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INTRODUCTION 

Every wealthy country distributes some health care on the basis of need and not ability to pay. 
Even the US has public programs for those over 65 (Medicare) and for the very poor (Medicaid).  
This goal of redistribution from the wealthy to the poor and from the well to the sick justifies 
extensive public funding and regulation and the result is that large parts of the health care sector 
do not operate within the usual rules of the market.   

Governments provide public health insurance so that people can get the care they need without 
fear of the cost.  But every country has had to wrestle with how to control the cost of health care.  
The cost of health care is a function of how many services are provided multiplied by the price of 
these services.   

Total cost of health care = Number of Services Provided x Price of Services Delivered 

The price of services is, in turn, a function of the cost of inputs which is related to the complexity 
of the service and the level of compensation for the skill and labour of providers.   

How do countries control the number of services provided and the price of services?  Looking at 
the number of services, the obvious answer is that services are only provided to those who are in 
“medical need”.  But there is no objective standard for “medical need” -- it is much more of a 
subjective concept.  Health care treatments may range from being of enormous benefit for many 
patients (life-saving) to being of only a very small benefit for a few patients.  At some point when 
the benefit of treatment is small we begin to question whether the treatment is really responding 
to a medical need.  Looking at the Canadian system that, like all other publicly funded systems, 
has to operate within the limits of a public budget, the big question becomes how to prioritize 
medical needs and medical treatments.  Historically Canada and other countries have relied on 
doctors to distribute the public resources put into health care and it has been assumed that doctors 
will only deliver care that is “medically necessary.”  This means that whatever doctors supply in 
terms of services and however much that costs will be the natural boundary on health care 
spending – it must be as doctors are only providing that which is medically necessary.  But 
doctors in Canada are still paid on a fee-for-service basis and thus have no incentive to consider 
the costs and benefits of the various treatments they recommend or prescribe. Accordingly very 
little information about a treatment's costs or health care outcomes have been generated and the 
status quo is perpetuated for want of any evidence that this is a good or a bad thing. 

Throughout the 1970s and 1980s nearly all developed countries became concerned about 
increases in total health care spending. Partly this concern was because a significant portion or 
health care spending comes from the public coffers.  But another reason is that health economists 
and policymakers were starting to question whether all this additional spending was value-for-
money.  In other words, increasing spending on health care didn’t seem to be resulting in large 
improvements in health.  Below we take a closer look at the alleged sources of inefficiency, in 
particular the problems health economists call “moral hazard” and “information asymmetry”. 

The first response of Canadian governments to rising health care costs and concerns about 
inefficiency was not to intervene in doctors’ decisions about what services to supply or prescribe 
to whom and in what priority.  Rather the first step was to restrain total health care spending by 
restraining the total number of resources flowing into the system – the number of doctors, nurses, 
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and other health care providers, the number of hospital beds, technology, etc.  Behind this 
approach lay the assumption that doctors distributed whatever public resources they were given in 
a fair way and the (misguided) assumption that doctors had sufficient information about the costs 
and benefits of treatment.1   

In many countries, governments and private insurers (the payers) have taken additional steps 
beyond restricting inputs into the system (the numbers of doctors, nurses, technology, etc) or 
limiting the price charged by providers.  They have started to actively manage doctors’ previously 
unfettered decision-making about what health care services should be supplied to which patients, 
in which priority, and in what time frame.  To put it another way, payers have started to put in 
place incentives for doctors to discriminate and prioritize between patients' health care needs and 
to stop providing treatments of very little benefit.  In broad-brush strokes this can be described as 
the rise of “managed care.”  Managed care is at the core of health care reform proposed and/or 
implemented in most countries though the 1980s and 1990s.  For example it is a core part of 
President Clinton’s unsuccessful proposal for managed competition reform in 1993, it has been a 
source of a revolution in health care delivery in the US private insurance industry, and is a key 
component of the reforms being implemented in the Netherlands.  It is also a key part of internal 
market reform implemented in the UK and New Zealand.  In this paper we seek to explore what 
lessons Canada can learn from the experiences of these other countries with managed care, 
managed competition and internal market reform. 

INEFFICIENCY IN HEALTH CARE MARKETS:  MORAL HAZARD AND 
INFORMATION ASYMMETRY 

Before turning to examine managed care, managed competition reform and internal market 
reform, let us look more closely at sources of inefficiency in health care markets.  Why are health 
care markets viewed as inefficient? Although the characteristics of health care markets can vary 
significantly and one must be cautious in generalizing, the problems relate to what economists 
describe as "moral hazard" and "information asymmetry."   

i. Moral hazard 

Moral hazard is said to arise when an insured patient, after becoming ill, uses more health care 
than they would without insurance. This shouldn’t be that surprising – why we want insurance is 
of course so that we don’t have to worry about the cost of care when we need it the most.  Moral 
hazard occurs in private and public insurance systems – it doesn’t matter where the insurance 
comes from – it is the fact of insurance that allows us as patients not to worry about the cost of 
care when we need it.   

So on the one hand the good thing about full insurance (whether public or private) is that it buys 
security and peace of mind but the problem of moral hazard is that full insurance allows us to be 
totally insensitive to the cost of care we receive.  So as a patient, if I have full insurance, I may 
not think twice in filling a prescription for a drug that is ten times the cost of an alternative even 
though the only difference is that the cheaper drug makes me feel slight nausea. How big a 
problem moral hazard is will depend on the kind of health service.  So for example, there are very 
few people who would want more surgery than they are told they actually need or must have 
because of the very unpleasant side effects and risks associated with surgery.  But with full 
insurance a patient will likely be insensitive to the fact that one hospital is much more efficient at 
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providing the needed surgery than another.  Also, while people may not happily consume more 
surgical services they may well be happy to use more home care services, massage therapy, or 
psychotherapy services if they are offered. 

ii. Information asymmetry 

In general, doctors know more than their patients about what is wrong with the patient and what 
health services will benefit the patient.  Economists describe this as an “information asymmetry.”  
As patients we rely on doctors to tell us not only what is wrong with us (diagnosis) but also what 
is needed to fix the problem (treatment).  So really although moral hazard is a problem as 
discussed above it is really a problem about doctor decision-making to the extent that patients 
hand over the decision-making reins to doctors.  This leads to a phenomenon called “supplier-
induced demand”.  This is where in the face of fee restrictions doctors provide more services to 
patients in order to maintain their incomes.  So for example, one study showed that when doctor 
fees were frozen from 1971 to 1976 in Quebec, per capita service use grew at an annual rate of 
9.6%. By 1976, per capita utilization was 58% higher than in 1971.2   Whether or not doctors do 
actually create demand for their own services is a matter of debate.  There are many studies that 
conclude doctors are influencing demand for their own services.3 On the other hand, others argue 
that these studies are inconclusive.4  Clearly, there will be differences in the ways that doctors 
respond to financial incentives and there are many factors influencing doctor behaviour.5 These 
factors include education and training, the practice of colleagues and peers, and absorption of 
ethical norms.  Doctors will also make trade-offs between working longer hours and generating a 
higher income by providing more services.6 

We believe that the important issue is not whether doctors induce demand for their own services 
but that it is doctors who make most of the decisions that drive the costs of the system.  
Historically, doctors have had little or no incentive to take into account the cost of things they 
prescribe or recommend.  Doctors are the gatekeepers to the rest of the system but they have 
historically been gatekeepers that have not had to weigh the costs and benefits of their decisions.  
In fact, economists contend, many treatments recommended by doctors are only of marginal 
benefit or, indeed, are ineffective.   Stoddart et al. note the estimates of the cost of doctor-
generated inappropriate use of health care services varies but are sometimes as large as 30-40% 
of all services including hospital services and drugs.7  Many health economists view the fact that 
doctors are not very sensitive to the cost of the varying services and treatments they supply or 
recommend as a key cause of cost escalation in health care systems.  

iii. Moral Hazard + Information Asymmetry = Directing Incentives to Doctors 

Many health policy analysts view the combination of the problems of moral hazard and 
information asymmetry as a key cause of escalating costs and inefficiency. In this critique doctors 
are viewed as having little or no incentive to take into account the costs and benefits of care 
provided or recommended.  Since doctors hold the reins of decision-making with regard to choice 
of treatment, this leads many health policy analysts to argue that incentives should be trained on 
doctors rather than patients (through user charges or copayments).8 Obviously there are those 
that will disagree with this characterization of how health care markets work -- doctors in 
particular point to the increased information patients have and how patients themselves demand 
the best possible care.  Notwithstanding, this characterization of how health care markets work 



Flood/Stabile/Tuohy Report Senate 2001 

 

 

5

 

and assumptions about the impact of doctors' decisions on total costs underlies many recent 
reform initiatives around the world. 

iv. Absence of Direct Management or Intervention on the Part of Payers 

Historically, both public and private insurers have been passive "indemnity insurers."  What this 
means is that the payers in the system have not tried to actively intervene in doctor decision-
making.  Historically, doctors have been paid a fee for every service they decided to provide (this 
is called a "fee-for-service" payment), largely leaving to them determinations of what care to 
provide and prescribe to whom and when.  As governments through the 1970s and 1980s sought 
to restrain growth in public spending their first response was to limit the number of doctors 
coming into the system and the public resources that doctors have to work with (e.g. the number 
of hospital beds, nurses, medical technology).  It was assumed that doctors, although they may 
have to make tougher choices, would still make fair choices between different patients and their 
medical needs.  There were also initiatives taken to put in place “global budgets” for hospitals in 
an effort to control costs and increase managerial flexibility and also initiatives, discussed above, 
to control the prices of services.  But there was little direct management on the part of payers 
(public or private insurers) to ensure: 

1. the best allocation of resources between different health needs, e.g. whether more should be 
spent on preventative care than on high tech interventions like organ transplants; 

2. the choice of the most cost-effective service in response to each particular need, e.g. requiring 
that a generic drug be used in treatment of a particular condition as the more expensive drug 
had only marginal health benefits and is triple the price.   

All this started to change in the late 1980s and 1990s albeit in different degrees in different 
nations. The transition from passive indemnity insurer to prospective block budgets for hospitals 
to proactive purchasing of all health care services is depicted in the table below.  
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Changing Systems9 

 

 

Pre-1980 1980's 1990's 

 

 

Role of the 
Purchaser 

 

public or private 
indemnity insurer 

(most systems 
historically) 

no active purchaser 

 

 

public insurers shift to 
block funding for 
hospitals 

-capping the total 
spent but otherwise a 
passive payer 

 

proactive purchasing 
of all health care 
services  

-managed care 

-managed competition 

-internal markets 

 

 

 

Level of Competition 

 

-no competition 
between purchasers or 
providers 

 

-no competition 
between purchasers or 
providers 

 

-seeks to foster 
competition between 
providers (internal 
markets) or between 
insurers/purchasers 
offering managed care 
plans (managed 
competition) 

 

 

 

Paying Providers 

 

-fee for service 
payments (retroactive) 

 

-prospective annual 
budgets for hospitals 
but still generally fee-
for-service for doctors 

 

-a variety of 
techniques but may 
pay on a capitation 
basis (a fixed sum per 
annum per person) 
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MANAGED CARE, MANAGED COMPETITION, INTERNAL MARKET REFORM 

Concerns about increased public spending on health care and inefficiency in health care have 
justified a number of reform initiatives in countries like the UK, New Zealand and the 
Netherlands.  Most of the reforms have tried to work within a publicly funded or progressively 
funded system so as to ensure health care is available on the basis of need and not ability to pay.  
The reforms have aimed to enhance efficiency through greater management by payers (public and 
private insurers) and greater competition amongst doctors, hospitals and other health care 
providers.  

The three primary modes of reform are managed care, internal market reform, and managed 
competition reform.  These reform initiatives are inter-related: 

1. managed care is an essential component of both internal market reform and managed 
competition reform and can be a feature of any health care system; 

2. internal market reform is a version of managed competition reform modified for single-payer 
systems like the UK and New Zealand. 

MANAGED CARE 

Managed care encompasses a wide variety of initiatives. 10  But at the core of managed care is the 
idea that a payer (who may be the government, a private insurer, an employer or a consortium of 
hospitals and/or doctors) can influence the treatment decisions made by doctors and other 
providers.  In other words, the payer tries, through a variety of means, to influence or manage the 
cost, volume, and quality of health services supplied and/or recommended by doctors and other 
health care providers.11  

Managed care can form part of any health care system.   It is, however, a key feature of recent 
health reform initiatives in a number of countries.  It is the engine that drives managed 
competition reform and is vital to internal market reform. In the US, since the failure of Clinton’s 
1993 reform proposals, there has been a managed care revolution in the private sector.  

To better describe managed care it is probably best to list some of its features: 

1) It represents a shift from simply reimbursing hospitals and doctors for every service they 
provide.  In managed care arrangements, payers monitor and review what care is delivered 
and to whom; 

2) A payer may limit a patient's choice of providers to those it has contracted with and impose a 
surcharge on patients who choose providers outside of those listed;  

3) A payer may seek to contract with or employ doctors whose are more like to promote cost-
effective primary and preventive care;  
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4) A payer may pay doctors or groups of doctors and/or other health care providers on a 
capitation basis, i.e. a fixed sum per patient for a fixed time period (generally per month or 
per annum);12  

5) A payer may inter into a variety of business relationships with health care providers.  For 
example, a payer (be it the government or an insurer) may own hospitals and employ doctors 
on a salaried basis.  Or the payer can contract with private for-profit or not-for-profit 
providers on an arms-length basis.  

It is best not to think of managed care as any one particular initiative or set of initiatives.  Rather 
it is a shift from the idea of passive payment of costs to active management by payers of doctor 
and provider decision-making.  Managed care turns on the power of incentives -- be they 
financial, professional, ethical or organizational.  It recognizes that, for example, there is no 
single optimal method of paying providers (i.e. one can’t say categorically that it is best to pay 
providers on a salary basis, fee-for-service basis, capitation basis, global budgets, case-based 
basis etc.)  “All methods generate both adverse and beneficial incentives affecting the volume, 
quality, and mix of services.”13  Thus what is the best payment method will vary over time and 
between health care providers.  Managed care does not prescribe a recipe or prescription for 
doctor payment but allows for payers to structure and change incentives in order to influence 
doctor and provider decision-making. 

The US system is the one most typically associated with managed care, although the experience 
there has been primarily in the privately funded sector. The shift from traditional fee-for-service 
insurance to managed care has helped control costs in the early 1990s14 (although it now appears 
this may have been a “one-time-only” gain, achieved through aggressive negotiations on the part 
of managed care plans for price discounting by providers).15  As well, managed care has been 
shown to confer enhanced benefits and eliminate wasteful overuse of services.16  It seems that (at 
least some) managed care organizations put more emphasis on primary and preventative care and 
less on high-tech curative care. For example, 80% of women aged 50-74 enrolled in the Kaiser 
Permanente managed competition plan in Northern California had received mammography 
screening, compared to 25% of women in this age group in the population as a whole, and 
pediatric immunization rates (DPT, Polio, Measles-Mumps-Rubella) were over 90% in Kaiser 
plans, compared with a national average of 37%.17  

But there are concerns about the impact of the managed care revolution on the quality of care 
delivered and on access for high-risk groups and stories about evil managed care insurers 
proliferate the popular press. There are two main concerns about managed care in the US: 

1. that managed care organizations select through a variety of means healthier enrollees and try 
to deter or drop unhealthy enrollees (a phenomenon known as “cream-skimming”); 

2. that managed care plans cut the quality of care delivered in order to make profits. 

These concerns have fostered regulatory measures at both the federal and state levels to protect a 
certain range of entitlements to comprehensive, quality care delivered in a timely and effective 
manner. 
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Any general conclusions about the benefits or problems of managed care have to be viewed in the 
light that there are many different kinds of managed care initiatives in the US. Each version of 
managed care results in a different mix of incentives for health providers and Mechanic notes that 
it should be no surprise in the US that there are large variations in practice, levels of performance, 
and doctor and patient satisfaction.18  Undoubtedly there is value in closely examining the US 
laboratory of managed care initiatives.  However, from the perspective of garnering lessons that 
Canada can learn from other countries' experience with reform at a systems level, it is probably of 
more value to explore how managed care initiatives have played out in jurisdictions like the UK, 
New Zealand and the Netherlands that seek to ensure access for all citizens to the same range of 
care.  This is because the problems that are apparent in the US with managed care may have more 
to do with the for-profit environment and the lack of regulatory commitment to ensuring universal 
access than with managed care itself.  In other words, how managed care plays out in a system 
with a commitment to universal access on the basis of need and not ability to pay may be 
completely different to how it has played out in the US.  With that in mind let us turn to look at 
managed care as part of managed competition reform in the Netherlands and as part of internal 
market reform in the UK and New Zealand. 

MANAGED COMPETITION REFORM 

A managed competition system envisages government regulation of competing private insurers in 
order to achieve the goal of ensuring access for patients on the basis of need and not ability to 
pay.  It is a system set up to ensure competition on the basis of cost and quality rather than what 
normally private insurers compete on -- risk avoidance. 19  Insurers are expected to be not only 
insurers but to be active buyers of care and manage the delivery of care -- to use “managed care”.  

Although a managed competition system proposes greater reliance on private insurers (or more 
accurately private management) it is also a system that is largely financed progressively – people 
pay in according to what they afford and take out according to their needs.  Managed competition 
might be perceived as US-style reform because it still allows for a significant role for private 
insurers but it is very different for the goal is to ensure universal coverage of citizens for a range 
of health care services.  

Managed competition requires sophisticated regulation.  The regulator has to pool contributions 
(whether from general taxation revenues or income-adjusted premium payments from individual 
citizens). The regulator oversees the process of each citizen picking an insurer and then pays, on 
behalf of each citizen, a risk-adjusted sum to each citizen’s chosen insurer.  For example, a 
disabled elderly man would have significantly more paid on his behalf to his chosen insurer than 
a healthy 30-year-old non-smoking female.  Each citizen must also pay a small flat-fee directly to 
his or her chosen insurer – the fee must be the same for each and every individual enrolled with 
the insurer. The idea with the small flat-fee payment is to provide some incentive for insurers to 
compete on reducing premium price in addition to competing on quality.  The managed 
competition model can be viewed as a sophisticated voucher scheme.  It allows a measure of  
choice by consumers within a progressively financed scheme and is thus a means of enhancing 
the accountability of the system.20 

The managed competition model envisages that once insurers have an incentive to compete on 
cost, price, and quality that they will enter into various forms of managed care relationships with 
health care providers. In fact, Enthoven, the creator of the managed competition model has said 
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that he now refers to his model for managed competition as "managed care-managed 
competition" to emphasize that what are meant to compete are integrated delivery systems 
supplying comprehensive care.21  

Managed competition and managed care are concepts that are often confused. Managed 
competition is a reform model for an entire system where the ultimate goal is to ensure coverage 
for all, on the basis of need as opposed to ability to pay. Managed care is an important feature of a 
managed competition system but also may be a feature of other systems that do not aspire to 
ensure coverage for all. In the US, the managed care revolution is not part of a planned and 
integrated health system. Insurers in the US still compete on their ability to avoid risk (i.e. to 
avoid enrolling people who may have high health expenses).  Present developments in the US can 
be distinguished from a managed competition system. In the latter there would be coverage for all 
citizens, it would be progressively funded apart from a small fixed premium payment, and 
explicit regulatory mechanisms would be in place to stimulate competition on cost and quality 
dimensions rather than avoiding covering high-risk and high-cost individuals. 

MANAGED COMPETITION IN THE NETHERLANDS 

The Netherlands has been slowly implementing a version of managed competition reform since 
1987.  There were two goals for this reform.  The first goal was to expand the mandatory 
insurance programs to cover all citizens for most care.  The second goal was to encourage 
competition between the Sickness Funds (the non-profit insurers for the mandatory health 
insurance scheme covering the poorer 60% of the population) and private insurers (covering the 
wealthier 40% of the population who choose to purchase insurance).  

Some important features of the managed competition proposals have been implemented but many 
important aspects have not.  Earlier versions of the managed competition reform proposals had 
provided for the integration of acute and long-term care and proposed extending the Exceptional 
Medical Expenses scheme (the only insurance scheme in the Netherlands that is mandatory for all 
citizens) to cover all health care. However, there was concern about how to assess accurately the 
risk of the need for long-term care as this requires a projection many years into the future.22 It was 
determined that it was better to leave these sorts of services to be provided independently of a 
competition-oriented scheme.23  As a consequence, the 1995 reforms provide for the retention of 
a separate Exceptional Medical Expenses scheme, but it has been scaled back to only cover long-
term care and mental health care. All other goods and services previously covered under the 
Exceptional Medical Expenses scheme, such as drugs, medical devices, rehabilitation, and 
hospital-related home care services are now the responsibility of Sickness Funds and private 
insurers.24 

With respect to services considered "curative basic care", which is pretty much everything except 
long term care and mental health, the government is proceeding with earlier proposals for 
managed competition at least with regard to Sickness Funds but as yet has made no inroads with 
regard to private insurers.25  

What is the relevance of managed competition reforms from a Canadian perspective?  It seems 
highly unlikely that Canada will shift to a regulated system of competing private insurers for 
hospital and doctor services.  Canada does not have the same long and established history in this 
regard as the Netherlands of regulating private insurers nor does it have the need to have to 



Flood/Stabile/Tuohy Report Senate 2001 

 

 

11

 

accommodate private insurance interests as, for example, the US does in order to achieve a 
universal plan.  However, the managed competition model is of more relevance as Canada 
considers how to ensure national standards of access to drugs and home care.  Quebec has used a 
managed competition model, regulating competing private insurers, in an effort to put in place 
universal access for prescription drugs.  Is this approach feasible from the perspective of a 
national Pharmacare plan? Is this a feasible means by which to expand access without relying on 
taxation-generated revenues but primarily upon employer and employee contributions?   

The other way in which managed competition reform in the Netherlands is relevant to Canada is 
in considering how to fund Health Authorities or budget-holding groups of doctors and other 
health care providers.  Devolution of financial and managerial power away from provincial 
ministries of health to regional health authorities has been a popular reform initiative in every 
province except Ontario.  Devolving responsibility via global annual budgets is intended to 
increase managers’ flexibility while holding them accountable for efficient performance.  
However, the prospects for efficiencies are limited if the budgets that health authorities receive 
are based on historical spending patterns -- this just entrenches old inefficiencies and does not 
necessarily compensate those authorities that serve more needy areas.  As Canadian provincial 
governments consider how to structure budget allocation formulas for Health Authorities there is 
much to be learnt from the Dutch experience.  Also should health authorities seek to contract with 
budget-holding groups of health care providers (along the lines of the UK General Practitioner 
(GP) Fundholders or New Zealand’s Budget-holders) then they, in turn, will also need to consider 
how to structure budget allocation formulas to ensure the efficient delivery of care of adequate 
quality. 

There are a number of difficulties with a managed competition system.  Its obvious virtues are its 
reliance on consumer choice and the potential for efficiencies from competition within a 
progressively funded system.  It aspires to harness market-like forces but within a system that is 
fair and has much the same redistributive values as the present Canadian system, although very 
much different in design.  It does, however, take both sophisticated regulation and good 
information to work.  Some of the problems that have to be addressed include:  

1) the incentive for competing purchasers to "cream skim" healthy enrollees and avoid enrollees 
with high health costs or with a high risk of such costs in the future;  

2) determining the rules for price competition between purchasers;  

3) the need to define "core" services i.e. the range and quality of services purchasers will compete 
to provide (or, from the other side of the coin, the need to define consumer entitlements);  

4) the question of whether consumers have or will have sufficient information to choose wisely 
between competing purchasers; 

5) the problem of transactions costs; and 

6) the problem of supply side monopoly.26  
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By far the largest concern here is the issue of cream-skimming.  It is the Dutch response to this 
problem of cream-skimming that warrants study and consideration in the Canadian system.  

In the managed competition model a regulator collects contributions on a progressive basis 
(usually the proposals require contributions from employers and employees as a percentage of 
income). Thus the system is financed according to ability to pay as opposed to need. Citizens' 
contributions do not depend upon their health cost and/or risk profile. The regulator pays on 
behalf of every individual a fixed annual premium to that individual's chosen insurer in return for 
which the insurer undertakes to cover all of that individual's health care needs for a 
comprehensive range of services (as defined by regulation) in that year. As mentioned above, this 
is in effect a sophisticated voucher scheme. However, if competing insurers receive the same 
premium for every individual they insure then they have an incentive to cream skim. In other 
words, insurers have a financial incentive to spend time and resources trying to attract the health 
and young into their plans and to deter the elderly, unwell and the likely unwell from coming into 
their plan.27   

There are some obvious regulatory responses to this cream-skimming problem.  For example, 
regulation should require insurers to accept all that seek to enroll in their plan.  But cream 
skimming tactics can be subtle. One tactic may be to contract with certain types of providers, for 
example not contracting with the best HIV treatment centre.  What Dutch policymakers have 
realized is that the best solution to this problem of cream-skimming is to correct the financial 
incentives that encourage it. This requires a regulator to risk-adjust the premiums paid so insurers 
receive different premiums that reflect different risks.  Competing insurers are compensated for 
the different risks of the people who are covered by their plan and so insurers have no incentive to 
drop high-risk individuals or avoid them.  Appropriately risk-adjusting premiums is essential to 
ensure fair competition in a managed competition model. If this is not done then those insurers 
who are better at cream skimming will make more profit than those insurers who are actually 
more efficient.  This kind of risk-adjustment of payment needs to be made to insure the viability 
of those insurers who have attracted a disproportionate share of people with high health care 
costs.  Similarly, in Canada, health authorities and risk-bearing groups of health care providers 
should receive risk-adjusted payments so that they can meet the health care needs of the 
population they service. 

An obvious reaction to this is that accurately assessing someone’s risk of health care is an 
impossible task.  In a managed competition system all that is required, however, is that payments 
are adjusted so that each insurer receives a premium per enrollee that reflects the insurers’ 
perceptions of the particular individual enrollee's risk of utilization of health care services. It is 
insurers' perception of risk that is important as opposed to what the risk is in truth is. If an insurer 
does not perceive an individual to be of high-risk then the insurer will not try to exclude the 
person from coverage.  Still there may also be safety-nets in place so that if an insurer is just 
unlucky as opposed to inefficient and has a very high proportion of people with extreme health 
care costs then the regulator/funder does not become insolvent. 

In the Netherlands, the Central Fund regulator has slowly moved towards risk-adjusting 
payments.  In 1993 and 1994 premium payments were differentiated on the basis of age and 
gender alone and did not include risk factors that could be readily ascertained by competing 
insurers such as an individual's chronic health status or medical history.28  Dutch scholars found 
that if age and gender are the only factors used for risk adjustment then there is a strong financial 
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incentive to cream skim.29 They note that it is easy for purchasers to identify those individuals 
with the greatest non-catastrophic health care expenditures in any year. % of these individuals can 
be predicted to have per capita expenditures four years later that are on average nearly double the 
per capita expenditures within their age-gender group.30 The inequity of inadequately risk-
adjusted premiums has been acknowledged in the Netherlands. As a consequence, in 1993 and 
1994, the government only required the Sickness Funds to be financially responsible for 3% of 
the difference between their actual expenditures on health care services for their enrollees and the 
total premiums received from the Central Fund regulator.31 This percentage was subsequently 
increased to 14% in 1996, 27% in 199732 and up to 35% in 1999.33  

Van de Ven and Schut contend there are a number of misunderstandings that lie at the root of 
why the Netherlands has been slow to implement a system of adequately risk-adjusting 
payments.34 The most relevant of these from a Canadian perspective is the misunderstanding that 
age, gender, and region will explain a large proportion of the variance in health expenditures 
whereas, in reality, these factors only explain 10--20% of the predictable variance in health 
expenditures for any individual.35  Adjustments for age, sex, and location may more satisfactorily 
explain variations between very large groups, but risk-adjustment must occur at the individual 
level for the purposes of managed competition reform as it is through the individual's decision to 
exit that competing purchasers are held to account.  This issue clearly then is of relevance in 
Canada for our capacity to determine risk-factors of different populations vs. individuals may 
influence what level of devolution is efficient (e.g. to larger Health Authorities, smaller groups of 
providers, etc) and whether competition between payers or groups of providers is feasible.  

Dealing with the issue of cream skimming is the key to managed competition reform and 
absolutely necessary in terms of protecting vulnerable populations. The role of regulation is 
crucial in this regard.  An important question is whether regulators will have the information 
needed to calculate risk-adjusted payments.  In the former command-and-control health systems 
of the UK and New Zealand and as is the case in Canada relatively little accessible data has been 
generated on service usage. In these countries, the initial costs of setting up information gathering 
systems will likely be significantly higher and the transition more disruptive than in countries like 
the Netherlands and the US which have historically relied to a greater degree on private insurers 
and private providers.  But arguably this is the kind of information needed to run an efficient 
health care system no matter what its configuration. Canadian policy-makers would be wise to 
learn from Dutch policy-makers and scholars as much as possible about the possibilities and 
limits of risk-adjusting budgets rather than trying to reinvent the wheel here. 

INTERNAL MARKET REFORM AND THE PURCHASER/PROVIDER SPLIT 

Both the UK and New Zealand have experimented with internal market reform. This reform is a 
modified version of managed competition reform but does not allow for competition between 
payers or insurers, only for competition between public and private providers. 

Initially internal market reform was proposed as a response to what was seen as a conflict-of-
interest problem in both the UK and New Zealand.  This problem was that the regional or area 
health authorities had responsibility for funding a wide range of secondary care but also had 
responsibility for managing the public hospitals. The was a concern that the old public hospitals 
were not performing as efficiently as they could, and that managers within the regional or area 
health authorities would not contract with the most efficient providers but rather continue to prop 
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up inefficiencies within the public hospitals. So the original goal of internal market reform in the 
UK and New Zealand was to split the purchaser and provider roles of regional or area health 
authorities and make the public hospitals compete with each other and other public and private 
(for-profit and not-for-profit) providers for contracts with public payers.  

Internal market reform required government-appointed purchasers (100 Health Authorities in the 
UK and (initially) four Regional Health Authorities in New Zealand) to bargain and enter into 
contracts with competing public and private health service providers.  A split was created 
between the purchasing and provision of hospital and other health services: in both the UK and 
New Zealand, the Health Authorities are not permitted to provide health services directly. On the 
other side of the split are public hospitals, which in both countries are now managed by crown 
corporations. In the UK these are called "NHS Trusts" and in New Zealand they are called 
"Crown Health Enterprises" (later renamed as Hospital and Health Services "HHSs").  Hospitals 
no longer receive a more or less automatic operating budget as they did prior to the reforms.  
Rather, hospitals are expected to compete with each other and private providers for contracts with 
the Health Authorities to supply services.  So the term "internal market" is misleading as the 
market created is not intended to be completely internal to the public sector – rather public and 
private providers (both non-profits and for-profits) would compete for contracts to serve the 
public sector. 

What is the difference between internal market reform and managed competition reform?  In an 
internal market citizens do not have any choice of payer or insurer – care is purchased on their 
behalf by Health Authorities and citizens cannot shift, as they can in a managed competition 
system, with a risk-adjusted voucher to another Health Authority or to another insurer.  Instead, 
as described in the “Accountability” section of this report, citizens must rely upon political voice 
(lobbying, consultation, patients’ charters of rights etc) to try to ensure that their particular Health 
Authority does a good job on their behalf. 

There was an important exception to not having a choice of purchaser in both the UK and New 
Zealand.  Both countries experimented with devolving capitated budgets (a payment per person 
per year to cover a range of health care) to groups of family doctors.  This can be thought of 
managed care from the bottom up rather than the top-down.  These groups of family doctors 
effectively become mini-insurers for the patients enrolled with them but for a more limited range 
of care than insurers in a full-fledged managed competition system. 

In the UK "GP Fundholders" were created.  Fundholders were originally viewed as an "add-on" 
to internal market reform but rapidly assumed increasing importance. GP Fundholders were 
groups of general practitioners (family doctors), serving at least 5,000 patients. Prior to 1 April 
1999, over 3,500 Fundholders received public funding, in the form of capitated budgets (i.e. an 
amount per person enrolled with the Fundholder), with which to buy drugs, diagnostic tests and 
x-rays, outpatient services and approximately 20% of hospital and community services, on behalf 
of the patients enrolled with them.  In New Zealand “Independent Practice Associations" were 
established although they were subsequently referred to as Budget-holders and now as Primary 
Care Organizations. Budget-holders are groups of doctors of varying size, some of which were 
paid on a capitated basis to cover the cost of specified services for their patients such as drugs, 
diagnostic texts, x-rays etc.  Budget-holding was not as wide-spread or as systemic as GP 
Fundholding in the UK and the degree of actual capitation was not large.  The New Zealand 
Budget-holders were more like negotiating bodies for collections of family doctors. 
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In both New Zealand and the UK there have been significant modifications of the original 
internal market reform proposals. In New Zealand, the new Labour/Alliance coalition elected in 
November 1999 entered upon yet another round of major reforms, the result of which has been to 
move away from the competitive contracting-out approach introduced in the 1993 reforms.  The 
reforms abolish the Health Funding Authority and once again combine the purchasing and 
ownership roles of publicly provided hospital services under District Health Boards, thus largely 
returning the system to its pre-1993 configuration.  In the UK, the New Labour Reforms of 
December 1997 called for the abolition of GP Fundholders as of 1 April 1999. They have been 
replaced by 481 new organizations called "Primary Care Groups" (which when fully independent 
will be called “Primary Care Trusts”) serving an average population size of 100,000. Primary 
Care Groups are large groups of general practitioners and community nurses, which in addition to 
managing the budgets for primary and community care will also, eventually, be responsible for 
purchasing services from the public hospitals (NHS Trusts.)  The key difference is that unlike GP 
Fundholders citizens cannot shift with a risk-adjusted share of funds from one Primary Care 
Group to another.  They must rely on their local Primary Care Group. 

WHAT WAS THE IMPACT OF INTERNAL MARKET REFORM? 

Internal market reform in the UK has been associated with increases in spending. Spending on 
government funded health care has continued to increase in real terms by 3% per annum over the 
reform period.36 In 1990, the UK spent 6.2% of GDP on health care services compared to an 
OECD average of 7.6%.  In 1998, the UK spent 6.7% of GDP on health care services compared 
to an OECD average of 8.2%.37  With respect to access and long waiting lists the UK internal 
market did seem to have some early success in addressing this problem and this appears to have 
been because of direct financial incentives geared towards reducing the length of waiting lists. 
However, in more recent times waiting times seem to be on the increase again. 

Internal market reform in New Zealand has been associated with increasing health care spending. 
New Zealand’s total health care spending absorbed 8.1% of GDP in 1998,38 and this is the first 
time that New Zealand's figure has come close to the OECD average (8.2%.)39  In recent times 
the rate of growth in spending has increased and between 1988 and 1998, the average growth rate 
in per capita spending was 6.1% per annum compared to an OECD average of 4.8%.40  The 
growth of waiting lists has been of significant concern in New Zealand, particularly the length of 
time spent on waiting lists for non-emergency surgical services.  Waiting lists only seemed to 
increase through the reform period.  Recently there has been a sharp decline in the numbers 
recorded waiting for care (in 1999, 62,581 people were on waiting lists41 compared with 91,253 
people 1997.42)  The decline is likely correlated with the introduction in 1999 of a ‘booking 
system’ in which patients are not "booked" in for surgery unless the system can provide the 
service within two years. Patients whose needs cannot be meet within two years are referred back 
to their general practitioner to "manage" their condition. Now there are informal waiting lists just 
to get on the waiting lists! 

Looking solely at costs and waiting times does not give us a real sense of the impact of internal 
market reforms in both the UK and New Zealand.  The fact that spending is going up in the UK 
and New Zealand may not necessarily be a bad thing but may be reflective of other benefits being 
achieved as part of internal market reform -- for example, higher quality care, more 
responsiveness on the part of providers to patients' concerns, better health outcomes, better 
information generation, fairer return to labour, etc.  So let us look more closely at the benefits and 
costs of internal market reform. 
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In general it does not appear in either the UK or New Zealand that internal market reform 
radically changed how the respective systems work.43  There was no significant change in how 
health needs were prioritized, the sorts of health care services supplied, or change in the skill-mix 
of providers supplying care.44  In New Zealand in late 1996 it was noted “the health reforms have 
yet to yield the original expectations.  By a range of measures (e.g. average length of stay, 
personnel costs, bed numbers) the pace of performance seems, if anything, to have weakened 
since the advent of the reforms.”45   

Evidence about efficiency gains in both the UK and New Zealand is mixed. The New Zealand 
government acknowledged that reform has not resulted in public hospitals achieving anywhere 
near the 30% efficiency gains hoped for and that performance may, if anything, have weakened.46  
Soderlund found in the UK that efficiency gains occurred when public hospitals became 
independent “NHS Trusts” rather than being directly managed by a Health Authority.  These 
efficiency gains included lower hotel costs per episode and significantly lower direct treatment 
and diagnostics costs.47  Sonderlund, however, notes the possibility that the hospitals that became 
NHS Trusts would have become more efficient anyway (i.e. the more efficient hospitals sought to 
become NHS Trusts first). Also even if NHS Trusts operate more efficiency this does not mean 
that the system as a whole is more efficient. The total costs for the system may still be greater 
where hospitals are NHS Trusts as opposed to directly managed by Health Authorities. For 
example, empirical work conducted in South Africa suggests that private for-profit hospitals are 
able to produce more outputs at lower cost than directly managed public hospitals.48  However, 
when the total costs faced by the government in contracting out are included in the analysis (such 
as the extra administrative costs in negotiating contracts), costs per episode of care are more 
costly for the private for-profit hospitals than for directly managed hospitals.  

Why did internal market reform not turn out to be as transformative as hoped?  The three key 
problems were: 

1. a lack of incentives to reward smart purchasing; 

2. a lack of information about the costs of production of care and the benefits/quality thereof 
which resulted in benchmarks from earlier years simply being rolled over; and 

3. transactions/administrative costs. 

In addition, the implementation of internal market reform was profoundly affected by the existing 
structure of interests in each country, a matter which is discussed in much greater detail in the 
Political Economy paper that forms part of this Report to the Senate. 

Lack of Incentives to Reward Smart Purchasing  

Some contend that the idea of contracting out to competing public and private providers is itself 
inherently flawed and that this explains why internal market reform in the UK and New Zealand 
was not as successful as first envisaged.  However, others argue that a lack of attention to the 
incentives that influence purchasers in both the UK and New Zealand was probably fatal to 
internal market reform.  The reform model hinged on wise bargaining by the government-
appointed Health Authorities with competing providers for a variety of health care services.  But 
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internal market reform paid little or no attention to how to ensure the Health Authorities 
themselves did a good job.  This contributed to the inertia within the system.   Also management 
of the Health Authorities and of the large public hospitals continued to be government-appointed 
both in the UK and New Zealand.  The political nature of the system put up walls to change as it 
was much safer, politically, for management within the Health Authorities and within the public 
hospitals to maintain the status quo than to take risks that may jeopardize one's political life. The 
political incentives were all geared to strongly punish mistakes whilst only weakly rewarding 
gains and achievements. This results in stickiness in the system, as historical utilization patterns 
were simply rolled over.  

Lack of Good Information 

Another reason why internal market reform did not radically change the pattern of provision is 
due to a lack of good information about the cost, benefits and efficiencies of care.  This made it 
difficult to structure new contract arrangements and to set new performance indicators. In both 
New Zealand and the UK, the year prior to internal market reform was used as a benchmark for 
price, volume, and quality standards, resulting in entrenchment of historical inefficiencies.  The 
inertia problem was compounded by the fact that budgets set for the UK Health Authorities and 
New Zealand's Regional Health Authorities were based on historical consumption patterns, 
although there are efforts underway in both countries to distribute funds on a per-capita weighted 
basis.49  

The kind of contracts that Health Authorities in both the UK and New Zealand entered into did 
not result in radically different incentive structures from that which were in place prior to internal 
market reform.  Generally, in both the UK and New Zealand, contracting continued to consist 
primarily of "block contracts" (global budgets -- a fixed sum for an unspecified number of 
services, similar to the global budgets used in Canada to pay hospitals).50 Acute and emergency 
care, mental health care services, and primary care were generally purchased pursuant to block 
contracts.51 Cost per case or fee for service contracts are used for a small number of services.52  
Cost and volume contracts were used for elective surgery so that essentially providers receive a 
fee for each service provided but the total amount they can receive in a particular period is 
capped. This resulted in some perverse incentives with some NZ public hospitals (“Crown Health 
Enterprises”) providing all contracted elective surgery in a relative short-time period and then 
closing down surgical theatres for the rest of the year.53  

A problem related to a lack of good information was that particularly early on in the contracting 
process that contracts put too much emphasis on those aspects of performance that were 
measurable – output, turnover, cost, etc.  It was apparent in the early stages of the New Zealand 
reforms that too much attention was being devoted to issues of cost and turnover and subtle 
indicators of quality were being ignored. The New Zealand experience is instructive that “rich” 
conceptions of performance are required and aspects of quality that are difficult to measure 
require particular attention to ensure that they are not sacrificed in the pursuit of more readily 
measurable performance indicators.  The UK too at first put too much emphasis on things that 
were readily measurable. The New Labour Reforms at the end of 1997 also wisely recognized the 
importance of pursuing broad performance measures with a specific emphasis on the quality of 
care delivered:  
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The New NHS will have quality at its heart….This must be quality in its broadest sense: 
doing the right things, at the right time, for the right people, and doing them right -- first 
time. And it must be the quality of the patient's experience as well as the clinical result -- 
quality measured in terms of prompt access, good relationships, and efficient 
administration.54 

Administrative Costs 

A key concern about internal market reform in New Zealand and the UK was increased 
transactions costs or administrative costs -- essentially the additional costs of all the paper work 
and new management needed for contracting out.55 In the UK, the New Labour Reforms of 
December 1997 responded to concerns over increased transactions costs in the internal market by 
mandating a shift to long-term contracts with NHS Trusts of at least three years in duration.56 
Similarly, in New Zealand, increasingly greater emphasis was given to cooperation and long-term 
contracts.57   

Of course what really is important is not whether paper work and administrative costs have 
increased but whether the gains from reform outweigh these costs.  The problem is that 
comparison is difficult given the lack of information regarding costs and benefits in the old 
command-and-control systems and apparent government resistance to seriously analyze the 
effects of internal market reform in New Zealand and, to a lesser extent, in the UK.  So it is not 
really clear-cut whether the benefits were worth the costs and opinions vary significantly on this. 

Benefits of Internal Market Reform 

The two main benefits of internal market reform have been the generation of information about 
the costs and benefits of services and the integration of funding for a wide range of care in one 
purchasing agent which has enabled coordination and enhanced accountability. 

i. Generation of Information 

Although the evidence about efficiency gains is mixed a clear benefit of internal market reform 
has been the generation of information about the cost and benefits of services.58  It is true though 
that the costs of producing this information have not been small and there is no conclusive 
evidence that these costs are outweighed by the benefits of use of this information to improve 
service purchase and production. However, an efficient system needs this kind of information so 
internal market reform may be viewed as an important step in its generation.  One manager of a 
New Zealand Regional Health Authority described the benefits of internal market reform as 
follows: 

• it has made the Crown Health Enterprises (public hospitals) focus on what they are 
doing in terms of services, volumes and costs. In the past their information on each 
has been poor and there have been failures to link costs to services and volumes; 

• it has created a currency for service debates, we now have some way of doing trade-
offs between services; 
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• the purchaser now has a currency to use in its resource allocation work across 
services; 

• the contracts have quality requirements, which encourage Crown Health Enterprises 
(public hospitals) to monitor the quality of their services.59 

A report prepared for the incoming New Zealand government in 1996 noted internal market 
reform had "enabled greater focus on evidence-based practice, increased service integration, 
increased accountability for primary care and the development of better information within the 
health system."60  

ii. Integration of Funding 

Another feature considered positive by most commentators in both the UK and New Zealand was 
the integration of funding for a wide range of care in one body.  Thus, for example, in New 
Zealand, old silos of funding were merged and Health Authorities became responsible for paying 
for a full range of health and disability services.  An important aspect of accountability is to 
ensure that the purchaser has or is responsible for the funding for a broad range of health care 
services and thus can make efficient substitution decisions between different services.  It has been 
argued that some of the benefits of internal market reform in New Zealand, namely "increased 
service integration" and "increased accountability for primary care", are largely attributable to 
integration of financing for secondary and primary services.  It is further said that these gains 
could have been achieved completely independently of other much more controversial features of 
the reform process.61  

MANAGED CARE IN INTERNAL MARKETS 

Although in general internal market reform has not resulted in significant changes there was one 
aspect of reform that seemed to create a real impetus for change.  The GP Fundholding scheme, a 
form of managed care, resulted in some of the most significant changes to the UK. Similarly, in 
New Zealand, it has been argued that Budget-holders (now Primary Care Organizations) are the 
key to effecting real change.62 Most of the comments here will relate to the Fundholding 
experience in the UK as the New Zealand experience with Budget-holding was not as wide 
spread or systematic and there is little evidence about its impact. 

Paying a group of providers on a capitation basis (a sum per person per year to cover some or all 
of their health care needs) is a way to devolve financial risk and purchasing responsibility to a 
local level.  In effect groups of physicians become mini-insurers for the people they serve.  This 
idea can be viewed as quite distinct from the rest of the internal market reforms and the 
purchaser/provider split -- Fundholders/Budget-holders are both purchasers of care and providers 
of care.  

BENEFITS OF FUNDHOLDING 

The benefits of Fundholding are many.  Being paid on a capitated basis is an incentive to 
purchase the most cost-effective mix of services on the part of their patients.  In the UK any 
surplus or savings made by Fundholders was not kept as profit, but reinvested back into the 
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Fundholding practice to buy things like new technology, nursing support, patient amenities, etc.63  
Paying Fundholders on a capitated basis also provides some incentive to emphasize primary and 
preventative care and keeping people healthy so they don’t subsequently become a drain on the 
Fundholder’s budget.  Another attractive feature of Fundholding is that a patient is likely to have 
a much closer relationship with his/her physician than some distant and remote Health Authority 
serving a large population with whom they have no personal relationship.  Arguably then a 
physician, acting as a purchaser, is more likely to be responsive to patients' concerns, at least to 
the extent possible within a limited budget.  Also if a patient doesn’t like the way the Fundholder 
is acting as a purchaser then the patient can shift, with his/her risk-adjusted voucher, to another.  
This sends a clear signal to Fundholders to be responsive to patients or risk losing funds.  

So we can see that Fundholding differed from the balance of the internal market reforms that 
suffered from a failure to put in place incentives for good purchasing behaviour and suffered from 
a lack of good information.  Glennerster concludes that GP Fundholders were better contractors 
than Health Authorities as they had better information about health care needs and more 
motivation to improve service standards.64 In particular, they were able to reduce waiting times 
for their patients.  However, it does seem that as the Fundholding scheme grew the reports on 
Fundholders' performances became far more mixed, indicating the early positive reports may 
have been a function of the nature of those physicians willing to take up the challenge of 
Fundholding.65 The Fundholders’ good performance may in part have been due to the advantages 
afforded them in the internal market design.  For example, because Fundholders were relatively 
small, they could also switch their contracts without resulting in a financial loss for the public 
hospitals (NHS Trusts) and other providers. If, however, a Health Authority shifted their contracts 
away from a NHS Trust, this would have serious financial consequences for the Trust and there 
would likely be political influence brought to bear not to upset the status quo.66   

Nonetheless it does seem clear that there were significant benefits from Fundholding.  The Audit 
Commission found that a majority of Fundholders were able to:67 

a. Obtain better information from specialists in order to improve the care of a patient once 
discharged from hospital; 

b. Solve longstanding local problems such as access, lack of courtesy to patients, inconvenient 
pathology collection times, etc; 

c. Achieve more cost-effective prescribing; 

d. Benefit patients via reinvestment back into the practices in terms of more nurses, technology, 
amenities etc); 

e. Benefit from the freedom to refer where the family doctor wished; 

The Audit Commission also found that a substantial minority of Fundholders were able to: 

a. reduce waiting times; 

b. obtain greater responsiveness from providers and improve communication; 
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c. obtain Patient's Charter targets (named nurse, waiting time to see a doctor in accident and 
emergency, etc.; 

d. improve amenities for their patients such as food, car-parking, courtesy of staff, etc; 

e. achieve more appropriate referrals; 

f. reduce inappropriate outpatient follow-up appointments; 

g. locate more convenient therapy services (physiotherapy, counselling); 

h. develop local providers. 

In a sense Fundholding was a victim of its own success for it resulted in a two-tier system to the 
extent that Fundholders were bargaining for quicker care for their patients relative to those 
patients whose physicians were not participating in the Fundholding scheme.  The specter of a 
two-tier system was one of the reasons given by the New Labour government in dismantling 
Fundholding and shifting to Primary Care Groups.  In doing so, however, the new Labour 
government sought to keep the positive features of Fundholding 

THE PROBLEMS WITH FUNDHOLDING 

i. Cream-skimming 

As with managed competition in the Netherlands the obvious problem with Fundholding is the 
risk of cream-skimming.  In response to this concern the UK put in place "risk corridors".  
Essentially, Fundholders bore financial liability for up to £6,000 per annum for any patient. The 
Health Authority paid for any costs incurred beyond this sum.68 Such a measure capped a 
Fundholder's financial exposure and reduced the incentive to cream skim, but also removed any 
incentive Fundholders had to be sensitive to the cost of services beyond £6,000.  

There was no evidence that cream skimming was a serious problem in Fundholding practices; 
however, the Audit Commission did find an inverse relationship between the proportion of 
Fundholding practices in an area and the average degree of social deprivation to be highly 
significant statistically.69 In other words, Fundholding was more likely to be established in areas 
where on average their patients were likely to be healthy. Even if cream skimming was not a 
problem in the UK it is difficult to know whether this is due to the use of risk corridors. The lack 
of cream skimming behaviour could also be attributed to the ethical norms of physicians deterring 
them from cream skimming. Shifting purchasing responsibility to groups of health care 
professionals may be viewed much more positively then shifting responsibility to competing 
private insurers as in managed competition reform because there will the expectation that doctors' 
ethical norms would act to deter cuts in quality that would harm patients. 

ii. Administrative and Transactions Costs 
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The creation of 3500 additional purchasers in the form of Fundholders obviously was likely to 
increase the administrative and transactions costs in the UK system. The New Labour Reforms 
criticized the "spiralling" transactions, management, and administrative costs associated with 
Fundholding and culture of competition.70  The real question is, however, were these increased 
costs outweighed by other efficiency gains?  The answer given by the Audit Commission is no.71 
For the year ending 1994/95, the Audit Commission calculated that Fundholders received a total 
of £232 million of public monies to cover the costs of staff, equipment, and computers needed for 
managing Fundholding. On the other side of the ledger, the Audit commission reports that 
Fundholders made efficiency savings of £206 million over the 1994/95 year.72 Once this is 
deducted from the total costs, there is a shortfall of  £26 million. The actual shortfall may be even 
greater as the Commission was not able to calculate the management and transaction costs 
incurred by Health Authorities and health providers in dealing with Fundholders.  One NHS Trust 
(public hospital) did say that it costs four times as much to negotiate contracts with thirteen 
Fundholders, accounting for 4% of the trust's incomes, as it does with the Health Authority, 
accounting for 91% of its income.73   

The fact that the transactions/administrative costs associated with Fundholding seemed to 
outweigh efficiency gains does not mean that a shift to Fundholding would not be a beneficial 
policy initiative in Canada.  First, it is possible that the existence of GP Fundholders was a force 
for raising the performance of the entire system.  Second, the calculation undertaken by the Audit 
Commission only looks at whether Fundholding results in reduction in costs and does not attempt 
to value quality improvements like greater choice, better health outcomes, faster recovery and 
return to work etc.  The Audit Commission noted "Fundholding was also intended to bring 
improvements in the quality of patient care, for example shortened waiting times, improved 
facilities or a wider choice.  Depending on how well Fundholders have performed in this respect, 
the balance could tip in favour of Fundholding."  The concern about transactions/administrative 
costs may be an argument for increasing the size of Fundholders but is not by itself an argument 
against the Fundholding model.  The new Primary Care Groups, proposed by the New Labour 
Reforms of December 1997, are a step in the right direction to the extent that they are increasing 
the size of purchasers. However, the new Primary Care Groups will not compete with each other 
and have no explicit financial incentives to engage in good decision-making. 

THE NEW LABOUR REFORMS:  VALIDATION OR CONDEMNATION OF 
FUNDHOLDING? 

The latest reforms in the UK call for the elimination of GP Fundholders but they also are a 
validation of the Fundholding idea as it seeks to give financial responsibility for all health care 
services to groups of doctors and community nurses and to align clinical and financial 
responsibility. The White paper containing the Labour proposals noted "[p]rimary care 
professionals …understand patients' needs and they deliver most local services. That is why they 
will be in the driving seat in shaping local health services in the future."74  However, as was the 
case with the balance of the internal market reform and the mandatory purchaser/provider split 
little attention has been given to ensuring that there are incentives in place to reward doctors and 
nurses in the Primary Care Groups for making good purchasing decisions.  People can’t shift 
from one Primary Care Group to another – they are monopoly payers.  Also because they are such 
large groups of doctors and nurses (50--60 general practitioners) the incentive to do make cost-
effective decisions is muted as a much larger group shares the benefits.75 
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LESSONS FOR CANADA OF INTERNAL MARKET REFORM 

The experience with internal market reform in the UK and New Zealand is of relevance to 
Canada.  Alberta’s Bill 11 allows for for-profit private clinics to operate and receive public funds 
alongside public hospitals and clinics.  Similarly within Ontario, “Community Care Access 
Centres” are required to contract out to competing for-profit and not-for-profit home care 
agencies and, as was the case in the UK and New Zealand, are not allowed to provide home care 
services directly.  More recently the Ontario provincial government has announced plans to 
contract out publicly funded care to private for-profit providers in order to “fight the crisis of 
escalating Medicare costs”.76  What can Canada learn from the experience with internal market 
reform in the UK and New Zealand? 

Incentives for Purchasers 

In general, internal market reform did not effect significant change in the patterns of care 
delivered or the skill-mix or nature of providers. In part this was because no attention was given 
to what incentives the Health Authorities would have to do a good job buying care.  The role of 
the Health Authorities as purchasers was essential but internal market reform paid little or no 
attention to how to ensure the purchasers themselves did a good job.  Where payers did have 
incentives to engage in active purchasing, as the GP Fundholders did in the UK, there was 
impetus for positive change.  Thus as Canada starts to experiment with internal markets it should 
consider the incentives in place to make the payers/purchasers of care do a good job.  It should 
also be careful not to, as was initially the case in both the UK and New Zealand, to put too much 
emphasis in contracts on those aspects of performance that are readily measurable (turnover, cost 
reductions) at the expense of more abstract indicators of quality. 

Lack of Information 

 Another difficulty faced was that the pre-existing top-down systems had not generated 
information about the costs and benefits of different services.  This made it difficult for 
purchasers to change pre-existing patterns of delivery and created a strong force to simply roll 
over existing budgets and performance indicators.  Budget-holding or Fundholding groups of 
doctors fared much better in this regard as they likely have better knowledge of the costs and 
benefits of care.  The internal market reform process did, however, provide a stimulant for the 
generation of information about costs and benefits of care.  As Canada starts to experiment with 
internal markets it needs to be aware of the limitations that will be imposed as a result of a lack of 
good information about the costs and benefits of services.  This kind of information is essential to 
the efficient operation of a health care system regardless of its configuration and the costs of 
internal market reform may be viewed as the price necessary to stimulate the generation and use 
of this kind of information. 

Increased Administrative and Transactions Costs 

Internal market reform has resulted in increased transactions and administrative costs.  Whether 
or not these have been counter-balanced by efficiency gains is not clear.  Also some of the gains 
from internal market reform – such as increased generation of information – are difficult to value.  
In particular, there seems to have been many positive results flowing from Fundholding in the 
UK.  Fundholding did not result in reductions in public spending – but did produce other benefits 
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of increased consumer choice, reorienting the system to be bottom-up instead of top-down, and 
stimulating improved performance on the part of other public providers. 

CONCLUSION 

In conclusion there is much for Canada to learn from experiences in other jurisdictions with 
competition-oriented reform like managed care, managed competition, and internal market 
reform. 

The Netherlands' experience with managed competition reform is of relevance to Canada as it 
considers alternatives for implementation of national programs for Pharmacare and Home-care.  
The idea of regulating private insurers to ensure national coverage offers the prospect of funding 
these schemes through employer and employee contributions rather than solely through taxation 
revenues.  The biggest problem with the managed competition model is the risk of cream-
skimming, which is where insurers try to avoid high-risk people.  The Netherlands’ experience 
with risk-rating budgets to try to counteract the cream-skimming problem has applications to 
Canada as its considers the feasibility of managed competition.  But it is also of relevance as 
provincial ministries wish to shift budgets paid to Health Authorities from those based on 
historical spending patterns to those that reflect the underlying risk of the population served.  
Finally it is of relevance if Canada considers experimenting with competing groups of health care 
providers like the GP Fundholders in the UK. 

There are a number of initiatives across Canada that are suggestive of a movement towards 
experimenting with internal market reform as occurred in the UK and New Zealand.  Caution 
should be taken in simply replicating the mandatory purchaser/provider split that was at the core 
of internal market reform in the UK and New Zealand.  Internal market reform has not been 
associated with efficiency gains and the pattern of service delivery and the skill-mix of providers 
has not changed significantly.   

Why didn’t it work?  The idea of the purchaser/provider split is theoretically flawed.  The 
problem in the previous rigidly integrated health authorities of the UK and New Zealand was not 
that they managed hospitals but that they managed hospitals badly and did not have incentives to 
buy care from other more efficient providers. Thus, attacking the potential conflict of interest in 
being both the purchaser of government funded health care services and being a significant 
provider attacked the symptom but not the root of the problem.   Also, internal market reform 
suffered from the high transactions costs and lack of good information about the costs and 
benefits of services which made it easy to roll-over existing arrangements from the pre-reform 
period.  Thus in considering the prospects for internal market reform Canada should take a hard 
look at what incentives purchasers (Health Authorities) will have to do a good job.  Policy-
makers also need to be aware of the limitations that will be imposed in a shift to internal market 
reform as a result of a lack of good information about the costs and benefits of services.  
However, the costs of internal market reform may be viewed as the price necessary to stimulate 
the generation and use of this kind of information. 

Another important consideration for Canada, which does not spring out when looking at the 
experience of the UK and New Zealand, are the implications of Canada’s commitments under the 
General Agreement on Trade and Services (GATS) and the North American Free Trade 
Agreement (NAFTA).  Increasing attention has recently been paid to the possible impact of 
GATS and NAFTA on the future of Canada’s health care system.77  If competition was promoted 
either between payers (as per managed competition) or between providers (as per internal market 
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reform) will Canada be precluded from subsequently changing the system because of the 
presence of foreign companies?  At a time when Canada’s health system is in a state of flux and 
there is much talk of a need for reform, a balanced assessment of the implications of international 
trading agreements is required.  

In the UK (and to a lesser extent New Zealand) the most important source of change was 
empowering groups of family doctors to become purchasers of a range of care. GP Fundholders 
were groups of general practitioners (family doctors), serving at least 5,000 patients.  There were 
over 3,500 Fundholders in the UK who received capitated budgets (i.e. an amount per person 
enrolled with the Fundholder), with which to buy drugs, diagnostic tests and x-rays, outpatient 
services and approximately 20 per cent of hospital and community services, on behalf of the 
patients enrolled with them.  GP Fundholders seemed to be a source of real change.  That this is 
true resonates with a recent statement in the World Health Organization Report 2000: 

Because resources are limited, there will always be some form of rationing but prices should not 
be the chief way to determine who gets what care.  Both hierarchical bureaucracies and 
fragmented, unregulated markets have serious flaws as ways to organize services:  flexible 
integration of autonomous or semi-autonomous health care providers can mitigate the problems.78 

The GP Fundholding experiment was not without difficulties including the concern of increasing 
administrative and transactions costs.  Nonetheless, the GP Fundholding experiment in the UK 
warrants very close attention in Canada as it looks for innovative ways to render Medicare more 
efficient and responsive to the people it serves. 
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