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EXECUTIVE SUMMARY


Among the advanced economies, five different types of health care systems have emerged.   Each system has used a different approach to finance, organize, pay and regulate health services.  The different approaches have yielded different outcomes.  We have assessed their experience and draw lessons for Hong Kong.   We have chosen six countries which exemplify the five different models and whose experience is most relevant to Hong Kong.  We first present a brief summary of the key features of each model and assess the major advantages and disadvantages of each model as found by the exemplary country.  Finally, we summarize the lessons that Hong Kong can learn from international comparative study.    


(
National Services Model (UK).  UK emphasizes universal and equal access to health care.  To achieve this goal, UK primarily funded its health care by general tax revenues.  The health budget is apportioned to each region according to a formula that takes into account the population’s need.  Every citizen has equal access to the services provided by UK’s National Health Service.  Total health expenditure is managed through the political process where funding for health care has to compete against other national needs such as education or defense.  UK prioritizes its spending for health care by the cost-effectiveness of provided services in improving the population’s health status.  Everyone has easy and quick access to primary care, but less cost-effective procedures such as hip replacement are in short supply.  They are rationed by waiting time.   The 1989 reform  introduced an internal market to improve efficiency and quality of health care which is undergoing refinements to make the internal market work more effectively. 



The strengths of the U.K. system can be characterized as most equitable, cost-effective,  integrates together  primary care,  specialty  and  community services.   and free choice of GP’s.  Moreover,  U.K. has been very effective in managing its health expenditure inflation.  On the other hand,  the amount of funds for the National Health Service is insufficient  to satisfy patients’ demand  for certain specialty services which results in long waiting times. 


(
National Health Insurance Model (Canada).  Canada also gives priority to universal and equal access to health care.  This is accomplished through a national health insurance scheme where every citizen is covered for free medical services (dental and outpatient drugs are excluded).   The federal and provinces jointly fund the cost of NHI but the program is established and administered by the provinces. The provincial health insurance plan must meet certain standards set by the federal government: coverage must be universal, comprehensive, portable, and cover “all medically needed services”.  Patients have complete free choice of physicians and hospitals.  Physicians are paid on a fee-for-service basis.  Expenditure inflation is managed by establishing global budgets for hospitals and for physicians services.  In most provinces, physician fees are set by the provincial medical associations through an internal bargaining process among different specialties, aimed to satisfy  the global budget cap.  To manage the volume of services, Canadian provinces rely on monitoring the total quantity of services delivered by each physician.  Since all claim payments are paid through one centralized agency, it makes it feasible for the provinces to have a complete practice profile on each physician and hospital. Medical associations then are given the responsibilities to monitor and discipline aberrant physicians.



The strengths of the Canadian system can be characterized as most equitable,  reasonably cost-effective,  low administrative expenses, free choice of providers, and able to manage health expenditure inflation.  Equally important, Canada has been able to balance demand and supply with only occasional significant waiting time for elective surgeries.  The major problem in the Canadian system is its fee-for-service payment method for physician services which causes expenditure inflation.  When the provincial health insurance plans impose measures to control the inflation, physicians organize political protests.  

· Social Insurance Model (Germany).  The German health care system gives priority to social solidarity where the financial risks are pooled through a mandatory insurance system.  Every worker with earning below a certain level ($45,000 in l996) must enroll in a sickness fund.  Basic benefit is uniformly defined for all sickness funds and patients only required to pay very small amount of cost-sharing.  Patients have freedom of choice of providers.  Premium is set as a percent of the wage bill.  Until July 1, l998, expenditure inflation was managed by global hospital budgets and regional global budgets for physicians services and pharmaceuticals.  These global budgets were established through negotiations between the sickness fund association and medical association of each region.  The changes made on July 1st replaced the negotiated regional budgets for physician services by a fixed fee schedule and targets for volume of services. Regional spending caps for pharmaceuticals have been abolished and are replaced by practice-specific soft targets.  At present, it’s not clear as how the 1998 changes could manage expenditure inflation.  Many experts expect Germany will revert to its previous strategy of global budgeting to manage health expenditure inflation.  


 The strengths of the German system can be characterized as quite equitable,  and         

 was capable to manage health expenditure inflation through negotiations,  free choice of providers, and  demand  and supply are balanced.  The major shortcomings include inefficiency and  separation of primary care from specialty and hospital care which causes discontinuity of medical care.

· Social Insurance with Voluntary Private Insurance (Australia).  Unlike UK, Australia  emphasizes universal access only to “adequate” inpatient and outpatient specialty services provided by the public hospitals.  Patients have no choice of physicians and face long waiting time for elective surgery in public hospitals. Public hospitals are funded by general revenues from the commonwealth and regional governments, plus payments made by a compulsory national health insurance (NHI) system funded by wage tax.  Most GP services are delivered by private practitioners, but the NHI covers their services and pay the GPs according to a fee schedule.  Government encourages the higher income people to purchases private insurance which covers services beyond the “adequate” level.  Private insurance gives the patients a choice of public or private facilities, pays higher class of accommodations and additional amounts to physicians beyond what’s paid by the NHI.  Hence, the providers would favor the privately insured patients.  In establishing this system of two-tiered health care provision, the government tries to create a vehicle that could reduce the pressure on government to fund and provide “better” quality of health services. However, Australia lacks coherent policy on national/regional responsibilities, and coordination of public/private sectors.  As a result, the system is unstable.  For example, when public hospitals improve their services, people cancel their private insurance and rely on the public health services.  Hence, the hospitals pressure the regional governments, which manage the public hospitals, for more funds.  However, the regional governments rely on the commonwealth government to finance approximately 50% of their hospital budget, while the central government has little motivation to increase its funding.    

The strengths of the Australian system can be characterized as assuring basic medical services to all its citizens,  and  patients can choose different “quality” levels of services.  The system has several shortcomings, including  separation of primary care from specialty services results in inefficiency and discontinuity of care, a pluralistic financing  system where public and private insurance duplicate each other, central and state governments’ shared responsibility  not clear define which results in conflicts, and hard to manage expenditure inflation. 


(
Voluntary Health Insurance (USA).  The USA emphasizes individual freedom and choice and gives low priority to equity.  As a result, it relies on voluntary private health insurance to finance health care.  To prevent adverse selection, most private health insurance are employment-based and thus leaves the elderly, unemployed and the poor uncovered.  Eventually, the government had to finance these groups who were left uninsured; they also tend to need more health care.   Federal Medicare coverage is available for the elderly and states funded Medicaid to cover the poor.  Under this pluralistic system, there are still approximately 45 million uninsured individuals in the USA.  Meanwhile, private health insurance enhances the ability of the medical providers to earn monopolistic profits and accelerates health expenditure inflation.  To balance the market power of the purchaser and seller large business firms adopted managed competition, designed and advocated by Alain Enthoven.  Managed competition requires complex and sophisticated organizations to manage medical practices.  The administrative costs can be substantial.  Furthermore, it is not clear that managed competition can manage health expenditure inflation in the long run, in spite of its success in the early years of reducing the over supply of hospitals in the USA.  


The strengths of the US system can be characterized as consumers can choice different levels of services, a nation that offers the best and advanced medical services side by side with mediocre services, most patients have significant freedom to choose their provider, services are mostly patient-centered, rapid organizational innovations which sometimes improve efficiency and quality, and  consumers have most information about technical quality of medical services among all advanced economies.  On the other hand, American do not have equitable health care, 45 million (15%) of Americans are uninsured,  expenditure inflation is hard to manage, and close to 25% of the premium is spent on administrative expenses rather for health care to the patients.

· Medisave with Catastrophic Insurance (Singapore).  Singapore emphasizes individual reliance and responsibility, which is reflected in the structure of their health system.  The government mandated every worker to save 6-8% of their wages for their inpatient hospital and expensive outpatient procedures.  The amount is deposited into an individual’s savings account (Medisave).  For many, these savings were not sufficient to pay for their hospital expenses.  In response, the government introduced a catastrophic insurance plan where the premium is paid from the Medisave account.  To assure everyone has access to basic health services, the government hospitals divided its wards into classes A, B and C.  The cost of B and C ward services are heavily subsidized by the government, with the patient paying the remainder.  To control health expenditure inflation, the government decided to use market competition by carefully designing competition between the public and private hospitals.  Unfortunately, the two sector competition was unable to moderate the inflation and the government had to revert to planning and regulation to manage the health care costs.  

The explicit lessons based on a comparison of the experience of these six nations can be summarized as follows:


(
Government must take the primary role to finance health care if a society wishes to assure every citizen to have equal access to basic health services and protection against catastrophic health costs. 

Mandatory social insurance seems to work better than general revenue financing because general revenue can fluctuate widely because of economic cycles and other pressing demands for government financing.  Health care funded by social insurance seems to be able to maintain a better balance between supply and demand (i.e., fewer problems with long waiting times and the denial of services).  Social insurance makes the cost and benefits more transparent to the citizens and cause the voters to excise greater discipline on demanding more benefits.  


(
When a nation does not primarily rely on general revenue to finance health care, the general revenue should be first targeted to fund public health and prevention, then to fund people who cannot afford to pay for expensive medical services, next to fund primary care services.  For expensive medical services, targeting is best done by class of services.


(  
Health expenditure inflation can be best managed by establishing a firm national budget for health care through the financing mechanism.  Health care delivery is organized with GP group practices paid by capitation.  These GP groups act as the organized purchaser for patients buying laboratory tests, specialists’ services, and inpatient hospital care.  The GP groups are also responsible for paying a portion of these services from its capitation rate.  Alternatively, the health care delivery could be organized into competing “integrated health care networks” where organizations are responsible for an array of services ranging from prevention, primary and tertiary care, to rehabilitation, home care and community services.       

When health care delivery cannot be organized with GP groups as the foundation, then health expenditure inflation can be best managed by establishing global budgets for hospital and physician services with a single channel of payment to these providers so data are available to show who are the aberrant providers.  

· Physicians dominate medical services.  Unless government or NGO’s intervene to transparent to public about the quality of medical services, the quality is likely to suffer.  Also patients must have some source of power to make choice, such the payment to providers follow the patient.


(
Efficiency and quality can be best improved  by giving patients a choice of providers, public or private.  The payment to a provider depends on where the patients have chosen that provider (money follows the patient).  


(
For public safety and to assure quality of medical services, nations had to establish standards as who is a qualified practitioner.  Most advanced economies relied on self-regulation.  However, international experience shows self-regulation by the medical profession is inadequate for protecting patients.  Often, the medical profession’s self interest dominates. One key to maintaining and improving quality is transparency. The government must take an active role in setting standards, monitoring performance and educating the public to be better-informed buyers. At a minimum, comprehensive and reliable information on quality of medical services must be made available to the public.   

1. INTRODUCTION
1.1 Goals, Instruments, and Structure

Among the advanced economies, five different types of health care systems have emerged.  Besides historical and political reasons, each system reflects a different social philosophy embraced by that nation.  We can assess their experiences to ascertain the advantages and disadvantages of each system by comparing their systems structure and how different structures influence performance.  These five models consist of the National Health Service model (e.g., United Kingdom), the National Health Insurance model (e.g., Canada and Australia), the Social Insurance model (e.g., Germany), the Medisave model (e.g., Singapore), and the Managed Care model (e.g., United States). We have selected these five models because their experience is the most relevant for Hong Kong.

Instruments and Structure


The basic question involves whether the health sector is best rooted in market competition or government planning.  The health sector consists of close to a dozen markets, including the market for health financing (insurance, medical savings account), physician services, hospital services, medical labor, medical education, pharmaceutical, medical equipment and supply, etc.  These markets are linked and interact closely with each other.  For example, an increase in medical school admissions in the U.S.A. increased the number of physicians, but also expanded the number of specialties and the number of specialists.  In turn, it transformed the medical labor market and modality of medical treatments and increased the price and quantity of services delivered, resulting in increases in health care costs which caused a rise in the insurance premium rates. It is difficult to predict the interactions between the health sector markets because they do not necessarily follow the normal market interactions.  As the above example illustrates, economic theory would have predicted that an increase in supply of physicians should reduce the price of services.  But in the health sector, an increase raised the prices.    


During the past three decades, empirical studies found that there are serious market failures in the health sector.  Most of these failures are caused by the asymmetry of information and moral hazards, which exist in a high degree in the various markets in the health sector.  In the financing market, asymmetry of information between the consumer and insurer about the health condition of the consumer results in significant amount of adverse selection.  Meanwhile, the concentration of health risks in a very small portion of the population results in serious risk selection by the insurer.  While there is a need for insurance to cover uncertainty about future illnesses, insurance, nonetheless, creates moral hazard.  In the health service provision markets, we would not expect competition to work when patients suffer from life threatening or urgent medical problems.  Moreover, asymmetry of information gives medical professionals strong monopolistic power to set prices and induce demand. In the supply of medical professionals, high barriers of entry have been erected by the government and by the medical profession to assure patients’ safety by restricting the provision of services to those who met certain standards. This is in large part because, again, of the asymmetry of information between the patient and the health professionals.  In the pharmaceutical and medical devise markets, patent laws give monopoly to new drugs and new medical technologies in order to encourage research and development. While these barriers of entry and monopolies were established for good social and economic reasons, nonetheless, they impair the competitiveness and efficient operations of their markets.


Recognizing these serious market failures (or absence of prerequisite condition for a workable competitive market), many nations have turned to the government to finance and to produce health services.  Their experiences of the past three decades are not very encouraging either.  Governmental decisions, of course, are made mostly based on political bargaining and negotiations.  Thus, the relative powers of different interest groups can greatly affects the decisions on resource allocation and who benefits and who pays for the public programs.  Often, a disproportional amount of public health services go to the affluent and the urban middle class rather than to the low income and the poor.  Also, curative hospital services are favored over cost-effective primary and preventive services.  Besides the misallocation of public resources, most governments operate by "command and control," where bureaucratic rules manage the operations.  Since public facilities usually operate as a monopoly, even the best-intentioned bureaucrats atrophy over time from lack of information and insulation from the preferences of the patients. Hence, public health services become unresponsive to the patients' needs and demands. Without competition, the operational efficiency of public health services deteriorates.  Often, patronage politics can dominant over the operations of public health services, turning them into major centers for patronage employment where labor unions can become major bases of support for a political party.  The interests of the health professionals and workers in the public health services can overtake patients' interests when appropriate checks and balances are absent.  In many developing nations, corruption, fraud, kickbacks, and under-the-table payment to physicians and nurses have become widespread.

While the advanced economies want to achieve similar goals (except the U.S.A.) with their health sector, serious failures in the market and in the government have led nations to experiment with different ways of structuring their health systems. Most advanced economies try to combine government action with market competition.  Observing the policy “experiments” of advanced economies gives us an indication as to what structural components of health care systems affect outcomes: health status, equity, efficiency and quality. In a policy context, we have found that a State has four major instruments (i.e. control knobs) to affect its health care system performance.  These are financing, organization, incentives and regulations.  We define these four instruments as the structural components of a health care system and summarize how these structural components relate to the outcomes in Table 1. 
Table 1 Relationship between policy instruments and societal objectives
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POLICY INSTRUMENTS
Organization
Rationing in Provision
Financing Mechanisms Payment of Service Regulation
Resource Benefit Global Entry/Exit Competition
OBJECTIVES Organization Allocation Formula Design Price Waiting Incentive Budget F P F P
Equity:
Equal Access X X X
Equal Health Status X
Equity in Financing X X
Risk Pooling & X X X
Poverty Reduction
Allocative Efficiency X X X X X
Technical Efficiency X X x X X
Quality:
Technical X X X X X X
Patients' Satisfaction X X X X X
Cost Containment X X X X X X
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(i) Instruments for Equity 


In operational terms, equity in health care has two parts: equity in financing and equality in access to health care. Equity in health care is largely determined by the financing method. The method chosen determines who bears the health care cost and how it’s distributed among income groups.  How the public funds are targeted determines who receives the health benefits. The design of insurance benefits and how risks are pooled affect who can afford the expensive medical services.  The rationing method chosen determines who has access to what services.  For example, rationing health care by price means the poor would have less access than the rich, while rationing by waiting time means the rich will be less favored because their time price is higher.  

(ii) Instruments for Managing Health Expenditure Inflation

All advanced economies aim to manage their health expenditure inflation because without effective control, the rate of inflation usually exceeds the GDP growth rate.  When health expenditure takes a larger share of GDP, spending for other goods and services would have to decline.  In the past two decades, advanced economies have found effective means to manage health expenditure inflation.  The organization and methods of financing seems to be the key.  Two approaches have been found to be effective: reliance on general revenue financing or multiple insurance plans operating under a global budget and a single source of payment.  Now, the complex question is not only how to limit expenditures, but how to do so while promoting the provision of a cost-effective mix of health services, while keeping the patients and public reasonably satisfied.  

(iii) Instruments for Efficiency


Allocative efficiency depends on who controls the financial resources and has the power to allocate the resources.  Many experts argue that allocative efficiency calls for the funds to be allocated according to the cost-effectiveness of the health care interventions.  However, that’s an overly simplified view about the role of health care financing. Nations establish health care financing policy not only to provide access to health care but also to protect their citizens from uncertain but large medical expenses, which can bankrupt a family and leave them destitute.  As a result, allocative efficiency has to balance at least two goals—cost-effectiveness and risk pooling.  


Efficiency is also affected by the incentive structure.  Patient demand for health care is affected by the cost they have to pay when services are given – either in terms of monetary price or time.  Free services lead patients to seek marginally beneficial services, which might be costly to produce. Similarly, the payment mechanisms for physicians create incentives for them to over- or under-provide services.


Technical efficiency is affected by how health services are organized and by the incentive structures facing the provider organization.  For example, the organizational format where government finances and directly manages hospitals has shown to be relatively inefficient. Furthermore, technical efficiency is also influenced by regulations such as the use of generic drugs.

(iv) Instruments for Quality


Quality of health care consists of two parts: technical and personal.  Technical quality of health services is largely affected by organization, regulation and incentives.  While technical quality depends on education and training of health professionals, they are not sufficient to assure good technical quality of services.  The actions of health professionals are significantly affected by their professional ethics, standards of practice in a community, effective peer review, and payment incentives.  International experience shows that assuring the technical quality of medical services maybe the most complex and difficult issue in health care.  Self-regulation has seldom worked adequately; external regulations have not fared any better and often they are legally complex and expensive to administer.  Several health professionals who are organized into practice groups with internal peer review and external accountability may be the most effective way forward. 


The factors that affect the personal quality of services (assessed by the patients) include the method of rationing (e.g. waiting time, choice of physicians), organizational structure, and payment methods. 
1.2 An Overview of the Five Types of Systems


Among the advanced economies, nations have tried different approaches to finance,

organize, pay for and regulate health services.  The different approaches have yielded different outcomes.  Five different generic models seem to have survived.  Within each generic model the details of the system structure may vary, but the basic driving forces, incentives and constraints are similar.  We provide brief descriptions of these five models:   

National Services Model (U.K.)


The U.K. emphasizes universal and equal access to health care.  To achieve this goal, the U.K. primarily funds its health care by general tax revenues.  The health budget is apportioned to each region according to a formula that takes into account the population’s need.  Every citizen has equal access to the services provided by the U.K.’s National Health Service.  Total health expenditure is managed through the political process where funding for health care has to compete against other national needs such as education or defense.  The U.K. prioritizes its spending for health care by their cost-effectiveness in improving the population’s health status.  Everyone has easy and quick access to primary care, but less cost-effective procedures such as hip replacement are in short supply, and are rationed by waiting time.  As a result, a small proportion of population (13%) purchases private insurance so that they can bypass queues.  The 1989 reform introduced an internal market to improve efficiency and quality of health care. The reform is undergoing refinements to make the internal market work more effectively.  

 National Health Insurance Model (Canada)


Canada also gives priority to universal and equal access to health care.  This is accomplished through a national health insurance scheme where every citizen is covered for free medical services (dental and outpatient drugs are excluded).   The federal government and provinces jointly fund the cost of NHI but the program is established and administered by the provinces. The provincial health insurance plan must meet certain standards set by the federal government: coverage must be universal, comprehensive, portable, and cover “all medically needed services”.  Patients have complete free choice of physicians and hospitals.  Physicians are paid on a fee-for-service basis.  Expenditure inflation is managed by establishing global budgets for hospitals and for physicians’ services.  Physicians' fees are set by the provincial medical associations through an internal bargaining process and are decided among different specialties. This process is designed to satisfy the global budget cap.  To manage the volume of services, Canadian provinces rely on monitoring the total quantity of services delivered by each physician.  Since all claim payments are paid through one centralized agency, it is feasible for the provinces to have a complete practice profile on each physician and hospital. Medical associations then are given the responsibility to monitor and discipline aberrant physicians. 


Social Insurance Model (Germany)


The German health care system is characterized by social solidarity where the financial risks are pooled through a mandatory insurance system.  Every worker with earnings below a specified level ($45,000 in l996) must enroll in a sickness fund.  Premiums are set as a percent of the wage bill. A basic benefit is uniformly defined for all sickness funds and patients are only required to pay a very small amount of cost sharing.  Patients have freedom of choice of providers.  Until July 1, l998, expenditure inflation was managed by global hospital budgets and regional global budgets for physicians’ services and pharmaceuticals.  These global budgets were established through negotiations between the sickness fund association and medical association of each region.  The changes made on July 1st replaced the negotiated regional budgets for physician services by a fixed fee schedule and targets for volume of services. Regional spending caps for pharmaceuticals have been abolished and are replaced by practice-specific soft targets.  At present, it is not clear how the 1998 changes will manage expenditure inflation.  Many experts expect Germany will revert to its previous strategy of global budgeting to manage health expenditure inflation.  

Social Insurance with Voluntary Private Insurance (Australia)


Unlike the U.K., Australia emphasizes universal access only to “adequate” inpatient and outpatient specialty services provided by the public hospitals.  Patients have no choice of physicians and face long waiting time for elective surgery in public hospitals. Public hospitals are funded by general revenues from the commonwealth and regional governments, plus payments made by a compulsory national health insurance (NHI) system funded by wage taxes.  Private practitioners deliver most GP services, but the NHI covers their services and pays the GPs according to a fee schedule. The government encourages higher income earners to purchase private insurance, which covers services beyond the “adequate” level.  Private insurance gives the patients a choice of public or private facilities, and pays for a higher class of accommodation and additional amounts to physicians beyond what is paid by the NHI.  Hence, providers favor the privately insured patients.  In establishing this system of two-tiered health care provision, the government tried to create a vehicle that would reduce the pressure to fund and provide “better” quality of health services. However, Australia lacks a coherent policy on national/regional responsibilities, and coordination of public/private sectors.  As a result, the system is unstable.  For example, when public hospitals improve their services, people cancel their private insurance and rely on the public health services.  Hence, the hospitals pressure the regional governments, which manage the public hospitals, for more funds.  However, the regional governments rely on the commonwealth government to finance approximately 50% of their hospital budget, and the central government has little motivation to increase its funding.    

Voluntary Health Insurance (U.S.A.)


The U.S.A. emphasizes individual freedom and choice and gives low priority to equity.  As a result, it relies on voluntary private health insurance to finance health care.  To prevent adverse selection most private health insurance is sold to employees through their place of employment, leaving the elderly, unemployed and the poor, who tend to need more health care, without coverage.  Eventually, the government had to finance these groups who were left uninsured; federal Medicare coverage is available for the elderly and states fund Medicaid to cover the poor.  Under this pluralistic system, there are still approximately 45 million uninsured individuals in the U.S.A.  Meanwhile, the existence of numerous private health insurance plans weakens their bargaining power with providers, but enhances the ability of the medical providers to earn monopolistic profits which accelerates health expenditure inflation.  To balance the market power of the purchaser and seller, most large business firms have supported managed competition, designed and advocated by Alain Enthoven.  Managed competition requires complex and sophisticated organizations to manage medical practices.  The administrative costs can be substantial.  Furthermore, it is not clear that managed competition can contain health expenditure inflation in the long run, in spite of its success in the early years of reducing the over supply of hospital beds in the U.S.A.  


Medisave with Catastrophic Insurance (Singapore)


Singapore emphasizes individual reliance and responsibility, which is reflected in the structure of their health system.  The government mandated every worker to save 6-8% of their wages for their inpatient hospital and expensive outpatient procedures.  The amount is deposited into an individual’s savings account (Medisave).  For many, these savings were not sufficient to pay for their hospital expenses.  In response, the government later introduced a catastrophic insurance plan where the premium is paid from the Medisave account.  To ensure that everyone has access to basic health services, the government hospitals divided its wards into classes A, B and C.  The government heavily subsidizes the cost of B and C ward services, with the patient paying a modest amount.  To control health expenditure inflation, the government decided to use market competition by carefully designing competition between the public and private hospitals.  Unfortunately, the two-sector competition was unable to moderate the inflation and the government had to revert to planning and regulation to manage the health expenditure inflation.  

2.  FINANCING, BUDGET CONSTRAINT, AND RATIONING


A principal structural component of a health care system is the financing method chosen to fund health care.  Financing is a means to achieve societal ends.  It influences how much resource is spent for health care, who has access to health care, who pays for the costs, and whether health expenditure inflation can be managed. The method adopted by a nation depends greatly on that nation's history, current institutional structure, politics, and especially social values that decide the relative priority given to equity.


We compare in some detail the financing systems of six nations (U.K., Canada, Australia, Germany, Singapore, and U.S.A.) which represent the whole spectrum of financing methods.  The U.K., Canada and Australia rely on tax revenues to finance their health care, but have varied division of power and responsibility between the central and regional governments.  Germany relies on social insurance, administered by private non-profit insurance (sickness) funds.  Singapore has adopted a compulsory individual medical savings account coupled with catastrophic insurance, and the U.S.A. relies on voluntary private insurance with the government fill in for some of the uninsured population.    


Nations that place a high priority on equity and solidarity usually finance health care by general tax revenues.  Under this system, health funds are administered by a government agency and health care has to compete with other government programs for a share of the government budget.  Thus, the resources made available to health care and the allocation of these resources are largely determined through the political process, not through the marketplace.  Tax-financed programs can assure that every citizen has equal access to reasonable health care, the financial risk of catastrophic illnesses are pooled widely, and the tax burden is more equitably distributed.  Meanwhile, the government's budgetary process places an overall budget constraint on the health sector where health spending must compete with other claimants on total tax revenues, such as education, defense, and environmental protection.  However, the extent to which a nation supplements its tax revenue financing with private health insurance affects how effectively the government budgetary process can impose a budget constraint on the whole health sector.  For example, approximately 25% of Australians have private insurance and the nation has difficulty managing health expenditure inflation.   


 In most countries, private insurance coexists with public programs.  Many nations, such as the U.K. and Canada, want to assure their citizens equal access to a similar quality of health services. Thus, these countries use various means to discourage purchases of private insurance because of its tendency to create a two-class medical care. On the other hand, Australia purposely designed their social insurance to cover only health services of "adequate" quality, and encourage those who want a wider choice of providers or higher degree of personal amenities to purchase private insurance to finance their health care. 


In the U.K., the central government administers the National Health Service (NHS). The NHS receives its budget from two major sources: 88% from allocation of tax revenues and 12% from social insurance premiums paid by selected industries. Patients don’t pay any user fees except a small copayment for prescription medication.


In comparison, Canada relies on the provincial governments to administer and manage its National Health Insurance (NHI). The national and provincial governments, however, co-finance the NHI from their tax revenues. The national government provides a lump sum grant to each province for NHI, if that province has satisfied certain basic requirements in benefit coverage.  Because the lump sum grant intends to cover less than one-half of the cost of NHI, the provincial government has to finance the remainder.  If the provincial government can control its health costs, it reaps all of the marginal benefits. In l997, the national and provincial governments financed 40% and 60% respectively of the cost of NHI. To ensure equal access to health care, Canada doesn’t require patients to pay any user fees for covered services.


 While Australia also finances its NHI from tax revenues, it explicitly encourages affluent citizens to buy private insurance, which would give them a wider choice of providers. Hospital services are jointly funded by federal and state taxes and patients are required to pay user fees.  Consequently, approximately two-thirds of the Australian total health expenditure is funded by tax revenues and one-third funded by private insurance and patients' direct out-of-pocket payments. Under this pluralistic financing scheme, Australia has difficulty controlling health expenditure inflation.  Meanwhile, the U.K. has been able to manage its health expenditure inflation even with private insurance funding about 10% of its total health expenditure.  


Instead of relying on general revenue financing, Germany developed social insurance to assure equal access and universal insurance coverage.  Social insurance gives somewhat less importance to equitable distribution of health costs and national pooling of risks than tax revenue financing. Under the German social insurance system, health insurance is compulsory for 90% of the population (the wealthiest 10% of the population may opt out).  It is administered through non-profit insurance plans (Sickness Funds). Employers and employees jointly pay the premium which is calculated as a percentage of gross income (with a cap on the amount of gross income that contribution rate is applicable).   


In contrast to the equity and solidarity concerns given by the European countries and Canada, Singapore emphasizes self-reliance and accountability by requiring patients to pay when they demand health services.  Guided by these social values, Singapore requires patients to pay out-of-pocket the charges for outpatient services at the time the services are used. Meanwhile, Singapore introduced a compulsory individual medical savings account (Medisave) to help patients to save and pay for the costs of hospitalization and expensive outpatient procedures. Since a person’s need for expensive medical care increases with age, this savings scheme evens out the medical expenditures over a person’s lifetime.  According to their age, workers contribute 3% to 4% of their income to the account; additionally, employers match employee contributions. Because the amount saved was inadequate to pay for expensive inpatient services, Singapore added a catastrophic insurance (Medishield) in 1991 and the premium is paid from individual's Medisave account.  To achieve equity by assuring that everyone has access to basic services, the government uses tax revenue to subsidize the cost of public polyclinics and lower class wards in public hospitals.  Patients can choose which class of service to use and then pay accordingly.  Eighty percent of the lowest class of inpatient care (C wards) is covered with patients paying the remaining 20%, while patients have to pay 100% of the costs when they use A wards.  



In comparison, the United States gives much greater priority to individual freedom and choice than to equality in health care.  Consequently, the U.S.A. takes a different path from all other advanced economies.  The nation abhors imposing any compulsory measure on its citizens, so it relies on the free market to offer voluntary private insurance.  Health insurance is usually employment based so the risks can be pooled among a company's workers. After nearly four decades of development and growth, private health insurance left the elderly and the disabled uncovered because they are the high financial risks.  In addition, the poor, unemployed and the low-income populations were also left without health insurance since they can’t afford the insurance premium.  By 1965, the federal and state governments had to step-in to fill the void by establishing compulsory social insurance for the elderly and disabled (Medicare), and a state-level welfare program to pay the health care cost for the poor (Medicaid).  Still, 14% (45 million) of Americans remain uninsured today. 
 


The performance of these four different methods of financing—tax revenue, social insurance, medical savings account and voluntary private insurance—can be compared, using the common criteria in assessing the key outcomes produced by a financing system: equal access to health care, risk pooling, equity in financing, rationing, and capability in managing health expenditure inflation. We leave the assessment of financing on health status to the last section of this paper because improvement in health status is affected by many factors, not only by financing method.

2.1 Performance of Different Financing Methods

PRIVATE 
Universal and Equal Access to Health Care tc  \l 1 "and Equal Access to Health Care"

All financing methods except one, the voluntary health insurance scheme, cover all the citizens through compulsory measures.  Today, all the advanced economies have universal coverage except the U.S.A., which largely relies on employment-based insurance for the workers while the government finances care for the elderly, poor and disabled. Experience demonstrates that the U.S.A.’s employment-based insurance encourages adverse risk selection and hinders labor mobility.  Of course, it is least equitable since the retired, disabled, unemployed, and low waged workers are usually excluded. 


While a financing system may provide universal coverage, it may or may not assure that everyone has equal access to similar quality of health services.  This depends on the design of the financing scheme.  For example, the U.K., Canada and Australia all financed their health care by tax revenues. The U.K. and Canada assure their citizens equal access to similar quality of services, but Australia assures equal access to only "adequate" quality of services and encourages the affluent population to buy private insurance to pay for greater choice of providers and “higher” personal quality of services.  Approximately 25% of Australians have done so. The U.K. and Canada further enhance equal access by allocating tax revenues to each region based on health care needs.  Under the German system of social insurance, citizens are ensured equal access to a "reasonable" quality of service; 10% of its population opted out and bought private insurance.  Under Singapore's Medisave and the U.S.A.’s private insurance schemes, the clear intents were to establish a system of two-class medicine.

Risk Pooling


General tax revenue financing schemes usually pool the risks on a national or regional basis, across income classes, occupation, health status and age groups.  The wide pooling of risks minimizes adverse selection and risk selection, and enhances labor mobility and equity. This is the case for the U.K., Canada, and Australia.  Social insurance usually pools the risks on a smaller scale by industry, occupation, locality or employment status. Consequently, government often has to intervene through reinsurance or subsidies to address the problems of adverse and risk selection. In Singapore, only the costs of catastrophic illnesses are pooled on a nationwide basis.  Under voluntary group insurance, the risks are pooled on a very narrow basis such as by place of employment. 

Equity in Financing 


Progressivity is a fundamental equity principle in financing.  The amount consumers pay should be related to their ability to pay, with the rate schedule increasing as the income increases.  Income tax rates are usually set to rise as a person’s taxable income increases, which makes general revenue financing progressive.  Social insurance is usually financed from a payroll tax with a limit on the maximum amount of income subject to tax, which makes it mildly regressive.  Employment based private insurance often requires high or low wage workers to pay the same amount, which makes it regressive.  Copayment, coinsurance and deductibles usually apply to all patients (the poor may be exempt), regardless of their income.  When patients are required to make out-of-pocket payments when services are being rendered, these payments are usually regressive.     

Rationing 


Health services are rationed two ways.  Often, monetary or non-monetary means are used to influence patients’ choices.  The common rationing mechanisms used are price, waiting time, choice of providers and personal amenities.  The other form of rationing focuses on the physicians’ medical decisions.  Rules could be set to triage patients or deny certain patients the necessary medical services, based on cost effectiveness criteria (e.g., the U.K.’s National Health Service would not offer patients aged 65 and older kidney transplants).  Most advanced economies seem to rely on an implicit form of rationing by influencing the professional culture of physicians and nurses.  They accept that medical resources are limited.  In advising patients or making medical decisions, the health professionals would select less expensive medical tests and interventions unless there is a clear large benefit to be gained.  In European nations, physicians characterize their practice of medicine as “conservative,” while in the U.S.A., physician practice is described as “aggressive” (doing whatever technology allows as long as there might be a slight benefit).           

PRIVATE 
Capability to Manage Health Expenditure Inflation tc  \l 1 "to manage health expenditure inflation "

A nation must decide how much of that nation's total resources should be spent on health care and the financing mechanism to carry out that decision. There are only two broad strategies for a nation to establish the budget constraint: demand-side strategy and supply-side strategy. The budget constraint imposed on the whole health sector can be "hard" or "soft", depending on the mechanism used.  The efficiency of a health system depends greatly on the effectiveness of this aggregate budget constraint.  If the budget is soft, there will be little need or incentive for the managers and practitioners in that system to choose the most cost-effective medical services, and eliminate those that may have only small marginal benefits. In other words, there is little pressure on the decision-makers to make hard choices since the budget is soft (expandable). 


Under tax revenue financed systems, the aggregated budget for the whole health sector is decided from the supply side by having the health sector competing in the political arena for tax revenues. The U.K. and Canada found that health expenditure inflation can be managed through this mechanism.  Meanwhile, Australia found difficulty in managing health inflation rates because a large portion of its health expenditure is financed by private insurance and copayment by patients.  The several sources of financing give health providers more flexibility to increase their price or quantity of services.

3. MACRO-Organizational Structure


Macro-organizational structure of a health care system affects the efficiency and quality of health services. The paramount question in macro-organization pertains to whether we should rely on government planning or market competition to produce health services? The earlier discussion on government failures had discussed the potential inefficiencies produced by a government's command and control approach. On the other hand, market competition has its own failures and also some forms of competition entail substantial transactional (administrative) costs.


In structuring macro-organization for health care, the fundamental question is how to divide up the complex functions into different organizations and make them accountable in achieving societal goals. There are three major functions to be organized: financing, provision and regulation. Competing theories on organizations and bureaucracy postulate the outcomes would be different between using “command and control” versus competition in organizing the collective activities.  In addition, ownership of organizations is important since it determines the objectives of those organizations and to whom they are accountable for their performances. Finally, the level at which the power reposes also determines the accountability. 

3.1 Government Planning or Market Competition


Some organizational theories suggest that organizing health care financing and/or provision on a command and control basis may produce the services in the most efficient manner. Often cited is the example that the military is organized on a command and control basis and it’s the most efficient and effective way to conduct a war. However, experience shows that politics often intrude and divert the organization from pursuing its original objective. In addition, public agencies usually operate as monopolies; they lack adequate checks and balances. Over time, these monopolies don’t place their clients’ interests as the top priority. Recently, economic theory suggests that contracting by government organizations may be an efficient way to organize health care.  However, this theory remains to be supported by empirical evidence.  Alternatively, the strategy for structuring the macro-organization can be based on competition, but as explained earlier, competition has its own drawbacks. 


In creating macro-organizational structures to perform the financing function, we have to be concerned with equity, adverse and risk selection. All advanced economies found it difficult to achieve equity goals and ameliorate adverse and risk selection by using competition. Consequently, all advance economies (other than the U.S.A.) rely on general revenue or compulsory social insurance to finance health care. When nations rely on general revenue financing, the organizational responsibility, control, and accountability usually rest with a government agency, which is the case for Australia, Canada and the U.K.  Under compulsory social insurance the organizational control and accountability have been mostly given to nonprofit entities (e.g., Germany) or parastatal organizations (e.g., Singapore). The U.S.A. uses the managed competition strategy by establishing powerful organized buyers of insurance for consumers.


When countries rely fully or partially on private insurance (such as the U.S.A. and Australia), their experience has shown that a free insurance market encourages risk selection and non-price competition. The government must intervene and structure the market to produce effective competition.


In establishing the macro-organizational structure for the provision of health services, we have to be concerned about efficiency, quality and availability of services. All advanced economies have found that when government or monopolistic social insurance plan directly produced the health services, efficiency and quality suffered. Meanwhile, competition among providers would force them to give greater attention to satisfying patients by increasing quality and improving efficiency. In the past decade, all advanced economies with direct provision of services by government (or monopolistic social insurance plan) have moved to separate the financing function from the provision with the payment to providers (money) following the patient. For those nations that have relied on a free market (Australia, Singapore and the U.S.A.), each has had to intervene in the market. 


Table 2 summarizes the different strategies countries have used in structuring their macro-organizations for financing and provision of health services. 

    Table 2 Government planning or competition

PRIVATE 

                                                  Government Planning            Managed Market                        Free Market                                                                          & Management                    Competition                              Competition



Financing


           Canada, Germany,                     Singapore, U.K.
            Australia

            U.S.A.


Provision

                        U.K.
                       Australia,                                         Canada,

                      Singapore,                                        Germany

                         U.S.A.


* Nations regulate prices directly by government or indirectly through structured negotiations between payers and providers. 

An issue that has to be addressed through macro-organizational structure is how to integrate primary, secondary, and tertiary care services.   Most common illnesses can be diagnosed and treated at the primary care level, complicated diseases may require specialists and/or inpatient services, while the most complicated and serious illnesses may require tertiary care. The macro-organization influences whether the services are provided by separate and independent clinics and hospitals or by integrated networks of providers with clear referral guidelines. When health services are fragmented, laboratory and diagnostic tests often have to duplicate at each level. More importantly, each level may not know what test and treatment the other level has given to the patients.  Consequently, patients can suffer from gaps in fragmented services, toxic effects from over-use of drugs, etc. 


The U.K. has the most organized and integrated community services, primary care, specialists’ services and in-patient hospital services. Under managed competition of U.S.A., providers at different levels are being forced by competition to integrate their services to deliver more efficient and higher quality of medical care. Canada has modest integration where physicians can follow their patients from outpatient clinics to in-patient hospitals. Australia, Germany and Singapore have clear separation of primary care from higher levels, which results in duplication of tests and discontinuity of services. Germany has established

regulations to bring GP and specialty services closer together. International experience shows that enlightened government planning or managed competition can both integrate services. Table 3 gives a comparison of the level of integration among the six nations.

Table 3  Degrees of Integration of Primary, Secondary and Tertiary Services
High
Medium
Low

U.K.
U.S.A.
Australia


Canada
Germany



Singapore

3.2 Centralization or Decentralization


At what level would an organization be most accountable for its performance: region/state, district, or individual institution and consumers? For the public sector, some theories suggest that power, responsibility, and accountability should be delegated to the lowest level because at each locality the voters have the most direct knowledge and information about the efficiency and the quality of public health services. On the financing side, when the amount of taxes or premium paid is more closely linked with the services, voters in each locality can then calculate the cost and benefits.  They would be better informed to decide how much tax they are willing to pay for what services. 


This theory may help to explain why Canada and Germany have much higher percentages of their population being satisfied with their health system. These countries have decentralized the power and accountability to the state level. Meanwhile, the U.K. centralized power and accountability at the national level where the Cabinet decides on budgetary issues. Being more distanced from the voters, the cabinet is less sensitive to voters’ preferences.  The tight health budget of the U.K. resulted in long queues for elective surgeries and a higher portion of the population feeling dissatisfied with its system.  Table 4 compares the degree of decentralization of the public authorities in the six countries.

Table 4 Degrees of Centralization


National
Regional/State
District
Individual Institution

Organized Financing
Singapore, U.K.
Australia, Canada

Germany, U.S.A.

Purchaser of Health Services


U.K.
U.S.A.

Provision of Health Services

Australia

(Public)

Canada, U.S.A., Germany, U.K.

3.3 Ownership and Organizational Behavior


The third dimension of macro-organization deals with ownership structures. Ownership determines the primary goal of an organization.  Does the owner primarily seek profit or make services accessible to the poor. Ownership also determines to whom the management is accountable. For-profit insurance companies or hospitals are responsible for producing profits for their owners. Thus, it is logical that private insurance plans would avoid covering high-cost patients and for-profit hospitals would deny services to those not able to pay.   While public and nonprofit institutions may not be driven by profit motive, they often have multiple and ambivalent objectives, such as maintaining financial solvency while serving the community’s interest.  The outcomes cannot be measured in monetary terms.  As a result, there may be more administrative slack in their operations. On the financing side, it is clear that a single agency that is responsible for collecting the premium and paying claims would incur much less administrative expense than multiple insurance plans. On the provision side, most nations have a mixture of public and for-profit hospitals. Primary care is usually delivered by for-profit GP clinics.  Table 5 provides a summary of the ownership of financing and provider institutions.

   Table 5 Ownership of Organizations

Public
Nonprofit Private
For-profit Private

Organized  financing




   Australia
(



   Canada
(



   Germany

(


   Singapore
(



   U.K.
(



   U.S.A.
(

(

Providers (Hospitals)




Australia
Canada

Germany
Singapore

U.K.

U.S.A.
75%

60%

50%

75%

90%

10%
*

40%

35%

*

*

70%
25%

*

15%

25%

10%

20%

    *Less than 5%

4.  Incentives


The third major structural component is the incentive system. Financial reward and risk bearing are the two most widely used instruments.  In financing health care, all advanced economies have not rooted it on profit motives and market competition, except the U.S.A. The experience from the United States shows that adverse selection by the consumers precludes wide pooling of risks.  Profit motives also drive insurance companies to select the good risks to insure and leave out others.  As a result, the elderly, disabled and poor are left without private insurance.   Reliance on market competition entails high transaction costs.  In sum, the United States offers a lesson to the world in what not to do in structuring health care financing, based on profit motives and competition.


In the provision of health services, price is a principal instrument for establishing incentives.  It also serves as the key economic allocative mechanism to ration scarce resources such as health services, drugs, capital funds, etc.  For providers, the price paid influences how many will enter the market to supply the services and how services will be produced. Consumers decide which goods to purchase and how many, based on price.  When reasonable competition exists in a market, we may rely on the market to determine the prices.  Unfortunately, international evidence shows that providers possess strong monopolistic power; hence, the health provision market is not competitive.  Unless government or organized purchasers intervene, the providers can charge outrageous prices and induce demand.


The appropriate use of incentives can have measurable positive outcomes in the provision of health services.  In structuring the incentive system, we focus on the three key players in the demand and supply of health services: patients, institutional providers, and health professionals employed by the institutions or practicing independently. We compare the incentive structures on consumers, physicians, hospitals and pharmaceuticals.

4.1 Incentives for Consumers
PRIVATE 
 

Moral Hazard tc  \l 5 "of addressing market failures"

Serious illnesses are uncertain and may require large health expenditures. Usually, 10% of the population accounts for 60-70% of a country’s total health care expenditures.  Some type of insurance system is generally desired to spread the risk of catastrophic illness. With insurance comes the problem of moral hazard and adverse selection.  Cost sharing is a general term for provision of a health insurance plan that requires the insured to pay some portion of his or her covered medical expenses.  It is the most common means of addressing moral hazard. Typical forms of cost sharing include copayments, coinsurance, and deductibles. Cost sharing may produce savings for the insurer both directly because patients pay a part of the cost, and indirectly, because the financial obligation reduces patients’ demand for services. 

Many nations place much greater value on equity over efficiency. They also believe supply-side incentives have greater influence on patients’ demand. As a result, Canada and the U.K. explicitly exclude patient cost sharing for medical services. Germany allows a very small amount. On the other hand, most nations do incorporate cost sharing for prescription drugs because patients’ demand for drugs is quite sensitive to the price they have to pay. 

On the other hand, nations placing greater value on self-reliance and/or efficiency often require patients to pay a significant share of the health care costs. The clearest example of using copayment to remedy moral hazard is the Singapore system.  In Singapore, consumers are required to pay the price of primary care out-of-pocket service, and catastrophic insurance covering inpatient services includes a high deductible, copayments and lifetime limits. Medisave accounts can only be used to pay for expensive outpatient procedures or some parts of inpatient deductible. The government tries to enhance consumers’ ability as informed buyers by providing them with information on price and quality of services. 

In the U.S.A., the social insurance plan for the elderly and disabled requires patients to pay annual deductibles and coinsurance.  Meanwhile, 74% of the non-elderly U.S.A. population are covered by private health insurance plans and most plans require the patients to pay copayments for office visits and coinsurance and deductibles for hospital services


Most countries offer patients a choice of prescription drugs, but have recently required that patients share the cost of prescribed drugs that exceed the price of the lowest cost alternative (reference pricing).  In Canada, patients must pay a co-payment if the drug is not the lowest cost alternative.  U.S.A. health plans often develop formularies and consumers are required to pay a higher price for drugs not on the formulary.  Similarly, in Australia, government reimbursement is paid at the lowest priced generic available. Consumers pay the difference between the actual cost of the drug chosen and the government reimbursement. In Germany, to stem the rising cost of pharmaceuticals, which represented 21% of expenditures in 1990, the government tripled patient co-payments on prescribed drugs and required patients to pay the difference between the price of the chosen drug and the lowest price alternative.

Adverse Selection


Adverse selection doesn’t exist for general revenue-funded national health services, nor for national social insurance programs (Canada, Australia, the U.K. and Singapore).  Adverse selection does exist when consumers can choose to purchase different insurance benefits.  Under mandatory social insurance where consumers can choose among different sickness funds, adverse selection poses a modest problem, which can be remedied through reinsurance and/or community rating.    


On the other hand, adverse selection is a serious problem for private insurance in the U.S.A. and Australia.  To avoid adverse selection, private insurers try to market health insurance on a group basis (such as insuring all employees of a company so different risks can be pooled).  Many private insurance policies also exclude coverage for pre-existing conditions to reduce adverse selection.    

Australia encourages its population to purchase private insurance for medical care in addition to their social insurance coverage.  After the introduction of the comprehensive social insurance program in 1984, the proportion of the population covered by private insurance dropped from 50% in 1984 to 34% in 1995.  The young and healthy were more likely to drop their private health insurance than the old and sick, particularly because private insurance companies must set their premiums on a community basis.  Due to this adverse selection of private insurance, private insurance premiums have been increasing at 3.5 times the consumer price index (CPI) since 1990. 

PRIVATE 

4.2 Incentives for Providers


The incentive structure affects cost, efficiency and quality of health services.  A payment system for health providers has two parts.  The payment mechanism first defines the method of payment and then the amount paid per unit defines the magnitude of financial compensation. Different payment methods shift the financial risk to different players in the system.  Recent reforms around the world have focused on correcting incentives to promote efficiency and quality, with an emphasis on implementing supply side incentives rather than demand-side.

Paying Physicianstc  \l 5 "Physician payment"

Physicians can be paid on the basis of fee for service, capitation, or salary.  Each method creates different financial rewards and risks for the physicians. (Table 6) For example, physicians paid by fee for service method have little financial risk. Their income rises with the volume of services provided.  On the other hand, capitation payment shifts the financial risk to the physicians, motivating them to minimize services.  When a nation relies on both public and private sector provision, the method and amount of remuneration determine a physician’s choice of whether to work in public or private facilities. The relative wage rates paid by the public and private sectors influence physicians’ decisions regarding how to split their hours between public and private patients.  The relative wage rate may also determine whether physicians will encourage patients to pay under the table.  The relative compensation paid to specialty versus primary care services affects the proportion of medical graduates entering specialty training. 
Table 6 Payment Mechanisms for Providers: Financial Risks and Incentives


Payment Mechanism
Basket of services paid for
Risk: Payer
Risk: Provider
Incentive: Increase number of patients
Incentive: Decrease number of services per chargeable units of care or consultation
Incentive: Increase reported illness severity
Incentive: Select  healthier patients

Fee for Service (FFS)
Each item of service and consultation
All risk borne by payer
No risk to provider
Yes
No
Yes
No

Salary
One week or one month work
All risks
None
No
N/A
N/A
Yes

Salary and Bonus
Bonus based on number of patients
Salary portion
Bonus portion
No
N/A
N/A
Yes

Capitation
All covered services for one person in a given period
Amount above “stop-loss” ceiling
Up to stop-loss ceiling
Yes
N/A
No
Yes

Sources: Prepared by William C. Hsiao 1997, modifying data from WHO1993, Bodenheimer and Grumbach JAMA 1994


The U.K. pays public sector GPs by capitation.  While the GPs have the incentive to minimize the number of services given to patients on their panel, market competition for patients among the GPs seems to remedy the problem.  Under the 1989 reform, the capitation rate for GP fundholders included the expected costs for laboratory tests, specialists’ services and inpatient care.   Under the new payment method, GP fundholders were prone to risk selection as their panel of patients was generally between 7,000 to 10,000 which is not thought to be a large enough number to successfully pool risks (Pauly, 1986). To diminish the incentive to risk select, recent U.K. reforms shifted fundholder responsibilities away from the general practitioners toward Primary Care Groups that consist of all GPs and community nurses in a particular area of at least 100,000 inhabitants.  Consolidating the number of fundholders is likely to limit competition for patients and decrease GP fundholders’ transaction costs associated with the administration of funds and negotiation with providers. 


Under the Australian social insurance program, primary care physicians are paid on a fee for service basis, according to an official fee schedule.  The GPs are not allowed to balance bill the patients.  However, there is no control on the volume of services.  GPs are allowed to charge higher fees to patients with private insurance.  Specialists on the staff of the public hospitals are salaried.  But they are allowed to charge fees to patients who are privately insured.  Under this payment system, Australia is confronted with rapid health expenditure inflation.  Meanwhile, GPs are also dissatisfied by the relatively low fees paid for their services as compared to specialists. 


Most U.S.A. physicians are in private practice and have been paid on a fee-for-service basis.  At teaching medical centers, hospital-based physicians receive a salary plus bonus, but the hospital still bills insurance plans on a fee-for-service basis.  Under this fee-for-service system, average physician income in the U.S.A. rose rapidly and greatly exceeds that of other countries compared.  Since the late 1980s, the advent of managed care plans has altered how physicians are paid.  Now, the majority of primary care physicians’ are paid on capitation.  Specialists practicing in groups are also often paid on capitation.   


In Germany, physicians are paid on a fee-for-service basis. The fees are based on a point system where a point value is given to each type of physician service, with higher points for diagnostic testing than for consultations. A monetary value is assigned to each point, with the fee per point being inversely proportional to the volume of services provided collectively by all the physicians.  Ambulatory care physicians are organized into regional associations, which determine an expenditure ceiling for the association’s physicians on a quarterly basis.  Associations reimburse physicians according to a point system. Once the quarter’s budget is expended, further care for sickness fund patients during the quarter is not reimbursed.  


The German payment arrangement creates a perverse incentive scheme.  If all physicians attempt to keep expenditures down, they will all be better off.  However, if many physicians in the association do not trust that their colleagues will try to control costs, they will not attempt to control costs, for if they do attempt to control costs and their colleagues do not, they will be hurt financially.  Hence, the incentive is to induce services early in the quarter before the expenditure ceiling is reached.  There is also a strong incentive to under-provide services at the end of the quarter once the budget limit is reached.  Capped budgets for physician services in each region also give providers an incentive to increase services rendered to patients with private insurance whose expenditures are excluded from the cap.

In Singapore, patients pay out of pocket on a fee-for-service basis for physician services. Physicians have the incentive to induce demand, but not to select risk.  Because physicians are allowed to make profits by dispensing their own pharmaceuticals, there is an incentive to over-prescribe drugs for patients. Singapore physicians prescribe and dispense twice the number of drugs per patient as the average OECD countries.  Under a free market system, the fees and incomes of private sector physicians have risen at a phenomenal rate, which caused many experienced public sector physicians to leave for the private sector.  The public sector had to raise compensation for its physicians and allied health professionals to retain well-qualified professionals.

PRIVATE 
Paying Hospitals tc  \l 5 "Hospital services"

Hospitals behave differently, influenced by their organizational structure and how they are paid.  A hospital manages its activities and staff differently when hospitals receive a fixed budget, as compared to receiving revenue based on a fee-for-service basis.  The quality and technical efficiency of health care services is affected by the organization’s decisions and how the staff delivers the services. Within an organization, managers have only a few effective levers to motivate employees to work toward a common goal. Financial incentives constitute one of the most powerful levers. 


In Germany, each hospital negotiates a global budget. Fixed budgets in the hospital sector were phased out at the beginning of 1997 and have been replaced with target budgets. (Busse & Wissmer 1997) The budget was based on the historical cost and tied to the number of days of inpatients the hospital expects to deliver de facto.  When hospitals provide fewer than agreed days of service, they can only keep 75% of daily rate for the missing days. Those providing too many days refund 75% of the daily rate for the excess days.  De facto, then, hospitals are paid on a per diem basis.  The per diem payment rewards increased length of stay.  It’s not surprising that we find the mean length of stay in Germany is highest among the nations compared here (Figure 1). After 1996, hospitals could choose to be paid by a prospective payment system, based on number of cases.  The prospective pricing system gives hospitals the incentive to reduce the length of stay and to be more efficient.  When they can produce the treatments at a cost that is less than the case payment rate, the hospitals can retain the difference as profit.  Today, less than 25% of all cases are paid under the prospective pricing system.

Singapore imposed a revenue cap on each “corporatized” public hospital that varies with ward class, specialty, and type of hospital.  It’s revised every year to allow for inflation, productivity increases, and medical progress. Any revenue collected in excess of the cap is taken away by the government through decreases in budgets, thereby removing the incentive for raising charges or performing unnecessary procedures. 


The GP fundholders in the U.K. receive a capitation payment that may cover primary care, specialists, inpatient care, and drugs.  They can retain any unspent funds for specialists and hospital care as profit, which encourages them to seek cost-effective care from specialists and hospitals. Most of the contracts between GP fundholders and hospitals were in the form of cost and volume contracts, under which hospitals receive a pre-determined budget to deliver a specified level of services, defined in terms of number of cases.


In Australia, hospital funding is largely allocated based on global budgets determined by historical costs increased for inflation and service improvements.  Lately, experimentation with case mix funding and DRGs has been introduced.  There is explicit rationing of elective procedures through queues in public hospitals.  In 1994, average waiting time for elective procedures was 2.3 months.  However, there is increasing efficiency due to new technology and use of one-day procedures.  Hospital funding is largely allocated based on global budgets determined by historical costs increased for inflation and service improvements.  Lately, experimentation with case mix funding and DRGs has been introduced.  

Since 1984, the U.S.A. Medicare program has paid hospitals under a prospective payment per case, the DRG system.  Case payment rates are set at a level intended to cover operating costs for treating a typical inpatient in a given diagnosis related group (DRG). The DRG system classifies patients into groups based on the principal diagnosis, type of surgical procedure, and presence of significant comorbidity or complication.  Payments for each hospital are adjusted for differences in area wages, teaching activity, care to the poor, outliers, and other factors.  Hospitals have the incentive to reduce costs and provide care efficiently (e.g. reduce length of stay); however, because the DRGs are paid per admission, there is an incentive to increase admission rates.  Private insurance companies also now use the DRG payment method.  Under a fixed payment per case, the U.S.A. has the lowest length of stay of any country examined here (Figure 1).
Figure 1 Average length of stay in days
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In a study of the transition to DRG method in the state of New Jersey, a significant change in length of stay was found to relate to changing the reimbursement method from per diem to DRG.  While per diem reimbursement had lead to an increase in average length of stay, DRG reimbursement leads to a large decrease in average length of stay. There was a slight increase in admission rate that offset the cost savings from the reduction in hospital days.
4.3 Pharmaceuticals


Patented pharmaceuticals have a monopoly on a particular drug. Regulations can be set to both limit prices and to discourage physicians and other government paid health care professionals from pursuing expensive pharmaceuticals.  Even in a market-driven system, certain regulations can be applied to the pharmaceutical industry while still allowing competition and market forces to lower costs. Germany was the first country to introduce reference pricing in 1989, in which a statistical formula distinguishes an average price for 3 clusters of drugs.  The introduction of reference prices led to a drop in drug prices of 20.6% in the first half of 1993. While effective, it was not without loopholes. There was an increase in overall expenditures on drugs because of a switch to new products that were not covered by reference pricing.

In all six countries, pharmaceutical expenditures have been increasing rapidly, and this has led to a number of different pricing regulations as well as a variety of supply- and demand-side strategies. (Table 7) Recent experience shows that control is possible, but difficult. In 1992, the German Health Structure Act set up a system for monitoring physician prescription practices.  Physician incomes are reduced if they spend more than 25 % above their specialty average for pharmaceuticals.  After the implementation of this reform, per capita expenditures on pharmaceutical goods dropped, while expenditures in other countries continued to rise.  Fixed budgets for pharmaceutical expenditure by GPs have been implemented. While this has controlled drug costs, there is some evidence that this has led to increased rates of referrals to hospitals, indicating that reference-pricing systems need to be comprehensive. There also needs to be a pricing policy for new innovative drugs, which are outside the reference pricing system. Proponents of economic valuation see it as the only method appropriate for these decisions as it can establish the added value of a new product.

PRIVATE 
Table 7 Pricing Regulation and Strategiestc  \l 1 "6. Strategies for Pharmaceutical Cost Containment. Strategies for Pharmaceutical Cost Containment. Strategies for Pharmaceutical Cost Containment. Strategies for Pharmaceutical Cost Containment. Strategies for Pharmaceutical Cost Containment"
PRIVATE 
STRATEGIES
COUNTRY EXAMPLES


PRIVATE 
Supply Side Strategiestc  \l 2 "Side Strategies"


Fixed budgets for doctors
Fundholding GPs in the U.K.

Indicative budgets for doctors
Germany, and non-fundholding GPs in U.K.

Fixed budgets for pharmaceutical expenditure
Germany

Cost-effectiveness guidelines
U.K.

Prescription Auditing
Several countries

Disease management
U.K.

Positive and/or negative lists
All countries

Development of a market for generics
Germany, U.K.

Ceilings on promotion expenditure
U.K.

Paying pharmacist flat rate
U.K.

PRIVATE 
Demand Side Strategiestc  \l 2 "Side Strategies"


Cost Sharing
All Countries 

Health Education
U.K.

Over-the-counter drug market
U.K.

PRIVATE 
Strategies Aimed at Whole Market tc  \l 2 "Aimed at Whole MarketMarket"


Price controls
All countries, except U.K., Germany

Profit controls
U.K.

Reference pricing
Germany

Industry contributions for exceeded budgets
Germany

Development of market for parallel imports
Germany, U.K.

Development for market for generics
U.K., Germany


In the U.K., there is no centralized approach to pricing and reimbursement of drugs, however, the Pharmaceutical Pricing Authority is in charge of setting prices for prescriptions and the reimbursement rates for pharmacists and dispensing doctors.  The majority of medicines are automatically listed for reimbursement by the national or social insurance system, and pricing is at the discretion of the manufacturer. The U.K. has a list of drugs that are not reimbursed as well as indirect controls like drug budgets for physicians. There is also a profit control measure (Pharmaceutical Price Regulation Scheme) which subjects companies exceeding their profit target to a government “claw back” of revenues. Instead of giving this money to the government, some companies limit prices. 


Australia introduced a minimum pricing scheme to the pharmaceutical benefit schedule in 1991, that was designed to control public expenditures as well as introduce an element of price competition among pharmaceutical companies. The schedule changed reimbursement of drugs to the lowest priced generic or brand name equivalent drug available, with consumers paying the difference between actual and minimum price. The U.S.A. and U.K. have the highest rates of generic substitutions, as generics represent about 40% of prescriptions filled. This was achieved by encouragement and mandating of the use of generics through managed care. Further, in the U.K., physicians are trained to prescribe the chemical entity, not the brand name, and this makes generic substitution very easy to accept.  



Canada is one of the few countries to use the Patent Act as a tool of health policy, as it includes price regulation for pharmaceuticals. Nationally the Patented Medicines Review Board was created to control the prices of patented medicines, which it appears to have done successfully. The Board’s mandate is to ensure that prices of patented drugs are not excessive. To determine an excessive price, the price of a medicine is measured against the prices at which medicines in the same therapeutic class are sold. The median price the product is sold at in Germany, France, Italy, Sweden, Switzerland, U.K., U.S.A. is also considered, as are cumulative changes in the CPI. The Board has the authority to recover the excess revenues accumulated if a product was sold at an excessive price. If a voluntary agreement is not reached on reducing the price, price reductions can be ordered, and fines and imprisonment can be used for violators.  Consequently, the industrial product price index has fallen from an average annual rate of increase of 7.8% from 1983-1987 to 0.09 in 1995. Between 1988 and 1995 the average annual rate of increase was 3.1% (Table 8). 

Table 8 International comparison of price increases (1994)
PRIVATE 
Country
% of top 200 selling products with a price increase

Canada
14

U.K.
22

Germany
25

U.S.A.
79

Source:

PRIVATE 
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