Economic Regulation of the Health System in England

Introduction

This short note considers the role of economic regulation in the reformed health system in England. It asks:

· What is the proper role of an economic regulator?

· Who should it regulate?

· How should it perform its role?

· Should there be one or more than one regulator?

The role of regulation is broadly to protect the public interest by ensuring actors behave in a manner consistent with provision of the quality and cost of services prescribed in statutes and regulations. It should be distinguished from performance management which is the process whereby owners and creditors of a regulated business ensure performance meets required standards set by them.

Background

The UK has become something of a world leader in the economic regulation of private sector companies with ‘natural’ monopolies eg water, electricity distribution, rail infrastructure etc. Sound principles of economic regulation have been developed by the independent regulators and eg the Better Regulation Task Force. Many of these principles can be used to inform thinking about regulation of health. However it is important to be aware of the important differences as well as the similarities. Key differences are:

· The health system (NHS) remains a largely publicly owned, taxpayer funded service. Whereas any costs imposed on private companies by an economic regulator fall on private shareholders and their lenders, in the NHS any such costs fall ultimately on the government and the taxpayer (or patients). 
· In health the State is in effect a monopsonistic (ie sole) purchaser acting through multiple purchasing agents (PCTs). There are many providers of services none of which has a large market share at the national level although some may have a local dominant position. This is very different to private sector ‘natural’ monopolies where there are a few major producers with market power and many small consumers which need protection from market power. Consequently price setting or price controls have a different rationale in health to that in the private sector natural monopoly industries.
· In health the PCTs purchase services from providers at fixed prices on behalf of patients under contracts which specify the volume and quality of services to be provided. This is different to the private sector where payments are made directly by consumers to producers.
· In the private sector routine ‘performance management’ of private sector businesses is the responsibility of the private owners and their lenders. The regulator monitors compliance with the licence terms and only has the right to intervene in the event of licence breach and/or financial distress. In the NHS the role of the government as owner and that of regulator can become mixed up. It is important to be clear about who is responsible for performance management and who is responsible for regulation of both providers and commissioners.

These differences are important when considering the proper role of an economic regulator in health.

There are many types of provider in the NHS including: in hospital care, NHS Trusts, Foundation Trusts and independent providers (the private sector); in primary care GPs, PCTs and in future independent providers; and there are mental health providers. The role of economic regulation of providers needs to address all of these providers, not just hospital care and not just public sector providers.
The role of regulation of commissioners of services must also be addressed. In much the same way as the regulator should monitor performance of providers and intervene if they breach their licence terms, so it should have a similar role monitoring the performance of commissioners and intervening if and when they fail to perform satisfactorily.
What is the proper role of an economic regulator?

Questions to be answered include:
1. Should the economic regulator set the prices (or maximum prices)?

2. What should be its role in competition policy?

3. What should be its role in supporting delivery of the government’s health strategy?

4. What should be its role in performance managing providers and commissioners?

5. What should be its role in dealing with financial distress and failure of providers and commissioners?

1. Should the economic regulator set the prices or maximum prices?
One of the most important roles of an economic regulator in private sector industries where prices are controlled is to set the medium term trajectory of the prices. The statute sets out the general basis on which the prices are to be set but the regulator has considerable discretion to set the specific price trajectory. Usually a 5 year price trajectory is set at levels judged sufficient to enable an ‘economic and efficient’ business to finance its activities.

As noted above, the context in which health prices (PbR tariffs) are set is quite different from most privatised industries. In a cash-limited health system (which is what the NHS is), the structure and level of prices has a direct and powerful impact on the volume and composition of services that PCTs can purchase on behalf of patients as well as on the incentives that apply to purchasers and providers. Price setting in the ‘reformed’ health system is a key instrument of health policy. 
For this reason it seems very likely that, so long as we continue to have a largely taxpayer funded health economy, the government will retain control over the pricing policies in the sector. However that does not mean that the DOH should itself devise the price schedules. There is a strong case for the creation of an independent agency with responsibility for developing price schedules in accordance with policies prescribed by DOH. Such a distinction between policy making responsibility and responsibility for implementation of the policies has a direct parallel in monetary policy where the Chancellor and Treasury set the policies but the independent Bank of England is responsible for the implementation of the policy. A similar approach in health would help improve the transparency, predictability and consistency of price setting. However separation of roles in this way in health is far from straightforward since, even when PbR is fully implemented, PbR tariff income will be only one part (in some cases a relatively small part) of total income for many trusts.

If price setting were to be transferred to an arm’s length body then two additional questions need answering: should the arm’s length body be the economic regulator or a different special purpose SHA; and should it have powers to set the prices or rather just to recommend them to DOH? If the price setting agency is to be truly arm’s length it must have independence from DOH with respect to the mechanics and process of price setting subject to DOH prescribed policies (in much the same way as utility regulators implement policies set for them in an arm’s length, independent manner. Even if the agency can only recommend prices to DOH, it should be free to develop mechanics and process and should be required to publish its recommendations so that the DOH would have to explain and justify any changes made.
If it were decided not to transfer responsibility for the price setting role to the economic regulator then it would significantly reduce the scope of its activities. 
2. What should the economic regulator’s role be in competition and merger policy?

Currently prices are fixed by the government. They are likely to remain either fixed or capped for so long as there is a taxpayer funded NHS. So long as this remains the case there are no ‘conventional’ competition issues. Monopolists abuse their dominant position by withdrawing supply and pushing up prices. In the NHS they cannot do that. Moreover reducing supply is a sure way to lose money since marginal revenue foregone (= average cost) will almost always be greater than marginal costs saved.

For the same reason there are no market power concerns around mergers of trusts since the merged larger entity is not permitted to increase prices. Cost savings arising from merger will improve the ‘bottom line’ ie operating surplus and should generally result in improvement in patient services.
In the water industry where there are maximum price controls the regulator has opposed mergers on the different grounds that there would be a cost to consumers arising from the ‘loss of comparators’. In that industry there are just 10 large water companies and 22 in total. The regulator uses comparative performance information to determine which companies are most efficient. It fears that a reduction in the number of comparators will make this analysis more difficult. In health this is hardly an issue, however, because there are about 250 provider trusts. Loss of a comparator would be neither here not there.
The economic regulator should have a role in overseeing proposed mergers but this is unlikely to amount to more than being satisfied that the financial prospects of the merged trusts are no worse than pre-merger, reviewing the pre-existing licence terms and issuing a new licence and ensuring that the proposed business plan of the merged trusts complies fully with the terms of the licence. The legitimate concerns around mergers are not about the exercise of market power, rather they are around protecting patient interests (which is addresses below).

3. What should the regulator’s role be in supporting delivery of the government’s health strategy?
Another key issue is whether the economic regulator should have a duty to ensure that licensed trusts act in a manner conducive to delivery of the government’s wider health strategy. This could encompass: eg maintenance of ‘protected’ services such as emergency care; not closing services where this would materially and adversely impact on the ability of patients to choose; contributing actively to the ‘care closer to home’ agenda etc. If the regulator did have such a duty then it would assume a key role in supporting delivery of the government’s health strategy. To a limited extent this is already part of Monitor’s role in relation to Foundation Trusts (FTs) where it has the right to prevent trusts from ceasing to provide ‘protected’ (ie essential) services.
If this were to be a key role of the economic regulator then it would need to be clear how often and in which way the government could change the strategic objectives and clarify the extent to which the regulator has discretion to impose unplanned costs on trusts. It would also be necessary to ensure that the economic regulator and the quality regulator acted in a closely coordinated way since financial and quality performance are inextricably intertwined.
4. What should the regulator’s role be in performance managing providers and commissioners?
A distinction needs to be made between performance management on the one hand and managing financial distress and failure on the other. Performance management refers to oversight of performance of all trusts. Performance management of FTs is provided by the members/Board of Governors and the Board of Directors, of private sector companies by the owners and lenders and of NHS trusts currently by PCTs, SHAs and the DOH. In non-stressed circumstances the role of the regulator should be to monitor performance at a distance and with a light touch leaving active performance management to the ‘owners’. Financial distress and failure refer to circumstances where the financial position of the trust deteriorates markedly. In such circumstances the role of the regulator should be to intervene if and when licence conditions are breached and/or risk management indicators breach threshold values.
The regulator should have no role in performance managing either providers or commissioners unless or until they exhibit financial distress. Until they do its role should be to develop a robust operational and financial reporting framework, receiving and reviewing information but doing nothing so long as the trust is not suffering financial distress and is compliant with its licence terms.

5. What should the regulator’s role be in dealing with financial distress and failure of providers and commissioners?

The key role of the economic regulator should be to manage financial distress and failure of providers and commissioners. Monitor has begun to develop a framework for monitoring operational and financial performance (of FTs only). It has developed a  risk management monitoring framework that is intended to allow it to pick up early signs of financial distress. Monitor has the powers to act (in relation to FTs) to ensure that actions are being taken by FTs to address the causes of financial distress. This sort of transparent and objective approach to financial risk management by the regulator is needed for all providers including NHS Trusts and independent providers.

Transparent predictable rules are needed to define: (i) when financial distress is occurring and what actions can be taken by the regulator when it occurs; and (ii) when a trust is failing and what process is initiated if and when failure occurs. The role of the regulator when a trust is incurring financial distress or failure should be to intervene in ways that address the financial problems but also in accordance with guidelines set by the DOH that ensure that patient interests are protected. (See Palmer 2005 for more on financial distress and failure regimes).
Who should the economic regulator regulate?
In short the regulator(s) should regulate all providers – whether NHS Trusts, FTs or the independent sector – and commissioners. Clearly the way that it performs its duties may differ depending on the provider. But the right principle is that there should be a ‘level playing field’ across all providers. The regulator should only intervene if and when there is a licence breach or evidence of financial distress by any licensee.
The economic regulator should also regulate commissioners. There will need to be a different monitoring framework for commissioners and possibly different solutions in the event of financial distress or failure. The regulator should be empowered to act to deal with poor performance by commissioners as well as providers. Poor performance by commissioners may be reflected in poor financial performance but it may also be reflected in an inability to achieve non-financial goals. 
How should the regulator perform its role?

In general terms the licensing framework put in place for FTs is an appropriate framework for regulation of all providers and commissioners. The licence should set out objective terms and conditions with which the licensee must comply including financial and non-financial conditions. The licence should be such that the terms and conditions cannot be varied by the regulator in a discriminatory way unless there has been a licence breach. The principles of objective licence terms and conditions and limitations on the right of the regulator to unilaterally change the licence terms are accepted as good practice in regulation of private sector businesses. They are not currently the basis of FT licences in health (where Monitor can change – and has changed - the licence terms at will without any consultation or justification). The role of the regulator should be to monitor compliance with the objective licence terms and conditions and to intervene in predictable circumstances and ways in the event that the licence terms are breached and/or financial distress or failure thresholds are breached.

Regulatory oversight of commissioners should focus on monitoring effectiveness as measured by performance against objective targets set out in commissioners’ licences. The regulator should only intervene with commissioners if and when there is breach of the terms of the licenses and/or (probably different) financial distress or failure thresholds are breached.
The relevant lessons learned from economic regulation of private sector utilities should be drawn on in the health sector. Licenses should establish objective standards and terms and conditions which licensees should be required to meet. The regulatory framework should be transparent and predictable and the regulatory framework should provide for graduated and proportionate response by the regulator to breach of the licence terms or financial distress or failure.

The economic regulator should develop benchmarks reflecting best practice and comparative financial and non-financial performance data across the UK and other health systems to enable it to assess performance of the licensees. If it sets the prices this information would be invaluable. If it did not there should be a duty on the regulator to advise the DOH on what constitutes economic and efficient performance and clinical best practice in other trusts and other countries. Benchmarking is a powerful tool for informing tariff setting and for setting restructuring and performance improvement targets for trusts incurring financial distress and failure.

Should there be one or more than one regulator?

At present regulation and performance management of health providers is excessively fragmented. One question to be addressed is: Should there be one entity responsible for both quality and economic regulation or should there be separate entities? Currently the Healthcare Commission is the quality regulator for all trusts and independent providers while Monitor is the economic regulator for FTs only. Price setting takes place within the DOH. PCTs and SHAs have a role in performance managing NHS provider Trusts and DOH uses its powers of direction to regulate and performance manage NHS trusts (but not FTs).
The pros and cons of one or more than one regulator are set out in the Monitor paper (Ref). There are no decisive reasons to prefer one entity or more than one entity. It is clear that health regulation requires a deep understanding of healthcare as well as financial performance management. Currently neither the Healthcare Commission nor Monitor can claim a deep understanding of both areas. In the water industry there are two entities – the Environment Agency responsible for ‘quality’ regulation and Ofwat, the economic regulator – with the government retaining responsibility for policy making. In that case, the separation of responsibilities works reasonably well with Ofwat recognising the cost implications of environmental improvement plans determined by the Environment Agency and operating within policy direction set out in the statute and from the relevant department of State.

Irrespective of whether there is one regulator or two, there is clearly a need to clarify the future roles of the many agencies currently involved in regulation and performance management. 
A Framework for Future Economic Regulation

Figure 1 is a functional diagram that attempts to distinguish the different roles that need to be performed:
· The DOH is and should remain responsible for policy, strategy and funding of commissioners (PCTs) and capital allocations (SHAs, PFI, LIFT) and direct central funding (eg R&D).
· PCTs should be responsible for strategic commissioning of services capacity from providers and together with practice based commissioning and patient choice (both of which influence the utilisation of available capacity) create the effective demand for services. Commissioners should manage quality performance (broadly defined to include compliance with NSFs, NICE guidelines etc) of providers through purchaser/provider contract management including the use of payment bonuses and penalties for good/poor performance. 
· Providers include hospitals, all primary care services and mental health. It includes NHS Trust providers, Foundation Trusts and the independent (private) sector. Foundation Trusts will be performance managed by their members/Board of Governors and independent providers by their shareholders. Currently, performance management of NHS Trusts is the responsibility of DOH/SHAs and PCTs. As more NHS Trusts take on FT status the distinction between performance management by the ‘owners’ and regulation by a national regulator will become clearer.
· Tariff setting is shown as a distinct function separate from the DOH involving implementation of pricing policies set by the DOH. This function involves developing and deploying transparent mechanics and a process for implementing the pricing policies. At present this function is performed within the DOH. The mechanics of tariff setting are not transparent and the tariffs are neither predictable nor apparently the outcome of applying consistent mechanics or process. An arm’s length entity responsible for tariff setting – either with the powers to determine tariffs or to recommend them to the DOH – applying best practice in terms of transparency and process (including consultation) – would be a major improvement on current practice.
· Quality regulation – the role currently performed by the Healthcare Commission – clearly needs to continue. Currently the focus of its work is to set and monitor compliance with national standards of health care and to evaluate ‘quality performance’ through the new framework for quality assessment that replaced the ‘star ratings’. Currently the focus of its work is providers. There is a need for clarity about its future role regulating providers as PCTs assume a greater role in quality performance management through purchaser/provider contract management. The Healthcare Commission should increasingly focus on national standards while PCTs may choose to use contract provisions to focus on improving quality performance in areas of particular local concern. In future the Healthcare Commission will assume a greater role monitoring performance of commissioners. This role should focus on the ‘quality performance’ of the PCTs – in other words the extent to which they are being successful using their commissioning powers to bring about performance improvement by providers.
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· Economic regulation is shown as a distinct function – which does not mean that it necessarily is performed by a separate entity from the quality regulator. Economic regulation is defined as the functions of: monitoring operational and financial performance; and acting in the event of financial distress or failure of a provider or commissioner. In essence this view of economic regulation would see the approach currently being developed for FTs by Monitor extended to all providers and commissioners in due course. The regulator would have an oversight role in respect of operational and financial performance but no rights to intervene except when financial distress thresholds or licence conditions were breached. At that point the financial distress regime would apply triggering the right and obligation of the regulator to intervene. 

The OFT would have its usual powers to oversee (and act when necessary) to address market abuse issues in respect of private sector providers and FTs. Whether it should have the same powers in respect of NHS Trusts is less straightforward, but in principle they should be subject to a similar regime. The Audit Commission and the NAO would continue to have their current audit functions and their reports would be valuable additions to the information available to performance managers, the regulator(s) and the NHS Administrator (if there is one).

Such a framework provides clarity about the respective responsibilities and powers of the stakeholders involved in the health system. Whether there are separate entities for quality regulation, economic regulation and price setting is less important (in my view) than that it is made quite clear who is responsible for each of the functions and that the regulatory ‘rules of the game’ apply to all the players (providers and commissioners), not just to some of them.
Transition Issues

First it is necessary to decide where we want to get to. Then the question is how to get from where we are to where we want to be. At present there is no clarity about the allocation of responsibilities for performance management and regulation of providers and commissioners. Different approaches apply to FTs and NHS trusts. There are no financial distress and failure regimes in place for most providers and commissioners. There is a proliferation of bodies each of which claims a role in one or both of these activities. 

The framework for regulation of the health system set out above is intended to contribute to thinking about the first step. Once the framework is decided by government there will need to be a planned transition that recognises the urgency of developing economic and quality regulation and financial distress and failure regimes in the near future. It is important that this be done recognising that over the next few years there will be many NHS trusts that will not qualify for FT status and many PCTs that will not yet have acquired the expertise (or have the information) to take on effectively the role of quality performance management of providers.
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