURE OF THE 
NHS INTERNAL MARKET 

In 1990 the N H S was reformed, with various structural changes 9 

made to improve efficiency and access1. T h e post-1990 structure 
has been criticised for increasing transaction costs and management 
costs, without delivering the hoped for efficiency gains. This section 
provides a brief introduction to the changes introduced in 1990, 
before addressing in subsequent sections the impact of this structure 
on organisational costs. 

Before 1990, planning, management and provision of health care 
all tended to be undertaken within the same organisations. In 1990 
the N H S was reorganised to separate two distinct functions: providing 
and purchasing health care. This separation was the basis for setting up 
two different types of organisations, providers and purchasers. T h e 
various provider organisations, N H S trusts, were responsible for pro-
viding acute care, mental health care and communi ty health services. 
Two types of purchasing organisations were created: health authorities 
and G P fundholders. Each health authority was responsible for pur-
chasing health care for citizens living in their local area, with GPs who 
volunteered to become fundholders being given responsibility for pur-
chasing a specified range of services for their own patients2 . 

The reforms deliberately inserted a market interface between pub-
lic organisations, even calling the new structure an internal market. 
T h e provision of health care was now formally governed by contracts. 
Each purchaser was required to make annual contracts with providers, 
supposed to cover most of the health care they expected their popula-
tion to need during the for thcoming year. Contracts could initially 
take one of three basic forms: 

1. block; 
2. cost and volume; 
3. cost per case. 

1 Work ing for pat ients (1989) . 
2 T h e role of GPs as purchasers increased over t ime, evident in various extensions to 
the ( I P f u n d h o l d i n g scheme, and in policy initiatives p r o m o t i n g the so-called 
Primary Care Led N H S ' . 
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Box 2.1 Types of contract 

Since 1993 the N H S Executive has categorised contracts as follows 
(descriptions adapted from Raftery et al. 1994): 

1. simple block contracts. Purchasers pay a fixed amount for access to 
a defined range of services or facilities. These contracts commonly 
included indicative activity levels and a maximum waiting time; 

2. sophisticated block contracts. Purchasers pay providers a fixed 
amount for access to a defined range of services or facilities. In addi-
tion, contracts have indicative activity targets, and specify action if 
those targets are exceeded or not met. Some contracts, for example, 
specify that if activity varies by 5 per cent or more from the target level, 
a separate cost per case schedule comes into operation; 

3. cost and volume contracts. These contracts are specified in terms of 
activity, with a fixed price paid for a specified volume of treatment and 
a price per case for activity over that volume. There is usually a ceiling 
placed on total activity; 

4. cost per case contracts. The provider agrees to provide specified 
treatments, with each episode paid for using an agreed price schedule. 

Raftery et al. (1994) found that most contracts involving a health 
authority were sophisticated block contracts (62 per cent). 20 per cent 
were simple block, 17 per cent were cost and volume and 1 per cent 
were cost per case. 

From 1992, the N H S Executive encouraged purchasers to use 

more complex contractual fo rms than s imple block contracts , and 

f rom abou t 1993 recognised a four th type of contract : sophisticated 

block. Box 2.1 describes the characteristics of the different types of 

contract . 

Some health care was provided wi thou t be ing covered by a con-

tract. In this case it was paid for on a case-by-case basis and called an 

'extra-contractual referral' (ECRs) . 
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Since 1997 contracts between NHS organisations have been called 

service agreements, and the recently published White Papers suggest 

that they will continue to be called agreements. Agreements can be 

analysed using the same framework as contracts, since they will con-

tinue to be costly to write and monitor, and will continue to affect 

incentives. 

The structure of the internal market was designed to improve effi-

ciency in health care delivery. It was intended that purchasers should 

be given fixed budgets and the freedom to purchase health care from 

any provider. This was designed to promote competition between 

providers, thereby increasing efficiency in service delivery. Patients 

were also given full mobility, with no restrictions over changing their 

GP. This was designed to promote allocative efficiency in purchasing 

decisions, since part of GPs' incomes relates to the number of patients 

for whom they are responsible. Health authorities were given a respon-

sibility to consult their local population, and were monitored on vari-

ous dimensions relating to local service provision and needs. This was 

designed to make them directly accountable for representing local 

needs in purchasing decisions. 

From its inception, economists argued that the structure of the 

internal market was likely to generate high transaction costs, not in 

itself a bad thing if accompanied by these hoped efficiency gains and 

improved access to health care-^. The key issues are, therefore, whether 

the internal market delivered the hoped for gains and, if so, whether 

these were sufficient to offset any rise in organisational costs. Current 

policy initiatives are based on the premise that it did not: these initia-

tives will be examined in section 4 below. 

3 Bart let t (1991), Roberts (1993), Robinson (1990). 
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This section is methodological, and outlines a framework that can 

be used to analyse the impact on organisational costs of different 

types of health care delivery structures. It begins by describing the 

types of question addressed in this framework and then discusses the 

nature of transaction costs and internal costs as the different types of 

organisational cost. Two different aspects of the role and nature of 

organisational costs are developed in sub-sections 3.4 and 3.5: 3.4 

argues that organisational costs may be a vital prerequisite to optimal 

health care provision; and 3.5 that, in practice, organisational costs are 

generally reduced by changes in informal practice rather than in for-

mal governance. The section concludes with a short summary of 

empirical work seeking to measure organisational costs. 

3.1 Governance structures 

Changes in the organisation of health care delivery can be analysed 

using a framework developed by industrial economists, called institu-

tional economics^. This framework allows economists to ask: what 

determines whether firms buy components or make them in-house; 

what determines the size of firms? In health care, this type of question 

arises in a number of contexts, including: 

• what determines whether GPs undertake minor surgery them-

selves or send patients to hospital? 

• what are the advantages of giving primary care professionals 

responsibility for purchasing as well as providing health care? 

• why have the functions of purchasing health care and providing 

it been divided between health authorities and trusts? 

These questions can be asked in two different ways: 

l. the so-called positive questions: what is the pattern of activity? 

4 This framework is usually associated with Coase (1960) and Williamson (1985), accessibly 

introduced in Eggercson (1990). An alternative approach to the same issues has been stimulated 

by Hodgson (1988). There are only a few UK-based studies which explicitly address health related 

issues using this framework. See Bartlett (1991). Bevan (1998). Ferguson and Keen (1996). 
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This type of question involves description o f observed pheno-

mena, including activity, its drivers, and the incentive structure; 

2. the so-called normative questions: what should we observe, in 

other words what is the op t imum or most desirable pattern o f 

activity? This type o f question involves analysis o f the charac-

teristics o f alternative ways o f organising activity. 

Institutional analysis is based on the principle that activity occurs 

within particular governance structures. Different governance struc-

tures comprise different sets o f rules for organising economic activity. 

Governance structures differ according to their decision-making 

mechanisms, in other words, their resource allocation rules. Markets 

are one type o f governance structure, and organisations another. In 

markets, prices play a greater role in decisions (i.e. in resource alloca-

tion) than within organisations, and this generally alters the nature o f 

the incentive structures in the two types o f governance structure. 

It is not always possible to distinguish markets and organisations 

since, as will be discussed in section 3.5 below, they borrow features 

from each other. For the purposes o f analysis it is, however, helpful to 

begin by setting out a distinction between the two as different types o f 

governance structure. 

The rules o f stereotypical markets are that relationships are not 

expected to continue beyond the current exchange (i.e. interactions 

between individuals or organisations are said to be 'short term' and 

anonymous'), and that prices contain all relevant information. This 

implies that prices o f high quality goods are higher than those o f low 

quality goods and, in health care, that prices are well-defined across 

the whole casemix range. 

The stereotypical rules o f organisational governance are, by con-

trast, that interactions are expected to be repeated. In other words, 

within organisations relationships are expected to last for some time. 

In addition, centralised, hierarchical decision-making is expected. A 

number o f different organisations exist within the N H S , including 

individual trusts, health authorities and C P partnerships. 
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Governance structures may be changed. An organisation may be 
dis-integrated, with a market interface inserted between its parts. 
Conversely, separate organisations, previously interacting across a mar-
ket interface, may be merged into a single hierarchy. Arguably the first 
happened in the N H S in 1991, when the purchaser-provider split was 
introduced, and the second is happening now, with the policy shift 
towards integrated care. Integration itself can take different forms: 

• vertical integration occurs if different stages in a process are 
joined within one organisation. In this case a transaction is said 
to have been 'internalised'. Vertical integration occurs, for 
example, within primary care when G P partnerships which 
have previously purchased minor surgery from a hospital start 
providing it themselves, in-house. T h e 1990 reform of the 
N H S is sometimes characterised as vertical dis-integration, with 
the market-style purchaser-provider split replacing the 
organisation which formerly governed both types of funct ion 
internally; 

• horizontal integration occurs if similar stages of a process are 
merged within one organisation. This occurred in primary care 
in the internal market when different GPs joined together as 
locality purchasing groups, and will occur in the future when 
GPs are merged into Primary Care Groups under measures 
announced in recent Whi te Papers^. It occurs in secondary care 
when mergers occur between trusts. 

Changing a governance structure may change costs. It is well 
recognised that average costs may be affected by the size of a produc-
tion unit: if there are economies of scale or scope, increasing the size 
of a production unit may lower average costs. O n e way of changing an 
organisations size and achieving economies of scale is to alter its gov-
ernance structure by, for example, horizontal mergers. This is often 
presented as a rationale for mergers between N H S trusts. 

5 See section 4 below. 
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A key insight of institutional economics is that changing gover- 15 

nance structure affects not only production costs, but also the costs of 

organising activity. Market-style governance generates transaction 

costs, whereas internal costs are generated within organisations. 

3.2 Transaction costs 

To undertake a rigorous analysis it is helpful to categorise transaction 

costs. Those costs incurred in the process of reaching an agreement 

(called ex ante transaction costs) include the costs of search and of 

negotiation. 

Search costs comprise the costs of finding another party to engage 

with. Purchasers must find out information about the range of poten-

tial providers, their prices, their capacity and the quality of health care 

they are likely to provide. In health care this is complex, since a com-

parison based solely on offer-prices may be misleading: price differ-

ences between providers might result from different assumptions 

about casemix, quality or volume of activity. In other words, prices are 

unlikely to contain all relevant information. Moreover, it may not be 

possible to unbundle' the price of a particular procedure from the 

overall range of procedures a provider undertakes and the overall 

'price' offered". 

Negotiation costs are also incurred ex ante, as purchasers and 

providers agree on the terms of the exchange. They have to agree the 

way that activity should be measured; the volume, quality and range 

of activity to be covered by the contract; the duration of the deal; and 

the price. Agreeing appropriate measures may be difficult (and there-

fore costly) in health care, since the output sought by purchasers is a 

change in patients' health status, which is often hard to measure and 

multi-dimensional. Box 3.1 introduces a case study illustrating the 

nature of transaction costs. Box 3.2 then illustrates ex ante transaction 

costs in the context of this case. 

Ex post transaction costs arise after the agreement has been writ-

f> Dawson (1994). Learv (1997). 
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Box 3.1 Case study of purchasing elective orthopaedic surgery 

Contracting for orthopaedic surgery provides a useful illustration of the 
nature of transaction costs, since it comprises a range of relatively dis-
crete elective procedures, some of which form the basis of Patient 
Charter standards, and some of which can be provided in a number of 
alternative venues. 

Orthopaedic surgery covers a range of different procedures, ranging 
from those that are relatively simple, inexpensive and able to be carried 
out as day cases in hospital or primary care (such as arthroscopy), to 
complex procedures often carried out only in special hospitals. 
Operations to replace hip joints or knee joints are common, and are 
commonly carried out in NHS acute trusts and in private providers. 

The examples discussed in various boxes are drawn from a detailed case 
study carried out in 1995, involving urban English health authorities 
with access to a number of alternative N H S and private providers. The 
case study is used to illustrate the nature of transaction costs and gov-
ernance structures. The example refers primarily to the costs incurred 
in purchasing care, although providers also incur transaction costs. 

ten, while it is being executed. T h e y include the costs of m o n i t o r i n g 

the o the r party to ensure that they abide by the terms of the agree-

ment , the costs of enforc ing the agreement if it is violated by the o the r 

party, and the costs of re-negotiat ion in the event of unforeseen cir-

cumstances . Box 3 .3 illustrates these costs. 

Transact ion costs depend on a n u m b e r of factors, each explored 

below: the level of uncer ta in ty ; the availability of alternatives; the 

na ture of the relat ionship between the cont rac t ing parties, especially 

the extent of o p p o r t u n i s m and trust; and the mechanisms available to 

enforce contracts . It will of ten be the case that these factors will gen-

erate a t rade-off between ex ante and ex post t ransaction costs. 
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3.2.1 Uncertainty and incomplete information 

Two factors mean tha t health care decision mak ing is based on unusu-

ally l imited a m o u n t s of i n fo rma t ion . First, individuals have l imited 

ability to process the in fo rmat ion tha t is available7 . Th i s p rob lem is 

magnif ied in health care decision mak ing by the complexi ty and anx-

iety accompany ing m a n y decisions. Second, there is considerable 

uncertainty, since rapid technological change keeps al tering the envi-

r o n m e n t , which is anyway characterised by hazards that are hard to 

predict , such as epidemics and natural disasters. Uncer ta in environ-

ments have high ex ante transaction costs, since it is costly to try to 

predict all possible events. T h i s makes it costly to agree on cont ingent 

act ions for all events, and means that some events will no t be includ-

ed in contracts . N o N H S contrac t , for example, specifies w h o would 

bear the financial consequences of a cholera epidemic. T h e costs of 

wr i t ing comple te contracts mean that there is of ten a t rade-off 

between ex ante and expected ex post t ransaction costs: economis ing 

o n ex ante transaction costs by leaving contracts incomple te may 

increase ex post t ransaction costs, as the parties later seek to enforce or 

re-negotiate an incomple te agreement . 

In general, the ex post costs of moni to r ing and enforcing an agree-

m e n t will depend on the precision wi th which it was wri t ten ex ante 

(and which , if any, unforeseen events occur). An imprecise contract 

may have lower ex ante transaction costs, but may lead to higher ex post 

costs if there is a d ispute over whether the contract has actually been 

breached. Th i s has been an on-go ing problem in the N H S internal 

market, wi th purchasers and providers arguing about whether particu-

lar activity is included in a block contract (often a purchaser s posit ion), 

or whether it falls outside the cont rac t ,and so should carry additional 

remunera t ion (often a providers posit ion). In general, block contracts 

may be less costly to negotiate than cost and volume or cost per case 

contracts, since block contracts d o not require detailed ex ante assess-

m e n t of casemix or level of d e m a n d , both of which are uncertain and 

therefore costly to predict . Block contracts may, however, be accompa-
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Box 3.2: The ex ante transaction costs of purchasing orthopaedic 

surgery: search and negotiation 

Search costs are incurred as purchasers locate providers able to supply the 

range, quantity and quality of orthopaedic procedures they wish to pur-

chase on behalf of their local population. T h e purchaser has to be satisfied 

that providers have adequate access to intensive care and cardiology should 

anything go wrong. This may limit the extent to which they are willing to 

use private providers or specialist hospitals. They also have to ensure ade-

quate access to rehabilitation services, particularly occupational- and 

physiotherapy. These services might be delivered within a provider, or the 

provider might have to engage in lateral 'service level agreements' with 

other agencies. Since most contracts between health authorities and trusts 

are based on activity rather than outcome (i.e. on number of hip replace-

ments' or 'number of visits', rather than on 'number of people restored to 

full, pain-free mobility'), purchasers often spend t ime ensuring that 

providers have actually entered into appropriate service level agreements -

in other words, they try to monitor inputs directly to safeguard quality. 

Search costs also involve compar ing and analysing prices offered by dif -

ferent providers. Pricing methods vary between providers: 

• some offer a price per procedure, wi th procedures o f t en grouped 

in to cost bands. These are of ten based on so-called ' H R G ' costings, 

now required of all providers. H R G s , o r Heal thcare Resource 

Groups , form a taxonomy of different types of health care, wi th dif-

ferent interventions and diagnoses grouped together in a way which 

should reflect resource usage; 

• some offer a un i fo rm average price for all or thopaedic procedures. 

Th i s of ten forms part of a un ique a r rangement between a provider 

and part icular purchaser: i.e. part of a block contract , predicated on 

total activity and total value. 

Variations in the prices charged by different providers might reflect differ-

ences in efficiency. But, equally, they might reflect any of the following 

factors, which must be appraised by a health authority during its search: 
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• variation in the age groups usually treated. Older patients of ten have 

a longer stay in hospital and require greater inpu t f rom comple-

menta ry services; 

• expected differences in casemix and resulting differences in the 

range of procedures conduc ted . The re is wide variation in the cost 

of different elective or thopaedic procedures f rom relatively cheap 

day-case intervent ions such as arthroscopies, to the more expensive 

bu t still f requent jo int replacements, to very expensive and infre-

quen t spinal surgery. Th i s p roblem is no t e l iminated when prices are 

based o n O P C S codes (which were used before the in t roduct ion of 

HRGs) or H R G categories. O n e N H S trust, for example, conduc ts 

13 different types of total h ip replacement, all categorised wi th in 

one O P C S code, yet ranging in price f rom £3 ,261 to £ 1 4 , 1 1 9 

(1993 prices); 

• variations in quality. In the context of or thopaedic surgery, these 

may alter expected costs by affecting expected revision rates. T h e 

price of artificial hips varies markedly between suppliers: it has 

recently been f o u n d that a type of hip supplied relatively cheaply by 

one company, and therefore allowing providers using it to charge 

lower prices, has a higher than usual risk of failure and therefore 

may involve higher long-term costs. 

These factors mean tha t negotiat ions between providers and health 

authori t ies over prices may be extended and acr imonious, as migh t 

those over the form a contract should take. Different types of contract 

have different characteristics. Specialty-level block contracts, which 

specify total paymen t and level of activity, and which therefore give all 

or thopaedic activity a un i fo rm average price, transfer to providers the 

risk of an unant ic ipated increase in d e m a n d for expensive procedures. 

If, by contrast , contracts are based on price per specific procedure 

under taken, mos t of the risk is held by purchasers. 
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Box 3.3: The ex post transaction costs of purchasing orthopaedic 
surgery: monitoring, enforcing and renegotiating agreements 

Contracts between health authorities and NHS acute trusts in the inter-
nal market were usually negotiated and written specifying cost, activity 
and maximum acceptable waiting times or length of waiting list. During 
the period covered by the contract, usually a year, health authorities mon-
itored the volume of activity actually undertaken by the trust, its cost, 
and waiting times or the length of waiting lists. If any of the variables var-
ied significantly from that specified in the contract, health authorities 
sought to enforce the contract and if necessary renegotiate terms. All 
three activities - monitoring, enforcing and renegotiating - are costly. 

Monitoring involves the direct costs of obtaining information and com-
paring actual activity with that agreed in the contract. Obtaining infor-
mation is costly. The data relating to waiting lists and activity are provided 
by the trusts themselves, often with a considerable time lag between when 
someone is treated and when a health authority is informed. Moreover, 
the data often omit information important to the health authority such as 
a patient s postcode. In the case study outlined in Box 3.1, contracts stip-
ulated that data had to be complete, with fines to be levied if it was incom-
plete. These provisions were not, however, enforced. In one contract the 
data was such that if fines had been enforced, the trust would have had to 
pay £50,000. The fines were not in fact imposed, since the health author-
ity believed that to do so would divert funds from patient care. 

The ex post costs of monitoring, enforcing and renegotiating contracts 
are high in health care, since it is hard to predict all events in advance. 
The NHS Executive has identified the following as likely to cause the 
volume of activity to vary from that specified in the contract: 

• unforeseen changes in demand; 

• unplanned changes in the care delivery process within provider 
organisations; 

• clinicians' behaviour, in other words 'whether clinicians will take 
note of contract targets and adjust workload accordingly'; 
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• the n u m b e r of patients treated for w h o m a postcode is n o t record-

ed bu t w h o actually live in another district may be higher than 

anticipated; 

• the data or targets may have been inaccurate; 

• r a n d o m fluctuations in vo lume or casemix. 

Cont rac t s which have activity agreed in cost bands may be m o r e cost-

ly to enforce than block contracts. In the case s tudy referred to above, 

one t rust insisted that activity be divided in to cost bands . In this case, 

the health author i ty had to m o n i t o r to ensure that the provider did not 

engage in cost-shift ing' , by claiming part icular pat ients were treated in 

more expensive categories than was actually the case. 

Cont rac t s can be enforced and renegotiated only if violation is d e m o n -

strable. It is of ten hard to prove that a contract has been violated. 

Check ing to prevent cost shif t ing, for example, requires detailed assess-

men t of casemix, which is costly to obta in . 

n i e d b y h i g h ex p o s t cos t s , if p r o v i d e r s a r e n o t g e n e r a l l y w i l l i n g t o t r e a t 

a n u n l i m i t e d n u m b e r o f p a t i e n t s f o r a finite s u m o f m o n e y 8 . 

T r a n s a c t i o n cos t s a lso i nc r ea se w i t h inc reases in t h e e x t e n t t o 

w h i c h e a c h pa r ty ' s i n f o r m a t i o n d i f f e r s , ca l led a s y m m e t r i c i n f o r m a t i o n . 

If, f o r e x a m p l e , a p r o v i d e r be l ieves t h a t t h e v a l u e a b u y e r p laces o n a 

se rv ice is h i g h e r t h a n t h e b u y e r ' s a c t u a l v a l u a t i o n , o r be l ieve t h a t t h e i r 

b u d g e t is h i g h e r t h a n it real ly is, t h e n t h a t p r o v i d e r m a y ' h o l d o u t ' f o r 

a p r i c e t h a t is a c t u a l l y u n a t t a i n a b l e , t h e r e b y i n c r e a s i n g t r a n s a c t i o n 

cos ts^ . T h i s t y p e o f s i t u a t i o n is c o m m o n in t h e N H S : in o n e set o f 

c o n t r a c t i n g n e g o t i a t i o n s in 1 9 9 5 , f o r e x a m p l e , t h e r e was a £ 9 m g a p in 

t h e p o s i t i o n s o f a t r u s t a n d a h e a l t h a u t h o r i t y 1 0 . 

8 Bartlett (1991) . 
9 Farrell (1987) . 
10 C o m p t r o l l e r and Aud i to r Genera l (1995) . 
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Box 3.4: Factors restraining competition in orthopaedic surgery 

In large u rban areas there appear to be suff ic ient providers to a l low 

compet i t ive behav iour ( there are, for example , 3 2 potent ia l providers of 

or thopaedics in wha t used to be the Nor th T h a m e s Reg ion of the 

N H S ) , yet there is also ev idence that there is l i t t le actua l compe t i t i on 

be tween providers . In the context of o r thopaed ic services, the absence 

of compet i t ive behav iour even w h e n there are a l ternat ive providers 

reflects all of the fo l lowing factors: 

• the costs of m o n i t o r i n g qua l i ty . Purchasers s tay w i th providers o f 

w h o m they have exper ience and w h o they bel ieve are more l ike ly to 

safeguard qua l i t y ; 

• preferred provider pol ic ies . S o m e heal th au thor i t i e s d i d in forma l 

'deals' w i th providers , gua r an t ee ing long - t e rm contrac ts in return 

for year -on-year reduct ions in average prices; 

• pol i t ica l cons idera t ions . Hea l th au thor i t i e s are often effect ive ly ' t ied ' 

to local N H S trusts for pol i t ica l reasons; 

• local preferences . Unde r the a r r angement s of the N H S interna l m a r -

ke t , local G P s and res idents m a y have l inks w i th par t i cu l a r 

providers . T h e hea l th au thor i t y m a y remove their contrac t for 

o r thopaed ic services f rom a par t i cu l a r provider , on ly to find that 

GPs con t i nue to refer to that provider , g ene r a t i ng E C R s that are 

m o r e cost ly than the or ig ina l contrac t . T h e heal th au thor i t y is, 

therefore, locked in to us ing the or ig ina l prov ider ; 

• profess ional ne tworks o f c l in ic ians . O r t h o p a e d i c consu l t an t s m a y 

have jo in t posts at t w o or more local providers . T h e hea l th au thor -

i t y m a y find that even if pat ients we r e referred b y GPs to a l te rnat ive 

providers , consu l t ants some t imes treated t h e m at the first, aga in 

lock ing the hea l th au thor i t y in to tha t provider ; 

• t ransact ion-spec i f ic inves tment . T h e ins t i tu t iona l e conomic s l i tera-

ture focuses on t ransact ion-spec i f ic inves tment as a source of n o n -

compe t i t i v e con t r ac t ing . T h i s t ype o f i nves tment occurs when o n e 
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or bo th of the parties have to make a specific investment which has 

a low value in alternative transactions and which therefore ties that 

party to the relationship. (The investment may be in physical or 

h u m a n capital.) Al though insti tutional economists emphasise this 

as an imped imen t to compet i t ion , it is hard to identify in relation-

ships between purchasers and N H S trusts. O n l y two instances arose 

in the or thopaedic case s tudy referred to in Box 3.1. It was evident 

in relationships between individuals in different organisations, w h o 

over t ime have developed good relationships and m e t h o d s of com-

munica t ing . It also had the potential to arise ou t of the specialised 

and unusual c o m p u t e r system of o n e of the trusts. Th i s system gen-

erated o u t p u t that was incompat ible with the software and systems 

at the health author i ty as well as those used in o ther providers. H a d 

the health author i ty invested in a compat ible system, they might 

have been locked in to a contract with that particular trust . 

3.2.2 Competit ion 
T h e t r a n s a c t i o n cos t s a c c o m p a n y i n g a n a g r e e m e n t b e t w e e n a p a r t i c u -

lar p u r c h a s e r a n d p r o v i d e r a re a f f e c t e d b y w h e t h e r t h e p u r c h a s e r has 

v i ab le a l t e r n a t i v e p r o v i d e r s a n d v ice versa, in o t h e r w o r d s , b y t h e level 

o f c o m p e t i t i o n . Ex a n t e t r a n s a c t i o n cos t s a r e l ike ly to b e l o w e r if t h e r e 

is c o m p e t i t i o n , s ince if n e g o t i a t o r s h i t a b a r g a i n i n g i m p a s s e ( in o t h e r 

w o r d s , ge t s t u c k ) t h e y c a n g o e l s e w h e r e . H a v i n g v iab le a l t e r n a t i v e s a l so 

l ower s ex p o s t t r a n s a c t i o n cos ts , l i m i t i n g t h e b e n e f i t s t o o n e p a r t y o f 

' h o l d i n g u p ' t h e o t h e r in d i r e c t v i o l a t i o n o f t h e c o n t r a c t o r o f t a k i n g 

a d v a n t a g e o f p o o r l y spec i f i ed t e r m s ' 1 . S u c h b e h a v i o u r is c o n s i s t e n t 

w i t h t h e w a y s o m e N H S a c u t e t r u s t s d e m a n d a d d i t i o n a l p a y m e n t s 

m i d - w a y t h r o u g h a financial year , t h r e a t e n i n g t o s u s p e n d e lec t ive 

a d m i s s i o n s u n l e s s t h e y receive a d d i t i o n a l f u n d i n g . 

11 Klein (1988) . 
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2 4 The level of competition is defined partly by the number of local 

providers (for purchasers) and of purchasers (for providers). It is also 

affected by the regulatory environment, which in the NHS restricts pur-

chasers' mobility. Health authorities, for example, have special responsi-

bility for local NHS trusts, and government policy now restricts the use 

of private providers by NHS purchasers. Evidence suggests that there is 

little competition between NHS trusts: that most areas have too few 

trusts for effective competition and that even in areas where competition 

might be feasible it does not occur'2. The factors which might limit 

competition in the NHS are illustrated in Box 3.4, which discusses fac-

tors impeding competition in the context of orthopaedic surgery. 

3.2.3 Opportunism and trust 
Transaction costs depend vitally on the expectations each party has 

about each other's behaviour 1Some commentators argue that expec-

tations about opportunistic behaviour are the fundamental determi-

nant of the level of transaction c o s t s W i l l i a m s o n argues that 

anticipated opportunism leads to high ex ante transaction costs, as 

each party tries to protect themselves from the other, and to high ex 

post costs as they respond to its consequences. 

There is a burgeoning economic literature addressing behaviour 

and how it affects economic outcomes. A number of writers have anal-

ysed opportunistic and trustworthy behaviour, and argued that co-

operative behaviour may lead to more efficient outcomes than 

competition15. In this literature, trust is commonly treated in one of 

two ways: as the antithesis of opportunism, in other words, as 

behaviour generated solely by ethical principles; or as rational self-

interested behaviour in contexts where co-operation is more efficient 

than conflict16. 

12 Appleby (1993), Le Clrand (1994). Propper (1996). 

13 North (1981). 

14 Williamson (1985). 

15 cf.Croxson (1997). 

If. cf. Lyons and Mchta (1997). 
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Box 3.5: Co-operation as efficient, self-interested behaviour 

The following quotation is taken directly from a hands-on guide to 
negotiations, written for N H S managers. It extols the importance of 
short-term co-operation as a way of safeguarding the long-term inter-
ests of an individual organisation: 

'Few negotiations are 'one-offs'. More usually they are part of a con-
tinuing relationship and the parties may well want to do business year 
after year. This is nearly always the case in NHS commissioner/provider 
situations. Sometimes, one party will have a particularly strong negoti-
ating position - perhaps the provider has just lost another contract or 
perhaps a competing supplier cannot provide the service this year. 
There is an overwhelming temptation to exploit this temporary advan-
tage and to adopt a 'take it or leave it' attitude. The inevitable conse-
quence of yielding to this temptation is that, when the balance of 
power changes, the other party will seek to take advantage of its nego-
tiating position. Negotiators have to take particular care over how 
much they exploit temporary differences in negotiating power. 
Remember that win:lose will normally be followed by lose:win.' 
(Faulkner, 1996, p. 135). 

T h e r e is also an economic li terature on the prerequisites of t rust-

wor thy behaviour. O n e s t rand in the literature, based on game theory, 

argues that repeating an interact ion, in o ther words having long- term 

relationships, allows parties to demons t ra te t rustworthiness . In this lit-

erature, repeti t ion also discourages each party f rom act ing oppor tun i s -

tically in the shor t - run if in do ing so they would jeopardise a more 

valuable long-term re la t ionship 1 7 . An example of this type of s i tuat ion 

in the N H S is described in Box 3.5. 

A n o t h e r s t rand examines inst i tut ions directly. N o r t h argues that, 

in the context of manufac tu r ing , employers may deliberately invest in 

measures which increase employees ' loyalty, such as subsidised hous-

17 Taylor (1997) . 
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ing, as a way o f reducing the transaction costs o f moni tor ing 

behaviour 1 8 . Others have argued that organisations foster loyalty and 

what might be called team spirit, which could also be interpreted as 

transaction cost reducing institutions 1^. Similarly, professional associa-

t ions like the British Medical Association and Royal Colleges can be 

analysed as organisations which foster particular behaviour directly 

(through peer review) and indirectly (through ethical codes), effective-

ly reducing the costs to the N H S o f moni tor ing professional behaviour. 

In conclusion, this section has argued that the transaction costs o f 

market exchange are expected to be higher in environments charac-

terised by uncertainty, incomplete informat ion and lack o f compet i -

t ion. In s o m e contexts these transaction costs may be reduced by 

changing the way transactions are governed, in other words, by switch-

ing from market exchange to internal product ion. High transaction 

costs are not , however, sufficient to justify internalising product ion. It 

is also necessary to consider the impact this will have on product ion 

costs and, as will be discussed in the next sect ion, the additional organ-

isational costs likely to arise within organisations. 

3.3 Internal costs 

A G P choos ing a governance structure for physiotherapy might chose 

market governance, in other words she might buy in the services o f an 

external agency, or she might chose internal governance, in other 

words employing a physiotherapist within the organisation. Internal 

governance el iminates some transaction costs but generates o ther types 

o f cost . T h e G P must negotiate wage and e m p l o y m e n t condit ions ; she 

can now m o n i t o r the physiotherapist directly; and she now has to 

organise and m o n i t o r support services herself. 

U n d e r s o m e circumstances these costs will be lower than the trans-

act ion costs o f market exchange, and this section begins by out l in ing 

why this might be the case. T h i s is, however, not guaranteed and the 

18 North (1981). 
19 Hodgson (1993). 
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sec t ion c o n c l u d e s w i t h a d i scuss ion o f t h e a d d i t i o n a l cos ts i n c u r r e d b y 

in te rna l g o v e r n a n c e . T h i s is a vitally i m p o r t a n t issue s ince t h e 1 9 9 7 / 9 8 

W h i t e Papers a n n o u n c e measu re s p u r p o r t e d t o be t r a n s a c t i o n cost r e d u c -

ing, w h i c h i n c l u d e c o m b i n i n g sepa ra t e hea l th care p ro fess iona l s i n t o local 

a s soc i a t i ons 2 0 . A n y sav ing in t r a n s a c t i o n cos ts may, however , be of fse t b y 

a d d i t i o n a l o rgan i s a t i ona l costs a r i s ing w i t h i n these associa t ions . 

T h e t r a n s a c t i o n cos t a d v a n t a g e s o f i n t e rna l i s i ng ac t iv i ty rely o n c h a r -

ac ter is t ics assoc ia ted w i t h s te reo typ ica l o r g a n i s a t i o n s : t h e ex i s tence o f a 

cen t r a l d e c i s i o n - m a k i n g core ; t h e g rea te r l ongev i ty o f w i t h i n - o r g a n i s a -

t i o n r e l a t i onsh ip s c o m p a r e d w i t h m a r k e t - r e l a t i o n s h i p s ; a n d t h e s u p e r i o r 

a l i g n m e n t o f i ncen t ives w i t h i n o r g a n i s a t i o n s , w h i c h r educes conf l i c t . 

W i t h i n a n o r g a n i s a t i o n , i n d i v i d u a l s m a y be less a b l e o r w i l l i n g t o 

b e o p p o r t u n i s t i c , r e d u c i n g t h e ex p o s t t r a n s a c t i o n cos t s t h a t m i g h t 

o c c u r in m a r k e t e x c h a n g e . S o m e a u t h o r s a r g u e t h a t o p p o r t u n i s m is 

r e d u c e d b y t h e e x i s t e n c e o f a c e n t r a l d e c i s i o n - m a k e r , w h o resolves d is -

p u t e s a n d m o n i t o r s b e h a v i o u r 2 1 . O t h e r s a r g u e t h a t c e n t r a l i s e d de c i -

s i o n - m a k i n g is s e l d o m c o m p l e t e l y e f fec t ive , b u t t h a t t h e s t ab i l i t y a n d 

l o n g e v i t y o f w i t h i n - o r g a n i s a t i o n a l r e l a t i o n s h i p s r e d u c e s t r a n s a c t i o n 

cos t s b y g e n e r a t i n g loya l ty a n d f a c i l i t a t i n g l e a r n i n g 2 2 : in o t h e r w o r d s , 

b y f a c i l i t a t i n g c o - o p e r a t i v e b e h a v i o u r . 

T h e charac ter i s t ics o f o r g a n i s a t i o n s m e a n t h a t it m a y n o t be neces-

sary t o spec i fy in a d v a n c e all de ta i l s re levant to f u t u r e ac t iv i ty (effect ively 

e c o n o m i s i n g o n ex a n t e t r ansac t ion costs) . T h i s is likely t o be i m p o r t a n t 

in hea l th care, cha rac te r i sed as it is b y h igh levels o f unce r t a in ty . 

U n c e r t a i n t y a b o u t d e m a n d a n d casemix m a k e it h a r d to spec i fy all de ta i l s 

in a d v a n c e , as r equ i red in t h e c o n t r a c t s o f t h e N H S in te rna l m a r k e t . 

W i t h i n a n o r g a n i s a t i o n , t h e ex i s t ence o f l o n g - t e r m re l a t ionsh ips a n d 

cen t ra l i sed a u t h o r i t y r educes t h e n u m b e r o f c o n t r a c t s n e e d i n g t o be 

m a d e . I n s t e a d o f each e m p l o y e e c o n t r a c t i n g separa te ly w i t h each o the r , 

t h e s u p p l i e r s a n d t h e d i s t r i b u t o r s , t hey ef fec t ive ly c e d e t h a t r e spons ib i l -

i ty t o t h e cen t r a l d e c i s i o n - m a k e r in t he i r s ing le e m p l o y m e n t c o n t r a c t . 

20 See section 4, below. 
21 Coase (1937) ; Wil l iamson (1985) . 
22 Hodgson (1993) ; Nix (1994) . 
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Box 3.6: Monitoring versus incentives 

Organisat ional costs, incurred when controll ing oppor tun i sm, may 

take one of two forms: 

1. they may involve direct moni to r ing of activity and enforc ing a con-

tract, which will be effective on ly if there are credible sanctions; 

2 . they may involve aligning incentives directly. If, for example, the 

goal is to increase h ip replacements, this may be achieved by paying 

clinicians for each h ip replacement they undertake. 

Rational organisational design proceeds by compar ing the two forms, 

under different governance structures, and selecting that which min-

imises economic costs. 

A l t h o u g h t h e s e f a c t o r s m e a n t h a t s o m e t r a n s a c t i o n cos t s m a y b e 

r e d u c e d b y i n t e r n a l i s i n g ac t iv i ty it is n o n e t h e l e s s cos t ly t o o r g a n i s e 

ac t i v i t y w i t h i n a n o r g a n i s a t i o n . I n t e r n a l cos t s ar ise b e c a u s e a l t h o u g h 

a n o r g a n i s a t i o n is, b y d e f i n i t i o n , o n e u n i t it c o m p r i s e s a n u m b e r o f 

d i f f e r e n t e m p l o y e e s a n d d iv i s ions , w h i c h in t u r n m a k e it cos t ly t o c o -

o r d i n a t e ac t i v i t y a n d d e a l w i t h c o n f l i c t i n g in t e re s t s . 

T h e ac t iv i t y o f d i f f e r e n t i n d i v i d u a l s has t o b e c o - o r d i n a t e d , w h i c h 

g e n e r a t e s c o s t s even in t h e a b s e n c e o f a n y c o n f l i c t o f i n t e r e s t . 

I n f o r m a t i o n has t o flow b e t w e e n d i f f e r e n t i n d i v i d u a l s a n d d iv i s i ons . 

T h e s e cos t s i nc r ea se as ac t i v i t y b e c o m e s m o r e c o m p l e x a n d as o r g a n -

i s a t i ons i nc r ea se in size2-*. C o - o r d i n a t i o n cos t s m i g h t be r e d u c e d if 

d e c i s i o n - m a k i n g p o w e r is d e c e n t r a l i s e d , o r if t h e a i m s a n d i n t e r e s t s o f 

all a n o r g a n i s a t i o n ' s p a r t s a re a l i g n e d . 

I n t e r n a l cos t s a l so ar ise o u t o f w i t h i n - o r g a n i s a t i o n c o n f l i c t s o f 

i n t e r e s t . A f u n d a m e n t a l c o n f l i c t o c c u r s w h e n i n d i v i d u a l e m p l o y e e s 

p r e f e r l e i sure t i m e o r a n 'easy l i fe ' t o w o r k i n g , a n d s o p u t in less e f f o r t 

t h a n w o u l d b e o p t i m a l f o r t h e succes s o f t h e o r g a n i s a t i o n as a w h o l e . 

23 Coase (1937). 
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This type of conflict might be manifest within a partnership, such as 
a group of general medical practitioners, as well as in organisations 
with salaried employees. It means resources have to be devoted to 
monitoring behaviour or designing and implementing an appropriate 
incentive structure2^. As outlined in Box 3.6, organisational costs may 
be incurred directly in monitoring, or indirectly in the administration 
of a system based on incentives. 

In a market, conflict of interest can be an engine of efficiency, since 
self-interest and competit ion can generate efficient outcomes. Within 
an organisation, by contrast, conflict diverts resources from the organ-
isation's primary goal, meaning resources have to be devoted to align-
ing the interests of the organisation's constituent parts. If the conflict 
is not resolved, perhaps because insufficient resources are devoted to 
doing so, resources may none-the-less be lost in wasteful under-per-
formance. This is a key point, explained in the next section. 

3.4 The consequences of reducing organisational 
costs 

Just as some production costs are unnecessary, so too some organisa-
tional costs are unnecessary or wasteful. Belief that this is the case has 
led successive Conservative and Labour administrations to announce 
programmes designed to reduce 'bureaucracy to release funds for 
patient care'. Most of the resulting programmes have not been precise-
ly targeted largely because what is meant by the term 'bureaucracy' has 
not been carefully defined. T h e programmes have instead usually 
involved general cuts in organisational costs. In 1994, for example, 
Virginia Bottomley as Secretary of State for Health announced that 
merging two regional health authorities would release £4.7m for 
patient care. In 1995 her successor, Stephen Dorrell, announced that 
the costs of employing senior managers must be reduced by 5 per cent, 
and in 1997 the Labour Government's Secretary of State for Health, 

24 cf. Mycrson (1979). 
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Frank Dobson , announced that the N H S would save £ 1 0 0 m in man-

agement costs, to be reinvested in breast cancer services2^. 

Allocating fewer resources to suppor t t ransact ions or wi th in-

organisat ion m a n a g e m e n t will achieve the end of reducing those costs. 

It will not , however, necessarily free resources for achieving m o r e fun -

damenta l objectives. In the context of the N H S , savings made by allo-

cat ing fewer resources to organisational costs will no t necessarily lead 

to more pat ient care. Moreover, devot ing fewer resources to organis ing 

activity may mean more , not less, waste. 

T h e activities giving rise to organisational costs are somet imes as 

essential to delivering pat ient care as convent ional medical activities, 

such as delivering medica t ion and carrying ou t surgery. Hea l th care 

usually involves a significant n u m b e r of d i f ferent people, o f ten f rom 

dif ferent organisat ions, w h o need to be contac ted and co-ordinated . 

Organisa t ional costs may also be necessary if we are to move 

towards an efficient health care system. Efficiency implies tha t objec-

tives have been met using m i n i m u m resources. In health care, the 

objective is to deliver the right health care, at the right t ime, to the 

right people. Trying to achieve this end is inevitably costly, since 

imperfect in fo rmat ion makes it costly to co-ord ina te activity and to 

manage confl ic t ing interests, whatever the governance s t ructure . T h e 

impor t an t quest ion is whe the r these costs are wor th incurr ing: in o ther 

words, whe the r the organisational costs incurred to increase efficiency 

are less than the benefits of tha t increase. 

Th i s a rgumen t can be illustrated in the context of the case s tudy 

referred to above, in Box 3.1. A health au thor i ty wanted to increase 

the n u m b e r of h ip replacements and decrease the n u m b e r of complex 

o r thopaed ic opera t ions carried ou t by acute trusts, since they believed 

this would reflect local needs. T h e y also wanted to ensure tha t sur-

geons changed the type of prosthesis used in h ip replacements , given 

the evidence that an alternative was m o r e cost-effective. T h e health 

au thor i ty faced two alternative courses of action: 

2 5 D e p a r t m e n t o f Health (1994) , N H S Executive (1997c) . 
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1. incurring the ex ante transaction costs o f agreeing a detailed 

contract, with h ip replacements specified and priced separately 

from other orthopaedic surgery, as well as the ex post transac-

tion costs o f ensuring that the trust does actually carry out the 

specified activity; 

2. avoiding the transaction costs, either by specifying a contract 

based solely on orthopaedic surgery as a whole or by not enforc-

ing a more detailed contract. Following the latter course will cer-

tainly carry lower transaction costs, but may leave the authority 

with no way of insisting that only cost-effective procedures are 

used or that surgeons carry out more hip replacements. 

In selecting a course o f action the health authority should compare 

the transaction costs o f affecting trust activity with the benefits to the 

local population o f doing so. Benefits to the local population are con-

ceptualised in economics by the concept o f social welfare. Inefficient 

production is said to involve a welfare loss, since existing resources had 

the potential to generate benefits that were not in fact realised. 

Both the level o f social welfare and its distribution between indi-

viduals or groups are important. A gain in welfare by one group may 

be achieved at the expense o f another, and may be deliberately sought. 

I f so, organisational costs may be incurred by a vulnerable group to 

protect themselves. In the case study referred to above, managers and 

clinicians believed that orthopaedic surgeons prefer undertaking com-

plex surgery to routine hip replacements, sometimes wanting to follow 

their research interests, and sometimes to gain professional status. In 

this case the transaction costs referred to above can be analysed as 

organisational costs incurred by the health authority on behalf o f the 

local population, to prevent clinicians gaining welfare at their expense. 

Finally, it is important to remember that health care is delivered 

along a complex chain, with responsibility delegated between a num-

ber o f different individuals and organisations. Taxpayers delegate to 

government responsibility for resource allocation, and it in turn dele-

gates responsibility to N H S organisations. Health authorities are ulti-
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mately responsible for representing citizens' interests both in the sense 
of consulting them and also in the sense of ensuring that providers 
actually deliver desired health care and health gains. 

Part of this responsibility, re-emphasised in recently published 
White Papers, is public consultation to determine and co-ordinate 
public opinion. Public consultation is certainly costly. However, the 
welfare loss of not consulting the public is also likely to be high, and 
manifest as popular disaffection with the N H S . Moreover, if proper 
public consultation is not undertaken, special interest lobby groups 
may have a disproportionate influence on service provision, gaining 
welfare at the expense of the general public. 

3.5 Firms are like markets and markets are like 
firms... 

O n e way of reducing organisational costs is to alter the governance 
structure, as discussed in section 3.1. Empirical analysis of industrial 
organisation shows that firms do alter governance, either by adopting 
a completely new structure or by introducing new, efficiency-enhanc-
ing, arrangements within existing governance structures. This means 
that organisations sometimes borrow features stereotypically associat-
ed with markets, and markets sometimes borrow those associated with 
organisations. 

This phenomenon is also observable in health care, where there is a 
continuum of difFerent forms of governance, with most activity gov-
erned in arrangements borrowing aspects of both organisations and 
markets. Instead of only observing competition and short-term rela-
tionships in market style governance between organisations, we also 
observe long term co-operative relationships; and instead of only observ-
ing centralised direction, long-term relationships and direct monitoring 
within organisations, we also observe decentralised decisions and the use 
of incentives. These features may be efficiency-enhancing, insofar as 
they reduce organisational and / or production costs. 

Organisations commonly borrow features from markets, to enhance 
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the i r e f f ic iency a n d r educe organisa t iona l costs. M o s t o rgan isa t ions 

decent ra l i se a t least s o m e decis ions , t o lower t h e costs b o t h o f d i rec t m o n -

i to r ing a n d o f t r a n s m i t t i n g i n f o r m a t i o n b e t w e e n t h e cen t r e a n d per iphery. 

Moreover , m o s t t r y to m o t i v a t e emp loyees by us ing at least s o m e h igh 

p o w e r e d incent ives , such as p e r f o r m a n c e related pay w h i c h ties r e m u n e r -

a t i o n to product iv i ty , a n d s o m e i n t r o d u c e explici t c o m p e t i t i o n be tween 

employees o r d e p a r t m e n t s to m o t i v a t e indiv iduals . T h e s e features are evi-

d e n t w i t h i n N H S ins t i tu t ions . A c u t e t rusts , for example , f u n c t i o n as col-

lect ions o f special ty t e a m s - w h i c h have even b e e n called ' f i rms ' s ince l o n g 

be fo re 1 9 9 0 - a n d m a n y n o w devolve b u d g e t s t o hospi ta l wards o r to cl in-

ical d i rectorates . S o m e hea l th au thor i t i e s t ry t o m o t i v a t e indiv iduals b y 

ty ing a p r o p o r t i o n o f the i r i n c o m e to thei r p e r f o r m a n c e , t h r o u g h an ind i -

v idua l ly -nego t ia ted p e r f o r m a n c e - m o n i t o r i n g sys tem. 

C o n v e r s e l y , m a r k e t s a re l ike o r g a n i s a t i o n s in t h e s e n s e t h a t m a n y 

m a r k e t s - i n c l u d i n g t h e N H S i n t e r n a l m a r k e t - a re c h a r a c t e r i s e d b y 

l o n g - t e r m r e l a t i o n s h i p s . In d i s c u s s i o n s i n v o l v i n g h e a l t h services , t h e 

p r a c t i c e s o f re ta i l e r M a r k s a n d S p e n c e r a re o f t e n u s e d to i l lus t ra te t h e 

a d v a n t a g e s o f s u c h r e l a t i o n s h i p s 2 " . M a r k s a n d S p e n c e r has l o n g - t e r m 

r e l a t i o n s h i p s w i t h its s u p p l i e r s , p e r m i t t i n g it t o cap i t a l i s e o n t h e 

a d v a n t a g e s o f ex t e rna l s u p p l y (it c a n m a k e a c r e d i b l e t h r e a t to g o else-

w h e r e ) w i t h o u t l o s i n g t h e t r a n s a c t i o n c o s t - r e d u c i n g a d v a n t a g e s o f 

l o n g - t e r m r e l a t i o n s h i p s . T h i s t y p e o f i n f o r m a l ver t ica l i n t e g r a t i o n has 

c e r t a i n l y b e e n o b s e r v e d in t h e N H S i n t e r n a l m a r k e t , w h e r e p u r c h a s e r s 

a n d p r o v i d e r s o f t e n h a v e l o n g - t e r m , c o - o p e r a t i v e r e l a t i o n s h i p s 2 ' 7 . T h e 

d e s i r a b i l i t y o f l o n g - t e r m r e l a t i o n s h i p s c h a r a c t e r i s e d b y c o - o r d i n a t e d 

p l a n n i n g a n d c o - o p e r a t i o n has s imi l a r l y b e e n n o t e d b y a n u m b e r o f 

c o m m e n t a t o r s 2 8 , a n d i n d e e d t h e y a re n o w b e i n g ac t ive ly e n c o u r a g e d 

in t h e N H S b y t h e L a b o u r g o v e r n m e n t 2 9 . 

T h i s t y p e o f r e l a t i o n s h i p - c o - o p e r a t i v e b u t w i t h ac t iv i ty g o v e r n e d 

b y s e p a r a t e o r g a n i s a t i o n s - o f f e r s t h e poss ib i l i t y o f l o w e r t r a n s a c t i o n 

cos t s w i t h o u t c o m p l e t e l y s ac r i f i c ing t h e i n c e n t i v e s t r u c t u r e o p e r a t i n g 

26 Macara (1994) . 
27 Macara (1994) ; R c d m a y n e (1995) . 
28 Allen (1995); G o d d a r d and M a n n i o n (1998) ; Mavnard (1994) ; Nippcr t (1992) . 
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in markets. Transaction costs are reduced, since co-operation lowers 
the likelihood of opportunism, repetition lowers the cost of informa-
tion gathering, and the expectation that a contract will be continued 
may reduce the transaction-cost related risks of long-term specialised 
investment. Retaining a market interface, in other words continuing 
to organise activity in separate organisations, nonetheless allows each 
party to retain their mobility and therefore protects the incentive 
structure: if there are alternatives, each can make a credible threat to 
leave the relationship. It also allows each organisation to specialise, 
which may reduce production costs and promote innovation. 

It is important to note that there are circumstances, however, when 
long-term co-operative relationships may not be desirable-^0. In indus-
try, competit ion law exists to protect consumers from some of the 
undesirable effects of co-operation between firms. It used to be the 
case, for example, that co-operation between high street banks bene-
fited the banks themselves but disadvantaged customers, by enabling 
banks to keep operating hours short and charges high. 

Analogous issues arise in health care, where patients and other cit-
izens might similarly be vulnerable to the effect of so-called co-opera-
tion between N H S organisat ions. Long-term co-operative 
relationships between, for example, acute trusts might benefit patients 
if it means information and resources are pooled. It might, however, 
disadvantage patients if it increases prices and reduces the level or 
quality of care. 

Co-operation between purchasers and providers might also disad-
vantage the users of health care. It was argued above that health 
authorities are citizens' agents, entrusted with representing our inter-
ests when negotiating and monitoring agreements with health care 
providers. This agency relationship incurs costs: either health authori-
ties must be monitored (generating transaction costs), or we as citizens 

30 Even if there is no deliberate collusion, long- term relationships may not be efficiency 
p r o m o t i n g if purchasers b e c o m e locked into them, losing the leverage necessary to make a credible 
threat to leave the relat ionship, and therefore becoming less able to inf luence provider behaviour. 
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might have to bear the risk of the welfare-loss of having health services 
that do not meet our desires-^1. 

3.6 Measuring organisational costs 

It is obviously desirable to find some method of quantifying organisa-
tional costs and relating them to outcomes. A growing body of empir-
ical research seeks to operationalise transaction costs in the context of 
manufacturing. In the context of services in general, and health care in 
particular, this research is however in its infancy. 

In general and as will be discussed below in sections 3.6.1 - 3.6.2, 
two methods can be used to measure organisational costs: 

1. direct counting of relevant activities, such as the amount of time 
spent in meetings or the number of managers employed; 

2. indirect measurement of organisational costs. This type of work 
begins with a prediction about the level of costs likely to exist in 
particular environments, and then tests that prediction by observ-
ing the governance structures prevailing in different environments. 

3.6.1 Measuring organisational costs by counting them directly 

Various estimates have been made of organisational costs incurred by 
N H S organisations. Trusts and health authorities are required to pub-
lish their management costs, calculated using methods specified by the 
Audit Commission-^2. Trust management costs are based on the cost 
of people undertaking management or administrative tasks^. Senior 
management, called M1, comprises expenditure on managers with 
annual salaries exceeding £20,000, on senior nurses primarily under-
taking management tasks and on management consultants. This was 

31 Cit izens ' interests are safeguarded by various formal and informal ar rangements . T h e N H S 
Executive under takes direct moni to r ing , governed by principles out l ined in a guidance o n 
compet i t ion policy ( The operat ion of the internal market , 1994). T h e risk of deleterious collusion 
is also mit igated by ethical s tandards, which arc relied o n to constrain self-interested behaviour in 
the N H S . 
32 N H S Executive (1995) . 
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estimated at £ l , 2 7 5 m in 1995/96, falling to £ l , 2 2 5 m in 1997, about 

5 per cent o f trusts' total i n c o m e ^ . Addi t iona l categories, M 2 and 

M 3 , comprise all administrative and clerical staff as well as other 

senior nursing staff, and were designed to ensure that any change in 

M l was not solely the result o f a change in job title. A commen t on 

the significance o f these categories is made in Box 3.7. 

Health authority management costs are calculated using a different 

method . They are defined as those costs remaining after excluding 

health authority expenditure on a specified range o f items, inc lud ing 

health care purchased from other organisations, pr imary care, publ ic 

health and health promot ion activities carried out wi th in health 

authorities, and so on . The estimated level o f management costs in 

English health authorities was £ 4 9 7 m in 1995/96, fall ing to £ 4 5 0 m in 

1996/97, equivalent to about £ 9 per person living in England-^. 

In addit ion to the management costs incurred by health authorities 

and trusts, management costs are incurred by GPs w h o all receive man-

agement allowances, wi th special allowances granted to fundholders 

and total purchasers. In addi t ion, there are a number o f one-off man-

Box 3.7: M1.M2, M3... 

There is irony in the choice of terminology, in using M l , M2 , and M 3 

to connote different types and levels of management cost, since it is 

similar to the way economists categorise money supply. In macroeco-

nomics, MO, M l , and so on connote different ways of measuring 

money supply. Differences between money supply MO and M1 are sub-

stantive, since economic theory suggests that different types of money 

are subject to different influences and have differing effects on the 

economy. By contrast, there is no clear theoretical foundation to the 

different measures of management cost, M l - M3 , rendering them no 

more than accounting entities. 

34 NHS Executive (1997a), NHS Executive (1997b). 

35 NHS Executive (1997a). NHS Executive (1997b). 
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agement-related grants, such as the extra payment of £165m allocated 

to support fundholding in 199536 and the sum of £150m allocated to 

develop information technology in primary care at the end of 1997^ . 

A comprehensive, rigorous survey of these costs is a research pro-

ject in itself, and is not attempted here. The difficulties in compiling a 

reliable estimate of official management costs can be illustrated by 

comparing the level of health authority costs presented in two govern-

ment sources. In 1995/96 the N H S Executive published as total 

English health authority management costs the sum referred to above, 

£497m. In the same year, the official accounts of health authorities 

and regional offices of the N H S Executive included a sum for 'admin-

istration and other services' of £2,252m The two are obviously cal-

culated from different bases, the difference between them illustrating 

the difficulties of deriving a single and comprehensive estimate of 

management costs in the N H S using official estimates. 

Not only are official estimates of management costs complex, but 

they also probably understate actual organisational costs. There is sig-

nificant political pressure on N H S organisations to minimise expendi-

ture in this area, pressure which may lead to deliberate under-reporting 

of management-related costs. Moreover, even if accurately completed, 

the official categories do not capture all relevant costs. Two recent stud-

ies show that management allowances paid to G P purchasers understate 

the actual transaction costs of GP-based purchasing, since they do not 

capture all of the organisational costs incurred when GPs become pur-

chasers, notably the time that primary care professionals devote to pur-

chasing-related activities*9. 

An estimate of the total cost of organising health care in the N H S 

does not, therefore, exist. If it did, it would include all the transaction 

and internal costs incurred in the delivery of health care. This type of 

exercise has been carried out in another context by Wallis and North 

(1986). They estimate that, in 1970, organisational costs across all sectors 

36 Petchey (1995). 

37 Milburn press release, (14 December 1997). 

38 Department o f Health (1998). 

39 Petchev (1995). Posnett et al. (1998). 
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of the economy comprised 47-55 per cent of total US Gross Domest ic 

Product, in other words that organisational costs absorbed about half of 

all money spent in the US economy. The i r exercise is salient for the N H S , 

since it shows the importance of organisational costs: indeed, Wallis and 

Nor th under took the exercise to show that the efficiency gains accompa-

nying modern , specialised economies are very costly. 

As argued above, organisational costs are not meaningful in isolation, 

but must be accompanied by a measure of benefit. There is some work 

seeking to evaluate the relationship between organisational costs and effi-

ciency in the N H S internal market. Bevan analyses changes in activity and 

total N H S expenditure, and concludes that the increase in expenditure 

since the introduction of the internal market has not been accompanied 

by improved productivity4 0 . There are two empirical studies comparing 

the costs and efficiency gains of G P purchasing. T h e Audit Commission 

finds that, from its inception to the end of 1994/95, fundhold ing incurred 

additional organisational costs of £ 2 3 2 m but generated efficiency savings 

of only £ 2 0 6 m 4 1 . A team at the University of York evaluated total pur-

chasing pilots and showed that, after controlling for the size of the pilot 

sites, those with higher organisational costs were more likely to meet their 

own purchasing-related objectives42. These studies are not conclusive, but 

could be the genesis of a body of work providing rigorous analysis of the 

relationship between the costs and benefits accompanying the type of 

incentive structure underlying the N H S internal market. 

3.6.2 Indirect measurement of organisational costs 
It is, in practice, diff icult to ident i fy t ransact ion costs, to dist inguish 

them f r o m produc t ion costs, and to de t e rmine whe the r they have been 

min imised . Th i s means tha t most o f the empirical l i terature does no t 

try to ident i fy transaction costs directly, but rather seeks to track their 

footpr in ts , by analysing the re la t ionship between t ransact ion costs and 

governance s t ructure . Stated crudely, this l i terature generally posits 

4 0 Bevan (1998) . 
41 Audit C o m m i s s i o n (1996) p.7. 
42 P o s n e t t e t a l . (1998) . 
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that, in competitive markets, firms facing high transaction costs will, 
if all else is equal, be more likely to be vertically integrated than firms 
facing lower transaction costs. Most empirical work has been carried 
out in the context of manufacturing rather than in services, although 
there is a growing marketing literature which may be more useful 
when analysing health care, since both contexts face the difficulty of 
distinguishing production and transaction cos t s^ . 

There are very few health-related empirical studies in this literature. 
O n e US study shows that Health Maintenance Organisations' (HMOs) 
choice of governance structure for mental health care services reflects the 
relative organisational costs of different forms4 4 . Ashton analyses the 
nature of contracts used to govern the provision of different types of 
health care in New Zealand and finds that contracts vary as predicted by 
institutional economics: care characterised by high levels of uncertainty 
and intangible outcomes is governed by block contracts; and care that 
can be easily specified in advance is governed by cost per case contracts'^. 

This type of analysis provides useful insights into the characteris-
tics of governance structures. It does, however, need to be accompa-
nied by some direct measure of transaction costs, as indeed Ashton 
does, if it is to avoid the tautology: how do we know there are high 
transaction costs? Because of the nature of the observed governance 
structure. W h y do we have this particular governance structure? 
Because there are high transaction costs46 . 

T h e science of measuring the transaction and internal costs of health 
care delivery structures, and comparing these with production costs and 
outcomes, is in its infancy. This makes precise analysis of the likely 
impact of policy designed to reduce 'bureaucracy' difficult. The next sec-
tion is, therefore, necessarily qualitative, predicting the direction of the 
effect of recent government policy even if not its precise magnitude. 

4 3 Mahe r (1997) is an excellent example of t he li terature in this genre, compar ing governance 
structures in case studies d rawn f rom four different UK industries. Shelanski and Klein (1995) 
provide a useful survey of US literature. 
44 W h o l e y e t a l . (1996) . 
4 5 Ashton (1998) . 
46 Ashton avoids the tautology by using semi-structured interviews to conf i rm that the choice of 
contract - type was in fact influenced by t ransact ion costs. 



4 ORGANISATIONAL COSTS IN THE 
NHS WHITE PAPERS 

In 1997 and 1998 the government published four documents out-

lining changes to the N H S in Scotland, Northern Ireland, Wales 

and England47. This section uses the changes outlined in these White 

Papers as a case study, to show how the economic framework outlined 

above can be used to analyse the nature of organisational costs in the 

NHS . The section begins with a general overview of the proposed 

changes, before analysing their impact on organisational costs in sub-

sequent sections. 

4.1 The structures proposed in the White Papers 

4.1.1 Organisations in the new structures 
The main organisational components of the proposed structures are 

national organisations, health authorities (called health boards in 

Scotland, and health and social services boards in Northern Ireland), 

associations o f primary care professionals, and N H S trusts. 

National organisations are to be responsible for driving' perfor-

mance, upholding quality standards and disseminating information 

within the NHS . These include existing organisations as well as some 

new ones. In England, for example, a new National Institute for 

Clinical Excellence and a new Commission for Health Improvement 

are being established, and in Scotland a new Scottish Health 

Technology Assessment centre is to advise the N H S on the cost-effec-

tiveness of all innovations. In Wales, the nature of the national organ-

isations is less well specified, reflecting changes that might occur 

following the establishment in 1999 of a new National Assembly for 

Wales. Among its responsibilities, the National Assembly will assume 

responsibility for health policy and monitoring Welsh N H S organisa-

tions, as will the new Scottish Parliament. The Northern Ireland doc-

47 Designed to care: renewing the National Health Service in Scotland (1997); Fit for the future 

(1998); NHS Wales: putting patients first (1998); The new NHS: modern dependable (1997). 

Unlike those published in the other countries, the Northern Ireland document, l it for the Future, 

does not have the status ol a White Paper, but is a consultation document specifying options and a 

consultation process. For simplicity, however, ii is included in the discussions of the White Papers 
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u m e n t states t h a t it is likely to a d o p t s imilar ins t i tu t ions to those o u t -

l ined in the Engl ish W h i t e Paper. 

H e a l t h a u t h o r i t i e s in E n g l a n d a n d Wales a n d thei r equiva lents in 

Sco t l and a n d N o r t h e r n I re land, are responsible for liaising wi th o t h e r 

o rgan isa t ions a n d c o n s u l t i n g t h e pub l i c w h e n m a k i n g policy, a n d for 

m o n i t o r i n g t h e p e r f o r m a n c e o f o t h e r local N H S organisa t ions . Hea l th 

au thor i t ies ' role as direct c o m m i s s i o n e r s (as N H S purchasers are n o w 

called) o f hea l th care is supposed to be devolved over t ime to the asso-

c ia t ions o f p r i m a r y care professionals , a l t h o u g h detai ls a n d ex ten t vary. 

In E n g l a n d , hea l th au thor i t i e s have been given s t a t u t o r y responsibi l i -

ty for i m p r o v i n g t h e heal th of t h e local p o p u l a t i o n . N o r t h e r n Ireland 

differs f u n d a m e n t a l l y f r o m the o t h e r coun t r i es , s ince heal th a n d social 

services are cu r ren t ly in tegra ted wi th in organisa t ions . T h i s in tegra t ion 

will c o n t i n u e , b u t t h e consu l t a t ion d o c u m e n t suggests that the overall 

s t ruc tu re gove rn ing c o m m i s s i o n i n g a n d p rov id ing will change . 

Assoc ia t ions of p r i m a r y care p ro fe s s iona l s are t ak ing d i f f e r en t 

fo rms in each coun t ry , b u t in all there is an e m p h a s i s o n o rgan i sa t ion-

al in tegra t ion o f all profess ionals del iver ing care in the c o m m u n i t y , 

a n d o n gradual devo lu t ion to t h e m o f responsibi l i ty for c o m m i s s i o n -

ing services o n beha l f o f the i r pa t ien ts . G P s retain the i r s t a tus as inde-

p e n d e n t con t r ac to r s . 

• in Eng land p r i m a r y care g r o u p s ( P C G s ) c o m b i n e exis t ing gen-

eral pract ices a n d c o m m u n i t y nu r s ing services in areas wi th 

p o p u l a t i o n s o f a b o u t 100 ,000 . A deta i led set o f stages is given 

t h r o u g h wh ich P C G s m a y evolve, w i th t h e final stage be ing 

merger w i th local c o m m u n i t y t rus ts to f o r m in tegra ted p r ima-

ry care t rus ts p r o v i d i n g p r i m a r y a n d c o m m u n i t y care, a n d c o m -

miss ion ing all types o f heal th care; 

• in Sco t l and , local heal th care co-opera t ives are b e i n g f o r m e d in 

'natural c o m m u n i t i e s ' f r o m ne tworks o f general practices. T h e 

role of nurse prac t i t ioners in p r i m a r y care is emphas i sed in the 

Scot t ish W h i t e Paper, b u t it is n o t clear w h e t h e r they will be 

par t o f t h e local hea l th care co-opera t ives in Sco t l and , as is the 

case in E n g l a n d w h e r e they are pa r t o f P C G s , or par t o f Scot t ish 
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primary care trusts, which are discussed below; 
• in Wales, local health groups similar to English PCGs are being 

formed, based on local authority areas; 
• in Northern Ireland, various alternatives are under review. 

N H S trusts continue to exist as the organisations responsible for pro-
viding health care: 

• in England, mergers between acute and community trusts are 
discouraged. As noted above, primary care trusts will eventual-
ly be formed from mergers between PCGs and community 
trusts. Mergers between acute trusts will be allowed if they 
improve health care and reduce administrative costs; 

• in Scotland, by contrast, primary care trusts will be formed by 
merging community hospitals, mental health services, and local 
health care co-operatives. Each primary care trust will comprise 
a number of local health care co-operatives. The number of 
acute N H S trusts is being reduced by merging existing trusts so 
that in most areas there is a one-to-one match between health 
boards and acute trusts; 

• the number and configuration of N H S trusts in Wales is to 
change, to redress the current configuration, which is described 
in the Welsh White Paper as 'haphazard and not well placed to 
deliver effective health care in the most efficient manner'*8; 

• the configuration in Northern Ireland may also change, 
although the emphasis on integrating the provision of health 
and social care will continue. 

4.1.2 Governing relationships between organisations in the new 
structure 

Relationships between organisations will be governed by a new set of 
formal mechanisms, which are discussed in turn below: national guid-
ance is intended to form a 'virtual' link between clinicians; health 

4 8 Put t ing pat ients first (1998) . Para 6 .13 . 
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improvement plans will l ink local organisations; accountabi l i ty agree-

ments will link health authorities, N H S trusts, and primary care asso-

ciations; Scott ish primary and secondary care organisations will be 

linked by new J o i n t Investment Funds; and actual c o m m u n i c a t i o n 

will be facilitated by new informat ion systems. 

Nat iona l ly c irculated guidance , will be used to inform clinical 

practice within each country, encouraging evidence-based practice and 

l inking clinicians across organisational boundaries. T h e tenor o f mea-

sures set up in England and Wales is similar to that o f existing institu-

t ions in S c o t l a n d , where c l inical guidel ines are already be ing 

formulated by national organisations and circulated through the 

Scott ish Intercollegiate Guidel ines Network. In England and Wales, 

the W h i t e Papers indicate that a set o f national service frameworks will 

be developed and circulated by the National Institute for Clinical 

Excellence. National institutions will also promote quality assurance. 

In Scot land, a review o f quality assurance is under way. 

Hea l th i m p r o v e m e n t p r o g r a m m e s ( H I m P s ) will be introduced 

throughout the U K . Health authorities and boards will have responsi-

bility for ensuring that all interested parties, both health and social 

care organisations, are represented when these plans are developed. 

T h e programmes will provide strategic direction for services over the 

subsequent three to five years in England and five years in Scot land. 

H I m P s will be implemented through various accountabi l i ty agree-

ments . 

Accountab i l i ty agreements are out l ined in each W h i t e Paper. In 

England, annual accountabi l i ty agreements will be agreed between 

health authorit ies and each P C G , using targets specified in the local 

HImP. Service agreements will be agreed o n c e every three years 

between P C G s and trusts, and between health authorit ies and trusts 

for those services that health authorities cont inue to c o m m i s s i o n . 

Similar arrangements are outl ined for Wales. In Scot land, annual trust 

implementat ion plans ( T I P s ) will be agreed between health boards and 

individual trusts, with an annual accountabi l i ty review between the 

trust C h i e f Executive and representatives o f the health board. 
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4 4 J o in t I nves tmen t F u n d s will be established in each health board in 

Scot land, to govern relationships between pr imary and secondary care. 

T h e size of the Fund and the purposes for which it will be used will fol-

low f rom the HImP, bu t in general it is to be used to suppor t services 

at the interface between pr imary and secondary care. 

L i n k i n g o r g a n i s a t i o n s u s i n g i n f o r m a t i o n t e c h n o l o g y . T h e 

Scottish W h i t e Paper conta ins the most developed plans for using 

in format ion technology 'to p r o m o t e a seamless pat tern of care'^9 , but 

a detailed in fo rmat ion strategy for England was publ ished separately, 

in August 19985°. All countr ies in tend developing a c o m p u t e r net-

work l inking N H S organisat ions, the use of telemedicine, and the 

adop t ion of a single pat ient number . 

4.1.3 Principles underlying the new structures 
Relat ionships will also be governed by a new set of principles: clinical 

governance; co-opera t ion and par tnership; and openness 5 1 . 

Clinical governance is a principle which will be manifes t in two 

ways: first, in agreements between providers and commissioners , 

which are now to focus on evidence-based commiss ion ing and use per-

fo rmance measures which p r o m o t e quali ty and user-centred health 

care; and second, in greater use of guidelines to govern how clinicians 

provide health care. Clinical governance will be enforced by a new 

s ta tu tory d u t y for qual i ty in N H S Trus ts 5 2 . 

C o - o p e r a t i o n and p a r t n e r s h i p are emphasised in all of the W h i t e 

Papers, and are presented as the antithesis of the compet i t ive ethos 

supposed to underl ie relationships in the internal market . Heal th 

authori t ies are given responsibility for ensur ing that all relevant local 

organisat ions are involved in agreeing H I m P s and for p r o m o t i n g inter-

agency work ing in service provision, particularly between the N H S 

4 9 Designed to care (1997) . Para 19. 
50 In fo rmat ion for health (1998) . 
51 I have identif ied t he principles after analysing the W h i l e Papers, and they relate specifically to 
relationships. T h e y should no t be confused with t he six gu id ing principles set o u t in the W h i l e 
Papers. 
52 T h e new N H S (1997). p. 18. 
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and local authori t ies . It is also emphasised tha t trusts and pr imary care 4 5 

associations mus t work ' in par tnership ' with each o ther and o ther 

agencies. In Nor the rn Ireland, health and social care are already inte-

grated in a n u m b e r of cases, and organisat ions are en jo ined to extend 

this to co-operat ion with o ther sectors. 

O p e n n e s s is required, particularly of t rusts w h o are required to 

end the secrecy,' said to accompany compet i t ion in the internal mar-

ket. Specific provisions include the requi rement that they hold open 

board meet ings and allow in fo rmat ion abou t their per formance , 

inc luding costs, to be publ ished. T h e extent to which these obligat ions 

are honest ly imp lemen ted will of course depend on the extent to 

which compet i t ion and confl ic t ing interests are truly abolished. 

4.1.4 The cultural change implied by the new structures 
T h e English W h i t e Paper is designed to provide a b luepr in t for the 

N H S that is consistent wi th the government ' s avowed in ten t ion to 

p r o m o t e a ' third way' of organising society: an alternative to ' com-

m a n d and cont ro l ' on the one hand and markets on the other . In the 

context of health care, they want to p r o m o t e an alternative to the pre-

1990 s t ructure , which is said to have 'stifled innovat ion ' , and the post-

1990 internal market , with its a t t endan t flaws. T h e W h i t e Paper is 

designed to show how the internal marke t can be replaced wi th a sys-

tem of integrated care, 'based on par tnership and driven by perfor-

m a n c e " ^ . 

' Taken as a whole, the new s t ructure seems designed to facilitate 

cultural change in the N H S : in o the r words, to inf luence the informal 

rules governing bo th the relat ionships between organisat ions and the 

way care is current ly provided. All of the W h i t e Papers refer repeated-

ly to the need to 'replace compe t i t ion wi th co-operat ion ' . Cul tura l 

change, existing as it does within individuals, canno t be achieved 

directly by the formal means open to government . It can, however, be 

influenced by changes in formal rules. By mak ing inter-agency work-

53 The new NHS (1997). p. 18. 
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ing mandatory , a n u m b e r of measures a n n o u n c e d in the W h i t e Papers 

seek to inf luence the quali ty of N H S relationships. These measures 

include giving English health authori t ies a s ta tu tory d u t y to p r o m o t e 

inter-agency working; the in t roduc t ion of H I m P s to provide a 'shared 

context ' wi th in which co-opera t ion can develop; set t ing u p joint 

inves tment funds in Scot land and merging Scottish N H S trusts to 

e l iminate the incentive for compe t i t ion ; and replacing the current 

annual agreements (as N H S contracts are now called) wi th triennial 

agreements as a means of providing a stable f r amework for developing 

long-term relationships. T h e gove rnmen t wishes to facilitate co-oper-

ation as an end in itself, to increase staff morale, and also as a means 

of reducing the organisational costs of providing health care. Th i s is 

vital since, as will be discussed in the next sect ion, the s t ructures set 

ou t in the W h i t e Papers are on their own insufficient to p roduce the 

desired reduct ions in organisational costs. 

4.2 A billion pound reduction in bureaucracy? 

T h e Labour government has pledged to reduce wha t it calls 'bureau-

cracy' in the N H S by one billion p o u n d s du r ing its cur ren t term in 

office. T h i s pledge is reiterated in the W h i t e Papers. T h e Scottish 

W h i t e Paper states that 'one of the adverse features of the internal mar-

ket was the scale of the bureaucracy and the associated costs to which 

it gave rise', and tha t the measures out l ined in the paper should 'lead 

to managemen t savings of a r o u n d £ 1 0 0 m over the l ifet ime of the 

Par l i ament ' 5 4 . T h e Welsh W h i t e Paper pledges tha t abol ishing the 

internal market will save £ 1 0 m a year by 'cu t t ing ... bureaucracy ' , and 

tha t in addi t ion N H S trusts will be reconfigured, releasing between 

£ 5 m and £ 1 0 m , again by reducing bureaucracy 5 5 . T h e English W h i t e 

Paper restates the government ' s pledge to reduce bureaucracy by 

£ l b n 5 ( \ T h e Nor the rn Ireland d o c u m e n t pledges a reduct ion of 

54 Designed to care (1997) . Paras 47 , 53. 
55 Put t ing pa t ien ts first (1998) . Para 2 .22 . 6 .5 . 
56 T h e new N H S (1997) . p .74 . 
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£25m over the life of the government, stating that 'the internal mar-
ket has driven up administration costs', which should instead be 
'released... for better services for patients and c l ients '^ . 

These reductions in organisational and transaction costs are sup-
posed to be achieved by reducing the number of organisations 
involved in delivering health care, by abolishing contracts and 
ECRs"*8, by extending the period of t ime covered by agreements 
between N H S organisations, and by replacing competit ion with co-
operation. However, as will be discussed in sections 4.2.1 - 4.2.6, these 
savings are ephemeral, and the structures proposed in the Whi te 
Papers are likely to generate additional organisational costs. 

4.2.1 The impact of reducing the number of organisations 
All of the N H S Whi te Papers state that there should be fewer organi-
sations operating in the N H S . As stated in the English Whi te Paper: 

'In recent years effort and resources have been diverted from 
improving patient services. Wi th so many players on the field, 
transaction costs in the N H S inevitably spiral led '^ . 

The number of English commissioning bodies is to be reduced 
from 3,600 to 500, to be achieved primarily by merging different G P 
practices into PCGs. In Scotland, as well as emphasising the role of 
G P co-operatives, the number of organisations will be reduced 
through mergers between acute trusts, leaving only one acute trust in 
most health boards. In all countries, reductions will also be achieved 
by mergers between communi ty and primary health care providers, 
forming primary care trusts. 

T h e Whi te Papers state that reducing the number of organisations 
will reduce transaction costs by reducing the number of contracts 
needing to be made. Although the papers attribute the costs of the 
internal market primarily to too many commissioners, the number of 

57 Fit for the fu tu r e (1998) . Para 3 .1 . 
58 Extra Con t rac tua l Referrals (F.CRs), def ined in Section 2, above. 
59 T h e new N H S (1997) . p .14 . 
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a g r e e m e n t s a n d c o n t r a c t i n g p a r t i e s is n o t t h e so le o r e v e n t h e g r ea t e s t 

c o m p o n e n t o f t r a n s a c t i o n cos ts . R e d u c i n g t h e n u m b e r o f c o n t r a c t i n g 

p a r t i e s m a y a c t u a l l y i nc r e a se i n t e r - o r g a n i s a t i o n a l t r a n s a c t i o n cos t s . As 

w a s a r g u e d in s e c t i o n 3 . 2 a b o v e , a r e d u c t i o n in t h e n u m b e r o f c o n -

t r a c t i n g p a r t i e s l ocks c o m m i s s i o n e r s a n d p r o v i d e r s i n t o spec i f i c re la-

t i o n s h i p s w h i c h m a y lead t o n e g o t i a t i n g i m p a s s e if t h e p a r t i e s t r y t o 

' h o l d - u p ' each o t h e r . W h e t h e r t h i s p r o b l e m will a r i se in E n g l a n d 

d e p e n d s p a r t l y o n w h e t h e r b i la te ra l m o n o p o l i e s a r e c r e a t e d w h e n C P s 

a re g r o u p e d i n t o P C G s . T h e y will c e r t a i n l y ar i se in S c o t l a n d , b e t w e e n 

a c u t e t r u s t s a n d h e a l t h b o a r d s . 

R e d u c i n g t h e n u m b e r o f o r g a n i s a t i o n s is a l so s u p p o s e d t o r e d u c e 

o r g a n i s a t i o n a l cos t s b y a l l o w i n g e c o n o m i e s o f scale . All of t h e W h i t e 

Pape r s s t a t e t h a t c o m b i n i n g o r g a n i s a t i o n s wil l e l i m i n a t e d u p l i c a t i o n o f 

s u p p o r t services a n d a l low m a n a g e m e n t o v e r h e a d s t o b e s h a r e d . N o n e , 

h o w e v e r , r ecogn i se s t h a t t h e i m p a c t o f m e r g e r s o n w i t h i n - o r g a n i s a t i o n 

cos t s d e p e n d s o n w h a t m i g h t b e ca l l ed t h e ' m a n a g e r i a l p r o d u c t i o n 

f u n c t i o n , d i s c u s s e d f u r t h e r in B o x 4 . 1 . In o t h e r w o r d s , t h e re la t ive 

e f f i c i e n c y o f l a rge a n d sma l l o r g a n i s a t i o n s c a n n o t b e p r e d i c t e d in 

a d v a n c e , b u t d e p e n d s o n t h e c h a r a c t e r i s t i c s o f t h e e n v i r o n m e n t a n d 

t h e t y p e o f h e a l t h care p r o v i d e d . A s r e c o g n i s e d b y C o a s e in h i s s e m i -

nal p a p e r , t h e m a r g i n a l cos t s o f o r g a n i s i n g ac t iv i t y w i t h i n a n o r g a n i s a -

t i o n a r e u n l i k e l y to d e c r e a s e c o n t i n u o u s l y as t h e o r g a n i s a t i o n inc reases 

in size**0. T h i s is b o r n e o u t b y a n u m b e r o f s t u d i e s w h i c h have f o u n d 

n o c o n s i s t e n t r e l a t i o n s h i p b e t w e e n t h e size o f a t r u s t o r a p r i m a r y ca re 

o r g a n i s a t i o n a n d its m a n a g e m e n t costs* '1 . 

T h e cos t s o f a l i g n i n g i n c e n t i v e s w i t h i n o r g a n i s a t i o n s a re l ikely t o 

be s u b s t a n t i a l . A l t h o u g h r e d u c i n g c o n f l i c t is o n e o f t h e a d v a n t a g e s 

o f t e n a s soc i a t ed w i t h s u b s t i t u t i n g i n t e r n a l f o r e x t e r n a l g o v e r n a n c e , it 

is n o t a c h i e v e d a u t o m a t i c a l l y s i m p l y b y m e r g i n g o r g a n i s a t i o n s . It will 

o c c u r o n l y if t h e in t e re s t s o f a n e w o r g a n i s a t i o n s c o n s t i t u e n t p a r t s a r e 

e f f ec t i ve ly a l i g n e d , w h i c h m a y r e q u i r e t h e i n t r o d u c t i o n o f a p p r o p r i a t e 

60 Coase (1937) . 
6 ! Audit Commis s ion (1995) , Mays et al. (1997) , Posnett et al. (1998) . 
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inst i tut ional a r rangements , either those suppor t i ng centralised deci-

s ion-making or those which ensure appropr ia te d is t r ibut ion of bene-

fits. 

It is possible that internal costs may be less than transaction costs, 

bu t the a r rangements necessary to min imise internal costs are nowhere 

addressed in the W h i t e Papers. O n the contrary, they imply that inter-

nalisation is itself sufficient to e l iminate conflict and co-ordinate activ-

ity. T h e Scottish W h i t e Paper, for example, argues that removing 

organisational boundar ies between acute trusts will generate 'collec-

tive ownership ' and the deve lopment of 'mutual ly suppor t ive objec-

tives and actions' . Th i s is supposed to facilitate rationalisation of local 

services, since it means that loss of services will n o longer ' threaten the 

Box 4.1: Economies of scale 

Economies of scale exist in health care when the average cost of treat-
ing each patient decreases as the number of patients increases. Imagine, 
for example, a hospital where the average cost of treating each of 200 
patients is lower than the average cost of treating each of 100 patients. 
In this case, there are economies of scale. Commentators sometimes 
assume that this will automatically be the case: that bigger is always 
cheaper. O n the contrary, a recent literature review showed that 
economies of scale are by no means as common in health care costs as 
is often assumed (Ferguson, Posnett and Sheldon 1997). 

In the context of management costs, economies of scale would exist if, 
for example, a computer system costing £100,000 could support up to 
500 beds, but is currently used in a trust with only 200 beds. In this 
case, merger between this trust and another with under 300 beds will 
release economies of scale by spreading the overhead costs. Adding a 
third trust will not, however, realise additional savings: in fact, there 
may be diseconomies of scale if additional computer capacity is not 
purchased. 
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viabil i ty o f a t rus t ' as it d id in t h e in ternal m a r k e t 6 2 . Ra t iona l i sa t ion 

may, however , still genera te conf l ic t w i t h i n o rgan i sa t ions if it th rea tens 

the e m p l o y m e n t o f s o m e staff g roups , o r c o m e s u p against t h e in ter-

ests o f profess ional g roups . 

In E n g l a n d it is h o p e d tha t co -ope ra t i on be tween d i f f e r en t o rgan -

isat ions, s o m e t i m e s called ' in te r -agency pa r tne r sh ip ' in t h e W h i t e 

Papers, will genera te b o t h manager ia l e c o n o m i e s o f scale a n d collective 

o w n e r s h i p o f local services. T h e pape r states tha t indiv idual organisa-

t ions , i n c l u d i n g N H S trusts , m u s t be wi l l ing to see services m o v e to 

o t h e r organisa t ions , yet the p a p e r does n o t recognise any barr iers to 

this type o f mobi l i ty . 

T h e costs o f a l ign ing incent ives (i.e. e n s u r i n g c o m m o n interests 

a n d co-opera t ive behav iour ) w i t h i n local associat ions o f p r i m a r y care 

profess ionals are s imilarly over looked in t h e W h i t e Papers. Local asso-

c ia t ions mere ly a m a l g a m a t e w h a t are cu r r en t l y separa te G P pract ices 

a n d c o m m u n i t y services. N o ins t i tu t iona l a r r a n g e m e n t s are ou t l i ned 

wh ich m i g h t he lp b lu r the b o u n d a r i e s be tween c u r r e n t o rgan isa t ions , 

sugges t ing t h a t there will be in ternal d ivis ions in m a n y local associa-

t ions . T h i s will be exacerba ted by the way the g r o u p s have been 

f o r m e d , fo l lowing geograph ic b o u n d a r i e s ra ther t h a n b r i n g i n g toge th -

er g r o u p s o f ' l i k e - m i n d e d ' p r i m a r y care professionals6-*. C e d i n g 

a u t h o r i t y to a centra l ised dec i s ion -make r is o n e way t h a t o rgan i sa t ions 

c o m m o n l y resolve t h e p r o b l e m o f in ternal b o u n d a r i e s a n d conf l ic t o f 

interest . T h e W h i t e Papers give n o i m p e t u s to us ing centra l i sa t ion in 

this way, as a way o f resolving d i spu tes be tween pract ices w i t h i n local 

associat ions. O n t h e cont rary , they s ta te tha t w i t h i n local associat ions 

d i f fe ren t pract ices will retain the i r o w n identi ty, w i th separa te indica-

tive budge t s . T h i s m i g h t m e a n tha t ga ins to t h e pa t i en t s o f o n e G P 

w i t h i n a local associat ion are losses to those o f ano the r , a n d will gen -

era te in terna l , possibly o p p o r t u n i s t i c , ba rga in ing a n d the a t t e n d a n t 

costs. 

62 Designed to carc (1997). Para 100. 
6 3 N H S Executive. (1998). 
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O p p o r t u n i s m between the parts of an organisat ion can be miti- 51 

gated by al igning the interests of the parts wi th tha t of the organisa-

t ion as a whole. O n e way of achieving this kind of a l ignment is to 

make individuals ' e m p l o y m e n t dependen t on their organisa t ions sur-

vival. In this case they are said to have a 'high powered incentive' to 

pe r fo rm in the organisation's interest rather than in their own. 

However, as is emphasised several t imes in the W h i t e Papers, GPs will 

retain their status as i ndependen t contractors . T h e y may therefore 

have little personal stake in the pe r fo rmance of the association as a 

whole . T h e people whose e m p l o y m e n t depends on their local associa-

tion's success - o ther pr imary care professionals - will, however, prob-

ably have little authori ty. 

4.2.2 Eliminating contracts 
T h e W h i t e Papers' rhetoric consistently connects e l iminat ing con-

tract ing wi th e l iminat ing bureaucracy. 'Cont rac t s ' are to be el iminat-

ed, wi th relationships between organisat ions instead governed by 

H I m P s and a variety of ' a g r e e m e n t s ' ^ . H I m P s are to provide a 

b luepr in t for local health care and social services, and are to be used as 

the basis for set t ing targets in more detailed agreements between com-

missioners and providers. T h e y will, therefore, need to include care-

fully specified plans if they are to be reflected in local services. 

Achieving the benefits associated wi th H I m P s in the W h i t e Papers will 

require substantial resources, for the fol lowing reasons. 

Heal th authori t ies are required to co-ordinate the process for 

agreeing, and then moni to r ing , H I m P s . T h e authori t ies are required 

to involve a n u m b e r of d i f ferent organisat ions in agreeing local plans. 

T h e y are also required to ensure tha t the local popula t ion is consul t -

ed. T h e costs of co-ord ina t ing this process will be high, exacerbated by 

differences in te rminology and approach of people f rom different pro-

fessions and sectors. 

M Heal th Improvemen t Plans ( H I m P s ) have been def ined in Section 4 .1 , above. 
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The process of agreeing HImPs is supposed to demonstrate that 
'we are all on the same side'. If it is indeed the case that there are no 
conflicts of interest, developing HImPs should be no more than an 
exercise in co-ordination and communicat ion, both of which are 
nonetheless costly. If, however, there is a conflict of interest between 
different organisations, then the process of developing HImPs will 
involve bargaining and the at tendant organisational costs. And there 
will be conflict, since a meaningful H I m P will involve resource alloca-
tion decisions relating to alternative uses and different groups. T h e 
Whi te Papers, therefore, enjoin co-operation and indicate that health 
authorities will have statutory responsibility for achieving partnership, 
without fully removing a fundamental source of conflict - competi-
tion for resources and the concomitant job security. 

4.2.3 Long-term agreements 
HImPs are presented as arrangements which will eliminate the bureau-
cracy associated with contracting, and long-term agreements are pre-
sented as solutions to the current bureaucracy associated with making 
annual contracts or agreements. 

The arrangements as outlined in the White Papers suggest that 
there will, however, be little actual change in the period covered by 
agreements. In the internal market, many arrangements were effec-
tively governed by long-term, informal arrangements. Conversely, 
although the White Papers frequently refer to introducing long term 
agreements, HImPs are in fact to be accompanied by a new set of 
annual agreements. Some of the new annual agreements, such as those 
between health authorities and PCGs in England, will require negoti-
ation as well as monitoring; others, such as those in Scotland between 
health boards and N H S trusts, are primarily arrangements allowing 
commissioners to monitor trusts. It is not, therefore, clear how organ-
isational costs will actually change. 
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4.2.4 Introducing quality-based agreements 
T h e White Papers criticise contracts made in the internal market for 
focusing on the volume of activity rather than its quality. T h e Whi te 
Papers state that contracts in the internal market were based solely on 
cost and activity, and that this created financial incentives which in turn 
distorted behaviour. T h e Welsh White Paper, for example, states that: 

'Resources have been diverted from patient care into a bureaucrat-
ic process that has had little to do with the quality of care provid-
ed for patients. Tha t process has been ineff ic ient '^ . 

This is to be rectified in the post-White Paper N H S by the use of 
quality-based indicators in agreements. Only in the Scottish Whi te 
Paper are the costs of monitoring quality recognised, since it refers to 
the 'great deal of time and effort in monitoring the quality of service 
provision to ensure and improve standards of care'"". T h e other Whi te 
Papers do not, however, recognise the impact of quality indicators on 
transaction costs. The ex ante transaction costs of finding acceptable 
trading partners and agreeing terms will be higher than if contracts 
were based only on activity, although this may be mitigated by model 
agreements and universal performance measures to be developed by 
the N H S Executive in England. Ashton interviewed contracting man-
agers to try to determine the time devoted to contract negotiations, 
and found that the time increased as contracts became more complex: 

' O n e manager of mental health services reported that a total of 
1,166 hours of t ime had been dedicated to contract negotiations 
with the purchaser over the period of one year. Moreover, the time 
commitment was increasing, rather than decreasing, as specifica-
tion of services was becoming more detailed'^7 . 

The more substantial increase in transaction costs is, however, like-
ly to occur ex post when agreements are monitored and enforced. 

6 5 Put t ing pat ients first (1998) . Para 1.9. 
66 Designed to care (1997) . Para 118. 
67 Ashton (1998) p .363 . 
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5 4 A g r e e m e n t s can be e n f o r c e d on ly if bo th par t ie s agree that a v io la t ion 

has in fact o c c u r r e d , w h i c h requires that the a g r e e m e n t b e m a d e over 

m e a s u r a b l e ind ica tors . T h e i m p o r t a n c e o f m e a s u r a b i l i t y is r ecogn i sed 

in the W h i t e Papers , b u t not the cos t o f a c h i e v i n g it. T h e cos t s o f 

e n f o r c i n g qua l i ty -ba sed a g r e e m e n t s are high in heal th care, w h e r e an 

adverse o u t c o m e m i g h t result e i ther f r o m neg l i gence o r an act o f g o d ' . 

A l t h o u g h it is hard to d i s t i n g u i s h be tween the two a n d even to m e a -

s u r e cons i s t ent ly the qua l i ty o f o u t c o m e s , unless p o o r qua l i ty can eas-

ily be a t t r i b u t e d to neg l igence , a qua l i ty -ba sed ind ica tor is cost ly to 

en force . 

T h e r e q u i r e m e n t that a g r e e m e n t s i n c o r p o r a t e qua l i ty ind ica tor s 

m a y e n c o u r a g e m e r g e r s be tween P C G s a n d c o m m u n i t y trusts , in 

o ther w o r d s , the f o r m a t i o n o f p r i m a r y care trusts . M e a s u r i n g activity 

a n d o u t c o m e s in c o m m u n i t y care is cos t ly g iven the c o m p l e x i t y o f ser-

vice prov i s ion , invo lv ing as it d o e s a n u m b e r o f d i f f e rent ind iv idua l s 

a n d o r g a n i s a t i o n s , all p r o v i d i n g heal th a n d soc ia l care, o f t e n in a 

p a t i e n t s h o m e , a w a y f r o m the c o n t r o l l e d ( a n d obse rvab le ) env i ron-

m e n t ava i lab le in hosp i ta l s . Moreover , the o u t c o m e is o f t en in tang ib le 

a n d o c c u r s incrementa l ly over a l o n g p e r i o d o f t ime . In this case, the 

t ransac t ion cos t s o f wr i t ing , m o n i t o r i n g a n d e n f o r c i n g a g r e e m e n t s 

be tween P C G s a n d c o m m u n i t y trusts m a y b e h igher than the internal 

cos t s o f the m e r g e d p r i m a r y care trusts , s ince wi th in an o r g a n i s a t i o n 

d i f fe rent types o f activity d o not have to be ful ly spec i f ied in a d v a n c e . 

4.2.5 Reducing invoices and paperwork by abolishing the 
internal market 
B o t h E C R s a n d f u n d h o l d i n g have b e e n a b o l i s h e d with the a b o l i t i o n 

o f the internal marke t . As d i s c u s s e d in sec t ion 2 , above , E C R s referred 

to pa t i en t s treated by a p rov ider with w h o m a p u r c h a s e r had n o c o n -

tract . T h e y g e n e r a t e d b o t h p a p e r w o r k , in invoices a n d p a y m e n t s , a s 

well as conf l i c t over w h e t h e r purchase r s s h o u l d pay for that care. E C R s 

are t o b e rep laced by o u t o f area t r ea tment s ' ( O A Is) de sc r ibed in the 

68 They also comprise people cared for at providers with whom the commissioner has a contract, 
but who received a type o f care not covered in the contract. 
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W h i t e Papers as a 'simplified system' for mee t ing costs of pat ients 

treated away f rom h o m e . Th i s should , by def ini t ion reduce paperwork 

and therefore direct organisational costs, bu t it will not entirely elim-

inate these costs. 

Part of the rationale for abol ishing f u n d h o l d i n g is that it is a cost-

ly system to run . T h e costs of f u n d h o l d i n g are illustrated in the 

English W h i t e Paper by referring to the n u m b e r of fundhold ing- re la t -

ed invoices handled in one health au thor i ty (60 ,000) , one trust 

(40 ,000) and one general practice (1,000)69. A reduct ion in the n u m -

ber of fundhold ing- re la ted invoices has been sought by the N H S 

Executive for some t ime. In 1997, for example, the N H S Executive 

issued ins t ruct ions that providers should use multi-case invoices, tha t 

fundho lde r s should not check every invoice sent to them, and tha t 

fundho lde r s should organise regular m o n t h l y payments to providers 

and engage only in pos t -payment reconci l ia t ion 7 0 . Th i s has already 

been imp lemen ted by a n u m b e r of trusts. 

Al though f u n d h o l d i n g u n d o u b t e d l y generates organisational costs, 

the evidence is equivocal abou t whe the r it is, in itself, the main source 

of managemen t costs in pr imary care. Suther land and C o o p e r argue 

that the in t roduc t ion of a new se l f -employment cont rac t wi th G P s in 

1990 has generated m o r e adminis t ra t ion , and W h y n e s et al. find that 

n o n - f u n d h o l d e r s use more m a n a g e m e n t t ime than f u n d h o l d e r s 7 1 . 

Ne i ther of these is a control led study, but they d o suggest we should 

be caut ious before c o n d e m n i n g f u n d h o l d i n g per se as a source of 

unnecessary bureaucracy. 

Moreover, E C R invoices and G P fundhold ing- re la ted invoices 

related to episodes of health care. El iminat ing E C R s and G P f u n d -

hold ing would not therefore e l iminate invoices unless accompanied by 

a change in the system, as is proposed in the W h i t e Papers. Unde r the 

internal market , some form of invoicing and m o n i t o r i n g was a neces-

sary part of the incentive s t ructure , based as it was on the twin princi-

6 9 T h e n e w N H S (1997) . p. 14. 
7 0 N H S Executive (1997c) . 
71 Suther land and C o o p e r (1992) . W h y n e s et al. (1995) . 
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pies of m o n e y fol lowing pat ients and of budge t -ho ld ing commiss ion-

ers. If m o n e y is to follow pat ients there need to be invoices. A n d if 

m o n e y is fol lowing patients, rational budge t holders need a system for 

m o n i t o r i n g how it is used and for guard ing against o p p o r t u n i s m . 

Al though w e have n o evidence about t he extent of o p p o r t u n i s m in 

relation to E C R s and G P fundho ld ing , fundho lde r s give anecdotes of 

oppor tun i s t i c behaviour by N H S trusts in the internal market . It is 

ge rmane tha t in the US, the G o v e r n m e n t Accoun t ing Off ice estimates 

tha t 10 per cent of insurance claims are f r audu len t^ 2 . T h e f u n d a m e n -

tal po in t is that in a system with incentives such as those opera t ing in 

the internal market , invoicing and m o n i t o r i n g may be part of a ratio-

nal a t t emp t to min imise the economic costs. In the internal market , 

paper fol lowed pat ients and m o n e y fol lowed paper. 

T h e impact on economic costs of abolishing E C R s and G P f u n d -

hold ing will depend on the s t ructure that replaces the internal market . 

As has been argued th roughou t this paper, we do not face a choice 

between on the one hand a plethora of invoices and on the other, cost-

less delivery of the same health care. Rather, the valid choice is between 

two systems, with different types of economic cost. In the internal mar-

ket, the resources devoted to mon i to r ing ECRs and fundholding-re la t -

ed invoices may have prevented welfare loss; in the new, pos t -Whi te 

Papers N H S the extent of welfare loss will depend on whether exhor-

tations to co-operate are an effective way of prevent ing oppor tun i sm. 

T h e W h i t e Papers no te the impor tance of vigilance against f raud, yet 

none recognises the costs of achieving effective vigilance. 

7 2 Feldbaum and H u g h c s m a n (1993) . 
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ill 'bearing down on bureaucracy' release more than £ l b n for 
patient care over the lifetime of this Parliament, as stated in the 

Whi te Papers? There is no evidence that it will. O n the contrary, 
detailed analysis suggests that organisational costs may rise in the post-
Whi te Papers' N H S . T h e new structure may be more costly to run in 
some respects and purported cost savings are likely to be elusive. 

Various features in the new structures look set to increase organi-
sational costs. Mergers between N H S trusts and those between GPs 
create new, larger organisations with a concomitant increase in the 
problems of co-ordinating their parts and resolving internal conflict. 
Solving these problems generates internal costs; leaving them unsolved 
leads to waste. These problems, and the associated costs, will be exac-
erbated by failure to integrate the new organisations' constituent parts. 
Within the new primary care associations, individual GPs and prac-
tices retain their autonomy, increasing co-ordination costs and conflict 
over resource allocation. Devolving budgetary responsibility within 
trusts, to directorates, may similarly amplify internal costs by increased 
internal fragmentation. 

Nor will the transaction costs of organising activity between organ-
isations be reduced automatically by abolishing 'contracts' and intro-
ducing agreements and HImPs. T h e new arrangements may be as 
costly as those of the internal market, given the continued need to 
communicate and co-ordinate, and the continued likelihood of con-
flict over resources. Moreover, introducing quality-indicators into 
inter-organisational relationships may introduce additional transac-
tion costs. 

Transaction costs will be reduced only if the change in name intro-
duced by the Whi te Papers, from contract to agreement, is accompa-
nied by a change in behaviour. T h e Whi te Papers rely on replacing the 
competitive ethos of the internal market with co-operation to reduce 
transaction costs. It is indeed possible that transaction costs may be 
lower where there is co-operation rather than competit ion. Achieving 
co-operation is, however, itself costly, particularly in this context 
where health and social services are required to work together. The 
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W h i t e Papers ou t l ine a cul tura l c h a n g e b u t n o w h e r e c o n s i d e r the cos t s 

o f ach iev ing it a n d g ive few po in te r s toward prerequi s i te ins t i tut ional 

a r r a n g e m e n t s . 

T h e r e is, therefore , n o ev idence that the real o rgan i s a t iona l co s t s o f 

de l iver ing hea l th care will b e lower in the p o s t - W h i t e Papers N H S 

t h a n they were in the internal m a r k e t . I n d e e d they l o o k set to increase . 

W e are, however , l ikely to see a r e d u c t i o n in n o m i n a l o rgan i s a t iona l 

cos t s . It is ha rd to e s c a p e the c o n c l u s i o n that m o s t o f the h o p e d - f o r 

reduc t ion in ' bureaucra t i c ' co s t s will b e achieved b y rede f in ing what 

c o n s t i t u t e s ' bureaucracy ' . T h e o n l y reliable w a y o f r e d u c i n g recorded 

m a n a g e m e n t costs in the p o s t - W h i t e Paper health care o r g a n i s a t i o n s 

will b e to c h a n g e the w a y cos t s are c o u n t e d , d e f i n i n g fewer act ivit ies 

as relat ing to m a n a g e m e n t . 

Fa i lure to reduce o rgan i s a t iona l cos t s is no t , however , necessari ly a 

b a d th ing . T h e p r e s e n c e o f a p p a r e n t l y high o rgan i s a t iona l cos t s , 

w h e t h e r internal or t ransac t ion cos t s , d o e s not necessar i ly m e a n that 

the N H S will not m e e t the ob jec t ive o f e n s u r i n g that 'every p o u n d in 

the N H S is s p e n t to m a x i m i s e the care for patients'-7-5. O r g a n i s a t i o n a l 

co s t s are inevi tably incurred w h e n health a n d social care is p r o v i d e d . 

It is i m p o s s i b l e to p r o v i d e health care w i t h o u t incur r ing p l a n n i n g cos t s 

a n d w i t h o u t c o - o r d i n a t i n g the act ivit ies o f d i f f e rent ind iv idua l s . T h e s e 

c o s t s inevitably increase with the c o m p l e x i t y o f health care. 

73 The new NHS (1997). p . l l . 
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