Summary
and Lessons

United States

he largest item of expenditure in the health care budgets of
most industrialized countries—including the United
States—is the acute care hospital sector. As a conse-
guence, hospitals have attracted the attention of policy-
makers attempting to curb growth in health care costs by chang-
ing the financial landscape for hospitals. Hospital use has
declined, particularly dramatically since the early 1980s, in re-
sponse to economic signals and the development of new medical
technologies. The rate of growth in hospital costs also has slowed,

but at least some costs have been diverted to other health care sec-

tors, particularly outpatient care and long-term care. What hap-

pens in one part of the health care system often reverberates in
other sectors, so no component can be studied in complete isola-
tion. Nonetheless, payment for hospital care in the United States
and other countries is governed by distinct policies that bear ex-

amination.

Looking around the world, it appears that health care expendi-
tures in other industrialized countries have remained lower than
in the United States, while at the same time, everyone in those
countries has financial access to care. Increasingly, U.S. policy-

makers and researchers have looked to other countries to find new |

ways of organizing and paying for health care, which might be

transferable. This seven-country study of spending for hospital

services and the policies that affect spending is an attempt to find
lessons for the United States.

The individual experiences of the United States and six of its
international peers—Canada, England, France, Germany, the
Netherlands, and Sweden—in hospital financing and payment
systems over the past decade are reviewed in the chapters that fol-
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2 Hospital Financing in Seven Countries

FIGURE 1-1: Total Health Expenditures as a Percentage of GDP

Selected Countries, 1980-92
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low. This summary focuses on general trendsin
the United States and the other countries and on
recent reforms directed at hospitals.

THE CHANGING PROFILE OF
HOSPITAL USE

The acute care hospital continues to be home to
the most advanced medical technologies, but
much about hospitals has changed, and the change
has been especially rapid since 1980. Trends in
key indicators in different countries give an idea
of just what has occurred.”Overall, health care
spending has taken up an increasing percentage of
the gross domestic product (GDP), most signifi-
cantly in the United States, Canada, France, and
the United Kingdom, and to a lesser extent in Ger-
many and the Netherlands, declining only in Swe-
den (figure I-1). In 1980, the percentage of GDP

devoted to health care was between 7 and 10 per-
cent in al the countries except the United King-
dom (which was below the rest). The United
States was second to Sweden by this measure. By
1992, the United States stood well above the other
six countries, having experienced a steeper rise
than the rest, particularly during the late 1980s and
early 1990s.

As a percentage of total health care spending,
the amount devoted to acute hospital care has ac-
tually decreased since 1980 in the United States,
Canada, France, and the Netherlands (the only
other countries for which this figure is available)
(figure 1-2), because utilization in other sectors
has risen faster than hospital utilization (due in
part to the shift of services out of hospitals and into
other sites of care). Among these four countries,
France alots the highest percentage to hospitals,

1 The countrychapters were first drafted in 1993. They have been updated to different degrees, and are CUFTENt, ON average, to early 1994,
2The datareferred to in this section are from the Organisation for Cooperation and Development (OECD). The relative standings of coun-
tries are probably very reliable, but because data from different countries are not necessarily entirely comparable, the actual numbers should be

interpreted with some caution.
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FIGURE 1-2: Acute Hospital Expenditures as a Percentage of Total Health Expenditures

Selected Countries, 1980-92
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and the United States the least (even though the Some of the reasons for changes in hospital

United States has spent more per capita than these ~ spending can be gleaned from a few other statis-
four countries in every year since 1980 (figure  tics. The United States and the other six countries
1-3)). all have somewhat fewer hospital beds in the

FIGURE 1-3: Acute Hospital Expenditure Per Capita (inﬂation-adjusted U.S.$ Purchasing Power Parity)

Selected Countries, 1980-92
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SOURCE. Organisation for Economic Cooperation and Development, OECD Health Data (Paris: OECD, 1995), Organisation for Economic Coopera-
tion and Development, OECD Health Systems, The Socio-Economic Environment. Statistical References, Volume Il (Paris OECD, 1993).
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FIGURE 1-4: Acute Hospital Beds/1,000 Population

Selected Countries, 1980-91
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1990s compared with 1980, in proportion to popu-
lation size (i.e., fewer hospital beds/1,000 popula-
tion), and the United States has the lowest ratio of
any country except the United Kingdom (figure
1-4). The decline is a result of reduced demand.
The percentage of the population admitted to a

hospital has fallen steadily in the United States
(this is not the case in all countries, with some
trending upward and others downward) (figure
1-5). By 1992, the United States had a lower ad-
mission rate than any country except the Nether-
lands. And once in the hospital, people in al coun-

FIGURE 1-5: Acute Hospital Admissions as a Percentage of Population

Selected Countries, 1980-92
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FIGURE 1-6: Mean Length of Stay in Acute Hospitals

Selected Countries, 1980-92
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SOURCE: Organisation for Economic Cooperation and Development, OECD Health Data (Paris: OECD, 1995)

tries stay, on average, for a shorter period than  hospital days per person of the seven countries,
they did in 1980 (figure 1-6). and Germany has consistently had the highest

Overall, the number of days spent in the hospi-  rate. Hospital occupancy rates (the percentage of
tal each year per capita has declined in all seven  beds occupied as a proportion of the number avail-
countries (figure 1-7). In 1992, the United States ~ able) are determined by the numbers of beds, the
and the United Kingdom had the lowest rates of ~ numbers of admissions, and how long people stay.

FIGURE 1-7: Acute Hospital Bed-Days per Capita
Selected Countries, 1980-92
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FIGURE 1-8: Occupancy Rates for Acute Hospitals

Selected Countries, 1980-92
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Since the mid-1980s, the hospital bed occupancy
rate in the United States has dropped steeply, from
about 75 to about 65 percent, and is lower than in
the other six countries (figure 1-8). The low occu-
pancy rates have already caused many U.S. acute
care hospitals to close, downsize, or shift into oth-
er areas (e.g., long-term care) and many more will
probably do so in the next few years.

. Forces of Change

Two forces have been most influential in reducing
the demand for acute hospital services. financia
incentives and advances in medical technology.
Prospectively fixed hospital payments and pricing
strategies have encouraged hospitals to find ways
to reduce the cost of caring for patients, which in-
cludes shifting inpatient care to outpatient settings
where possible. In the United States, the rate of
growth of inpatient hospital spending slowed dur-
ing the mid-1980s, but outpatient expenditures
rose steeply. This coincided with:

1. Medicare' s adoption of a prospective payment
system (discussed below), which sets per-case
payment limits only for hospital inpatients,

2. the beginnings of privately insured managed
care efforts to reduce inpatient expenditures,
and

3. Medicare's and Medicaid’s liberalized cover-
age rules for nursing home and home health
services.

In the other six countries, most hospitals have
been operating under fixed annual budgets that
provide clear expenditure constraints, at least for
inpatient services. Recent and ongoing reforms
include pricing strategies designed to encourage
greater use of outpatient sites. For an example, the
Canadian province of Ontario has made outpatient
care more attractive by adjusting the relative rates
for the same services provided in and out of the
hospital. While still lowering costs overall, pro-
viders do better financially by using outpatient
sites. Severa counties in Sweden also have used
price differentials to influence patient flows to in-
patient and outpatient sites, in some cases includ-
ing differences in patient cost-sharing amounts
rather than hospital reimbursement, giving the
consumer an incentive to choose the less expen-
sive setting. In the Netherlands, as part of major
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health care reforms in 1992, payment rates foto buy new equipment, build new hospital wings,
hospital care not requiring an overnight stay wereeplace old ones, etc.—though small relative to
increased to stimulate substitution of daycare fooperating expenditures, can drive up operating ex-
inpatient care. One of the farthest reaching repenses because it creates an atmosphere where
forms in this area is currently being implementedhew technologies come into frequent use. In the
in Germany. Germany’s 1993 Health Sector Actreal world, the split between operating and capital
for the first time allows general hospitals to estabexpenses is an artificial one, but in fact, policies in
lish outpatient departments. most countries do treat them separately to some
Existing medical technology has been ex-extent, and they are discussed separately below.
ploited and the development of new technology Cost containment, increased efficiency, and a
pushed in the quest to lower hospital costs. Somgore equitable allocation of hospital funds are the
of the improved efficiency in hospitals comesobjectives driving nearly all hospital financing re-
from such advances as laparoscopic surgery (al§erms in the comparison countries, but other fac-
called “keyhole” surgery), which allows many tors also are important. Enhancing patient choice
complex procedures to be carried out through eXn the health care system, including greater choice
tremely small incisions, reducing hospital staysof hospitals, is another recurring theme. The orga-
and the need for post-surgical care to a fraction dijzational and social concerns that affect and are

what they are for “open” surgeries. Getting peopleffected by health care and hospital reforms are
out of the hospital sooner after all kinds of procegjiscussed briefly in this chapter.

dures is also the rule now, since it is generally ac-
cepted (whether or not it is always true) that out-

comes are no worse with shorter hospital stays. [1The United States

There is no single “U.S. hospital system.” The
HOSPITAL FINANCING IN THE UNITED U.S. health care system may be described as insur-
STATES AND ABROAD ance-based with patient-based payment as the pre-

Health care systems and their financing may b&0minant approach to reimbursing hospitals for
categorized many ways. Looking at where most of€rvices, but really it is a combination of systems,
the money comes from is an obvious first cutSome overlapping and others existing indepen-
(table 1-1). Broadly speaking, health care systemdently. Money flows to hospitals in the United
are financed either by tax revenues or by som&tates in much more varied ways than it does in
type of insurance premiums. Of the countries Covother countries. It comes from a multitude of pri-
ered in this report, Canada, Sweden, and Englarifte insurers, the joint federal-state Medicaid pro-
fallinto the former category and the United Statesgram, the federal government's Medicare pro-
France, Germany, and the Netherlands into the lagram, and out-of-pocket costs from both insured
ter. Among the insurance-based systems, particRnd uninsured people (table 1-3). (The separate
pation is mandatory in all except the Unitedhospital systems for veterans, military personnel,
States. The source of revenue does not prediéind for Native Americans are paid for entirely by
how hospitals get their money, however, and irthe federal government.) Third-party payers use a
fact there is considerable overlap between the twgast array of methods for reimbursing U.S. com-
groups, particularly since the recent series of remunity hospitals (defined as nonfederal short-
forms of the late 1980s and 1990s (tables 1-1 anigrm facilities), of which 59 percent are privately
1-2). owned nonprofit institutions, 14 percent are pri-
In all the countries, operating expenses—thevately owned for-profit institutions, and the rest
costs of keeping the hospital running day-to-dayare operated by state and local governments.
to treat patients—account for the lion’s share of The Medicare program is federally funded pri-
hospital spending. Capital spending—the moneynarily through payroll taxes on employers and



TABLE 1-1: Approaches to Financing Hospital Operating Expenses in Seven Countrie

for inpatient
hospital services

(provincial general
tax revenues and
federal transfers)

(central government
general tax reve-
nues)

(payroll taxes paid
to social security
sickness funds)

(payroll taxes paid
to statutory sickness
funds and private
insurers)

(payroll taxes paid
to statutory sick-
ness funds, pre-
miums paid to pri-
vate insurers)

(County Council
income taxes)

The
Canada England France Germany Netherlands Sweden United States
Predominant General General tax-based | Social insurance Social insurance Social insurance General tax-based | Private insurance/
financing source tax-based social insurance

(premiums paid to
private insurers,
payroll taxes and
general tax reve-
nues for social
insurers)

Predominant
payment method
for inpatient
hospital services

Prospective
“global” budgets

(controlled by
provincial
governments)

Activity-based
financing

(funds follow the
patient; total funds
cash-limited at
district level)

Prospective
budgets

(“global allocation”
plus daily charges)

(controlled by the
government)

Prospective
“flexible” budgets”

(negotiated be-
tween hospitals and
insurance funds,
with central govern-
ment controls)

Prospective “func-
tional” budgets
(partially activity-
based),

(negotiated be-
tween hospitals
and sickness
funds, with central
government con-
trols)

Prospective hospi-
tal department
budgets; some
activity-based
financing (funds
follow services or
patients)

(county council
controlled)

Activity-based
(funds follow
patients)

(some central or
state government
controls for social
Insurance programs)

payment method
for inpatient
hospital services
provided by
physicians

Ownership of Public (100%) Public (NHS) Public and public Public (62.3%);° Public (15%), Public (nearly Public (18,2%),

hospitals (91 .3%), private affiliated (75%); private nonprofit private nonprofit 100%) private nonprofit

(percent of total (8.7%) private nonprofit (33.9%); private (85%) (71%), private

hospital beds) (5%); private for-profit (3,8%) for-profit (1 0.8%)
for-profit (19%)

Predominant Fee-for-service Salary Salary Salary Fee-for-service Salary Fee-for-service

‘The information presented in this table relates primarily to the dominant acute hospital sector at the beginning of 1994
*Beginning January 1993, effective until 1995, Germany has adopted prospective “fixed” budgets (See definitions in text).

‘The figures refer to general hospitals and include both acute and nonacute services; they refer to all 16 states of unified Germany, The former East German states had a much higher proportion of public

hospitals and beds than the former West German states

SOURCE: OTA, 1995.
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TABLE 1-2: Approaches to Financing Hospital Capital Expenses in Seven Countries

Level of Basis of reimbursement Role of health Relation of capital
Responsibility Source of funding for capital costs sector planning and operating costs

Canada Provinces Provincial funds, often com- | Separate capital funds are The hospital sector is subject to Depreciation for major medical
bined with local community granted after provincial planning by the provincial govern- | equipment may be reimbursed
or hospital funds. government approval of ment, which mostly determines through operating expenses.

proposed investments. the capacity of the system.

England Regional health National Health Service's Separate capital projects are | The central government, working | Capital charges, including
authorities capital budget is allocated to | funded if approved by through regional and district depreciation and interest

Regional and District Health | Regional Health Authorities. | health authorities, fully determines | charges, now included in service
Authorities (under reforms, the capacity of the public hospital | contracts.

hospitals will be able to gen- sector.

erate their own capital

funds).

France Ministry of Health, in | Public and PSPH hospitals Upon approval by the ap- The entire health care system Depreciation and interest costs
consultation with obtain most funds from their | propriate level of government | (both public and private health are included in operating
regional authorities | own resources, with some authority, hospitals finance institutions) are subject to formal | charges.

funding from state or local the investment from own health sector planning through the
subsidies. sources and receive state Health Map. The central govern-
subsidies if eligible. ment fully determines the capacity
of the hospital sector.

Germany State authorities State capital budgets (trend | State funding for approved Capital investments are approved | Depreciation for fully state-fi-
toward combined state and projects only for hospitals in- | and financed by state govern- nanced capital not included in
hospital funds). cluded in the state hospital ments on the basis of state hospi- | operating charges; depreciation

plan (almost all hospitals); tal plans. State governments fully | and interest costs Included in
trend toward combined state | determine the capacity of the hos- | operating charges for capital
and hospital funding of capi- | pital sector. financed from combined state
tal after consensus among and hospital funds.
hospital, state, and sickness
funds.

The Central and regional | Hospitals’ own financial re- Internal sources and loans Construction of facilities and Depreciation and interest costs

Netherlands

governments

sources.

from private banks upon
regional or central govern-
mental approval of capital
investment.

purchases of major medical

equipment require a government-

issued license, issued on the
basis of regional and national
health-sector planning.

fully recoverable through patient
charges.

(continued)
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TABLE 1-2 (Cont'd.): Approaches to Financing Hospital Capital Expenses in Seven Countries

Level of
Responsibility

Source of funding

Basis of reimbursement
for capital costs

Role of health
sector planning

Relation of capital
and operating costs

Sweden

County Councils

Separate county council cap-
ital budgets, but trend
toward including building
and equipment costs in
hospitals’ operating budgets.

Buildings are rented and
equipment leased upon
approval from the county
council.

The capacity of the hospital
sector is planned and controlled

at the county council level, with in-

put from regional organizations.

Trend towards allocating building
rents and capital-related costs to
hospital departments.

United States

Hospital
management

Hospitals’ own financial
resources.

Internal sources and private
loans.

Almost none. Some states require
a certificate-of-need process for
reviewing and approving capital
projects.

Depreciation and interest costs
mostly recoverable through pa-
tient charges, although not all.

saLuNoY) uaAsg ui Butoueulq [eydsol |01
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employees. In 1993 Medicare covered about 13
percent of the population and paid 28 percent of all
hospital operating revenues. Until 1983, Medi-
care generally paid hospitals retrospectively
based on the costs of care for each patient hospital-
ized. Explosive cost increases throughout the
1970s and early 1980s led to introduction of a
“prospective payment system” (PPS) that uses na-
tionally standardized payment rates by “diagnosis
related group” (DRG). DRG-based payments
were intended to provide incentives for hospitals
to improve efficiency by offering a standard pay-
ment for all similar patients receiving similar ser-
vices. PPS was important in decreasing the length
of hospital stays. After PPS was ingtituted, the rate
of increase in hospital costs did decline, but only
temporarily. Within a couple of years, the rate of
growth was back up to pre-PPS levels. PPS was
also associated with a substantial shift to outpa-
tient treatment for certain types of services, in-
cluding outpatient surgery.

DRG payments have not kept pace with in-
creases in hospital costs, but hospitals have, by
and large, maintained their previous rates of
growth by charging private insurers more, a prac-
tice known as “cost shifting.” Because insurers
traditionally have passed along these higher
charges in the form of higher premiums or copay-
ments, the level and quality of care for Medicare
patients probably has not been affected greatly.
But with greater market pressure brought by pri-
vate insurers on hospitals to lower their charges
(discussed below), hospitals will find it more and
more difficult to shift costs.

Medicare pays for most outpatient services on a
cost basis. In 1986, Congress first directed the
Health Care Financing Administration (HCFA,
the agency that administers Medicare) to propose
a PPS for outpatient services and provided a list of
requirements for the system to meet. Developing a
viable method turned out to be much more diffi-
cult than designing the DRG system for inpatient
care, and only now, in 1995, have options for es-
tablishing an outpatient PPS been submitted to
Congress. But the options developed so far would
apply to only about one-third of outpatient spend-
ing. Implementation may be years off.

TABLE 1-3: Hospital Expenditures by Source of Funds
1993 (in billions of dollars)

Hospital All health
Program area expenditures expenditures
Private spending 1437 4455
Public spending 182,9 337.0
Medicare 92.7 151,1
Medicaid 42.4 172,8
State & local public 3.1 5.0
assistance programs
Dept. of Veterans Affairs 118 14,2
Dept. of Defense 104 133
Workers Compensation 10.0 20,6
State & local Hospitals 10.3 10,3
Other public programs 21 9.7

SOURCE. U.S Department of Health and Human Services, Health
Care Financing Administration, Office of Research and Demonstra-
tions, Health Care Financing Review 16(1), fall 1994

Medicaid is a tax-financed state-federal health
care program for low income and disabled people,
which covered 8 percent of the population in 1993
and accounted for 13 percent of hospital pay-
ments. Eligibility for Medicaid is determined by
each state within federally determined guidelines
and varies considerably across the country. Virtu-
aly al hospitals participate in Medicaid, although
the extent of participation varies widely. Medicaid
beneficiaries are more likely to get inpatient care
in public nonfederal hospitals and teaching hospi-
tals, and less likely in private hospitals, which
may be reluctant to admit Medicaid patients be-
cause of low reimbursement rates and restrictions
on coverage.

Before 1980, Medicaid programs were re-
quired to use the same methods as Medicare to pay
for hospital services. Legidative changes in 1980
and 1981 allowed states to develop their own pay-
ment arrangements with hospitals. The substan-
tial state autonomy and the imperative to constrain
costs in Medicaid programs has led to heteroge-
neous approaches to reimbursing hospitals. Pro-
spectively determined payment rates are com-
mon, but are packaged differently in different
states. In addition, more and more states are
introducing managed care initiatives as a way to
either hold down costs, increase coverage to a
broader population, or to achieve both goals.
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More than half the states have applied for waivers In response to greater purchaser collaboration,
that excuse them from certain Medicaid specificaproviders are increasingly cooperating to form in-
tions so they can institute changes that move evaggrated networks or systems of care that can bar-
farther from a “standard” Medicaid program gain with purchasing groups directly. During the
States are being seen as laboratories for exper980s and early 1990s, many hospitals have
imentation. merged with, acquired, or affiliated with other

Government influence on the hospital sectolinstitutions to create larger systems to compete ef-
has been very strong, but most people—aboukctively for patients under managed care con-
two-thirds of the population—still are covered by racts. This trend is, if anything, growing stronger,
private insurance, most sponsored by employergy,q is a major force putting downward pressure on
About 35 percent of hospital expenditures are pa'ﬂospital costs.

for by the hundreds of U.S. private insurers, under 1ha effects of these changes are seen in a slow-

a multitude of plans. The very essence of the prig,; ot hogspital cost growth in the 1990s, particu-
vate insurance sector is variability in its range oﬁ

) : arly dramatic since about 1993. Adjusting for the
plans, benefits covered, reimbursement system . . .

: : ects of inflation, the real growth in costs per
payment rates, etc. These attributes are combine

with a range of payment mechanisms for benefitaSe fell from 5 percent in 1992 to less than 2 per-

ciary contributions, including coinsurance, co—Cent in 1993 and the beginning of 1994. In add-

payments, deductibles, and other out-of-pockerl.jon to the declines in lengths of stay and per-capi-

expenses. ta a_dmission_s, discussed earlier, growth in
The fact that health insurance benefits hav&0SPital salaries also has slowed.
been consuming an increasing share of employee This is not the first time that the rate of growth
compensation relative to wages has contributed t Nospital costs has slowed down. Hospitals have
the pressure to hold down costs. The constakgSPonded before, with a decline in growth rates
pressure of rising costs and expanding demandfter introduction of the prospective payment sys-
means that insurers continually seek ways to cafg¢m; earlier, in the 1970s, to the Nixon Adminis-
both expenditures and benefits. One important relfation’s economic stabilization program; and at
sponse to this pressure has been the extraordins®{her times. These earlier slowdowns did not
growth in managed care organizations and the ifhold, however, with rates of increase picking up
creasing tendency of purchasers to form large buywithin a few years.
ing groups. Managed care organizations vary in Whether the current slowdown will continue is
structure, scope, and size, but all constitute intedebatable. Part of the impetus for hospitals to im-
grated service networks that often combine insurprove efficiency and cut costs was undoubtedly
ance functions with health care delivery. Purchasthe prospect of comprehensive health care reform
ing groups (including large employer andat the national level. That pressure appears to be
government purchasers) tend to contract sele®ff for the foreseeable future. But today’s pres-
tively with managed care organizations or to consures also come from the private sector, and
tract directly with networks of providers to supply changes in the private insurance market are accel-
health care services to the group’s members. Therating. Many people believe that these market
growth of managed care organizations has alstorces holding down health care costs will be sus-
been accompanied by greater financial risk-shartained and will continue to keep growth in check
ing by providers, which might include sharing by wringing still more inefficiency out of the sys-
profits or surplus funds in risk pools with provid- tem, by promoting cost-saving new technology,
ers or paying providers on a per person (capitaand by abandoning services with only marginal
tion) basis. health benefits.



Chapter 1  Summary and Lessons for the United States | 13

Hospital Capital Expenditures is still growing as a percentage of total hospital
U.S. hospitals have great freedom to decide howpending.

much capital they need, with relatively few regu-

latory constraints. Public hospitals may be re{] |nternational Trends

quired to follow government guidelines forcom-_l_h q f medical cost iall
petitive bidding arrangements, but few states € upward pressures of medical Costs, especially

exert direct control over the decisionmaking orac!" hospitals, are fel't in all CP“””'eS and the re-
quisition process for capital. About 30 states operSPONSes are a continual series of reforms that at-
ate some kind of certificate-of-need program rel€MPpt to maintain control over costs and improve
quiring prior approval of large capital j[he quallty of services. Thg six countries included
expenditures, and other states limit the amount dft this study, though crossing the spectrum of or-
capital available by other means, but these proganlzatlon and financing, all maintain near-uni-
grams do not appear to have had much impa(y[ersal coverage of their populations, and no re-
overall. forms have sought to exclude segments of the
Capital expenditures are financed through funfopulation from coverage (though in some coun-
draising (i.e., gifts), loans, and routine paymentdries the amount people must pay out-of-pocket
for services by insurers (including the federal govhas risen, which may effectively reduce access for
ernment). About half of all capital expendituresSome people, and the range of benefits to be cov-
are financed by loans and the rest by other source®€d by public or sickness fund insurance is alive
Under “traditional” cost-based reimbursementin policy discussions). Changes to improve the
systems, capital expenditures for buildings angountries’ health systems have focused more on
equipment (represented by depreciation and intethe supply side of the system through provider in-
est payments on debts) are passed through ﬁgntives and on the demand side through the cre-
payers by adding on an appropriate amount to afition of purchasing organizations.
charges for services. But as cost-based reimburse- Canada, England, France, Germany, the Neth-
ment is being rep|aced more and more with proerlands, and Sweden all Currently have or have re-
spective payment systems that pay a predetegently had some form of prospective budgeting
mined charge for each service, payers can exerci§¥stem for most hospitals, i.e., they determine
more control over how much allowance they makethead of time how much money a hospital will get
for capital costs. Medicare’s PPS system originalfor operations in the next year. One of the most
ly allowed capital costs to be paid directly as refervasive factors underlying reformin these coun-
quired, independent of DRG payments, but as Om'ies is the belief that, while prospectively fixed
the 1992 fiscal year, capital costs are gradually bdospital budgets help promote overall expendi-
ing incorporated into DRG payments, giving theture constraint, at least for inpatient services, ex-
government greater control over the level of capiplicit incentives and controls are needed to en-
tal it provides to hospitals. courage the efficient and equitable allocation of
Through the 1980s, hospitals competed by corfunds within individual hospitals or across hospi-
tinually upgrading their facilities and providing tals. In simpler terms, where no appeal for more
the most sophisticated medical technology. Thesgoney is possible, a fixed budget can hold costs
capital expenditures were a major contributor tadown to an absolute level, but not necessarily im-
the rise in hospital and health care costs. Todayrove the return on the money spentin terms of the
with price competition a much greater factor in thequality or quantity of hospital services.
survival of hospitals, investments in the latest Traditionally, annual hospital budgets have
technology are no longer a given. In this case, limbeen based largely on historical costs, adjusted for
its on new technology may be imposed by markesuch factors as general inflation, service growth,
forces. At the moment, however, capital spendingnew technologies, and wage and salary increases.
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A hospital budgeting system based on historical. strategies that depend on activity- or case-mix
costs, however, may not encourage hospitals to try based budget determinations.

to find cheaper ways to produce hospital services The first strategy has recently been adopted by
or to improve the quality of services to attract pathe Netherlands, England, and some Swedish
tients. Hospitals only have to ensure that their €Xcounty councils. In these places, reforms have fo-
penditures stay within the amount provided fromcysed on separating the purchasers of hospital ser-
the government or insurance funds. Of course, ifjices from service providers. Money is directed to
annual budget determinations do not keep pac@dividual hospitals either through patient deci-
with the demands placed on a hospital’s servicesjons to choose a specific hospital (i.e., “money
the overall budget restraint may require hospitalgg|jows the patient”), through a purchasing orga-
to cut their costs. Historical cost budgeting maynization’s decision to contract with a hospital to
also lock in inequitable funding arrangementsyrovide services to the organization’s members,
Hospitals that have been historically underfundegy as in some Swedish hospitals, hospital depart
or become underfunded because of changes in Igyents “purchase” services from other depart-
cal population needs often remain underfundeghents.
while other hospitals may be inefficiently over- |, sweden, several county councils have estab-
funded. lished internal hospital markets under which some
For these reasons, countries with prospectively]ospita| departments (usually clinical depart-
fixed budgets have chosen to redesign hospital ﬁments) are given budgets out of which they pur-
nancing or payment mechanisms to better accoughase services (e.g., diagnostic tests, food, and
for patient flows and patient needs, and to promotgoysekeeping services) from other departments,
more efficient use of resources. Cost containmergncouraging scrutiny of the costs and benefits of
has not been abandoned as a primary goal in hogeryices that patients get. Other Swedish county
pital financing reforms, but this goal is increasing-councils have established external markets by al-
ly accompanied by attempts to encourage Morgycating budgets to authorized purchasing orga-
efficient production of hospital services. Real-pjzations that are responsible for buying all health
location of funds among hospitals is not alwayszare for a defined population through contracts
designed to decrease aggregate hospital spendifgith health care providers.
but may be used to provide more money to hospi- Epgland and the Netherlands have adopted
tals where health care needs are greatest and I§#gre decentralized, market-oriented mechanisms
where needs are lower in order to obtain bettefo pay for hospital (and other) services. Following
“value” for the same amount of resources spenteforms in these two countries, a large part or all of
Different ways of paying individual hospitals 4 hospital's operating revenues are determined
(e.g., a fixed payment per hospital episode) havgyrgely by the contracts it negotiates with purchas-
also been adopted to a limited extent in someys for specific services. In England, purchasing
countries to motivate hospitals to lower their pro-grganizations (District Health Authorities or gen-
duction costs by reducing lengths of stay, usingra| practitioners who have become “fundhold-
less expensive labor, or using cheaper medic@s) receive a budget from the government,
technologies or settings where appropriate.  \hich is proportional to the size of the population
Financing reforms adopted by the six studiedtor whom they provide health services. The pur-
countries follow one or both of the following chasing organizations are responsible for con-
broad strategies: tracting with hospitals to provide inpatient ser-
1. strategies that depend on greater internal or exdces to their enrolled populations (a very small
ternal market competition to reallocate fundsnumber of British hospitals still operate on pro-
among hospitals and within hospital depart-spectively determined budgets).
ments, and
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In the Netherlands, about half of a hospital’sHospital Capital Expenditures
revenue comes from a prospective budget basertends toward greater hospital efficiency are
on the size of the population it serves and on thechoed, but to a much lesser extent, in the six
number of authorized beds and medical specialigfountries’ reforms of capital financing. Some re-
units that it has. The other half is determined byorms have been aimed at requiring explicit con-
“production contracts,” the result of annual ne-sideration of the “opportunity costs” of making
gotiations between hospitals and health insurerspecific capital expenditures—i.e., what other op-
(both sickness funds and private insurers) over thgortunities there are for investing the money that
projected volume of hospital use by each insurer’'svill be lost by spending it a certain way. Others
beneficiaries. Health insurers agree to pay hosphave changed the threshold for approving capital
tals for a predetermined number of hospital adexpenditures in countries where approval is re-
missions, inpatient days, outpatient visits, andjuired and changing the way in which hospitals
daycare visits, and for some specific high-costre paid for capital expenditures.
treatments. Payment rates for hospital services are In England, before recent National Health Ser-
determined by a quasi-governmental agency. Prodce (NHS) reforms, depreciation and the oppor-
duction contracting acts as an instrument fottunity costs of using capital assets were not explic-
adapting hospital budgets to changes in demanitly separated out in NHS accounts because all
for a hospital's services, making the budgetinghospitals were owned, operated, and funded by
scheme more flexible. Production contracts havéhe NHS. But since 1991 and the reforms that have
also increased the role of health insurers in theeparated purchasers and providers, charges for
budgeting process and have tended to decentralizapital have begun to be incorporated into con-
the process. tracted rates for hospital services. The reforms

The second broad strategy for financing re-also for the first time allow NHS Trusts to finance
forms moves from budgets based on historicatheir capital requirements from within their own
costs to allocating money in ways that more accubudgets and by borrowing.
rately reflect each hospital’s patient load and ac- Until recently, private loans to hospitals in the
tivity. These methods use measures of the hospNetherlands were guaranteed by the national gov-
tal’'s case mix or severity mix, often derived fromernment, which is estimated to have decreased in-
the diagnosis-related groups (DRGs) used in U.Serest payments by about 1 percent. This arrange-
Medicare’s prospective payment system, to detement was recently ended to encourage hospitals to
mine at least a portion of the budget. The Canabehave like private companies in obtaining loans
dian provinces of British Columbia, Alberta, andfor capital investments. A general trend in Swe-
Manitoba have begun using various forms of popéen’s county councils is to allocate rents for hospi-
ulation- or case-mix based measures to set a pdrl buildings and investment costs directly to hos-
centage of hospitals’ budgets to encourage hosppital departments to motivate them to more
tals to produce services more efficiently or to aligrefficiently use different kinds of hospital inputs
hospital funding more closely with population (e.g., labor versus high-technology equipment) to
needs. France is also conducting limited experiprovide services. Although France has not
ments in a number of hospitals to test a case-mighanged its policy of providing free state and local
based approach to financing, with hospitalgovernmentsubsidies and interest-free loans from
charges based on homogeneous patient groupgkness funds for public hospital investment,
that are similar to DRGs. Germany has recentlypublic hospitals are obtaining an increasing share
expanded the use of special fees and case-basefttheir capital funds from internal sources and in-
payments that are conceptually similar to U.Sterest-bearing loans.
Medicare's DRGs with the goal of bringing most  Because of the split between capital planning
hospital inpatient care under a more performanceand budgeting and operating cost budgeting, the
related system. impact that capital investments will have on future
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hospital operating costs often is not considerednent restricted county councils’ ability to further
when decisions about capital investments aréncrease tax revenues. In England, the amount of
made, but this, too, is being addressed in som@oney flowing to District Health Authorities or to
countries. The Canadian provinces are increasingyeneral practitioner fundholders to purchase hos-
ly requiring that requests for approval of hospitalpital services is still cash-limited by their respec-
capital expenditures include an “economic casetive Regional Health Authority, and, ultimately,
that the capital purchase will either reduce operalhy aggregate limits on National Health Service
ing costs by improving technical efficiency or thatfunding from general tax revenues.
it will lead to improvements in patient outcomes  French public (and affiliated private) hospital
sufficient to justify the expenditures. In the prov-pydgets are still largely constrained by prospec-
ince of Manitoba, getting approval for new equip-tive budgets (called global allocations) that must
ment requires that the implications for future hoshe approved by government authorities. Negoti-
pital operating costs be predicted before a decisiogtions between German sickness funds and Ger-
is made. If itis likely to significantly increase op- man hospitals over a hospital’s prospective budget
erating costs, e.g., require additional staff or mainare more constrained since that country’s most re-
tenance, it may be treated as a new program preent health reforms were adopted. The German
posal, which is evaluated more rigorously. InHealth Sector Act of 1993 requires fixed prospec-
Germany, with only some recent exceptions, thgjve hospital budgets from 1993 to 1995 that can
law has allowed the cost of Capital investment t(ho |0nger be adjusted for the difference between
be added directly to hospital charges only for projthe actual number of inpatient days delivered and
ects designed to reduce operating costs. the predicted number. The Health Sector Act also
U.S. hospitals must raise their own funds, usustrictly constrained growth in hospital budgets
ally through equity or borrowing, and therefore al-during that period, tying growth to increases in
ready include the opportunity costs of capital in-sijckness fund income.
vestment funds and pOSSibIe impaCtS on future The Canadian provinces have also become
operating costs in their decisionmaking processmore forceful in the 1990s in developing institu-
Individually, U.S. hospitals have incentives totjonal expectations that hospital budgets are bind-
purchase capital when the expected benefits of gRg. The Netherlands’ hospital reforms provide a
investment project outweigh its cost, but the lackyartial exception to this rule of aggregate limits on
of overall planning and allocation of capital hospital spending. The new budgeting scheme
among regions and hospitals does not promotgith production contracts leaves one avenue for
maximization of the net benefits of Capital invest'hospita| Spending open-ended, and the Health
ments in the hospital industry or country as a\Ainistry may now on|y issue expenditum*gets

whole. for any given year. However, the Ministry may
make up a cost overrun by reducing the next year’s
Overall Hospital Spending budget.

Recent and ongoing reforms are expected to in-

crease hospital efficiency and patient satisfaction] Other Areas of Health Care and

However, unlike the United States, in all six com- Hospital Reform

parison countries there are still explicit limits onA trend in the six countries, though not as perva-

the total amount of money available to pay forsive as strategies to improve efficiency, is the

hospital services. movement toward allowing greater patient choice
In Sweden, hospital funds are limited by theof insurance organization, health care providers,

county councils, which determine hospital departor both. Strategies to achieve this goal often over-

ment budgets or the budgets of purchasing orgdap with schemes to promote greater efficiency.

nizations; beginning in 1991, the central govern-Greater choice may not only make consumers
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more satisfied with their health care system, but igrams, and generally moving patients “closer to
also may encourage providers and insurers to tdfgome.” The Netherlands’ production contracts
to improve quality and lower costs to attract cushave decentralized the hospital budgeting proc-
tomers. ess. Some Swedish county councils’ and Eng-
In 1997, blue-collar workers in Germany will land’s purchaser-provider splits have put more
for the first time have the right to choose amongoower into the hands of health care purchasers. In
sickness fund3.In Sweden’s traditional health Sweden, the tax and planning powers of county
care system, patients were assigned to a primagpuncils allows different councils to experiment
health center and a hospital. However, the estatwith financing and payment arrangements.
lished, well-defined catchment areas of health
centers and hospitals have been increasingly queSONCLUSIONS
tioned by the general public. In response, therhe period since 1980 has seen constant change in
Swedish Federation of County Councils adopted ghe role of hospitals all over the world, reflecting
statementin 1991 that calls for all Swedes to be aboth the dynamism of medicine and the tightening
lowed to choose their physician and hospital.  financial climate. The countries studied by OTA
Under the Netherlands’ reformed system, paall started from different places, but all have
tients may choose their health insurer—either ghared the reform goals of greater cost contain-
sickness fund or a private insurer—and insurersent, efficiency, and health service coverage. The
compete to attract subscribers. A major element girevailing approaches to hospital financing and
the United Kingdom’s reforms was increased conthe recent reforms emerge from specific historical,
sumer choice of providers and services. Generdlultural, political, and societal contexts that do not
practitioner fundholders will compete for patientlend themselves to unidimensional categoriza-
enroliment, and public and private hospitals intion. Broadly, financing models are tax-based
turn are expected to compete for their patients. CdCanada, Sweden, England) or insurance-based
nadian citizens have always had free choice ofFrance, Germany, the Netherlands, and the
physicians and hospitals under Canada’s MediUnited States), but the mode of financing appears
care system. France’s 1991 health reform act reif0® be neither a constraint against nor a requirement
erated patients’ freedom to choose a physician dPr any particular type of hospital financing re-

hospital. form. o
Decentralization of decisionmaking is another The United States stands outamong its interna-

trend in these countries. England’s purchaser-prdional peers as having the highest level of hospital
vider split shifts hospital decisionmaking from lo- COsts since 1980, but also for pioneering financing
cal government entities to individual hospital Mechanisms—especially prospective payment
managers. Canada has always been decentraliz&¢stems—that have led hospitals to reduce the
to the provincial level, which allows for exper- hospital resources used to care for individual pa-
imentation and for funds to be more closelytients, including shifting the site of care away

aligned with local population needs. British Co-from the inpatient setting for many patients. These
lumbia’s new restructuring initiatives attempt tomechanisms, especially the DRG system
create a more efficient and patient-friendly matchntroduced in the mid-1980s in the United States,
of needs and levels of care by downsizing large urare now, in the 1990s being adopted by other
ban hospitals, expanding community-based proeountries as ways to allocate funds among hospi-

3White-collar workers already have this right, and they can also choose to leave the statutory insurance system and go to a private insurer.
German consumers have always been able to choose their physicians, but sickness fund patients usually have to go the nearest hospital with
suitable facilities.
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tals, most often within the constraints of prospec- The Medicare program’s move to eliminate the
tive budgets. historical separation of operating costs and capital
Other countries have had greater control oveexpenditures is also a step toward increasing the
total hospital spending at a central level. To a largeationality of the system. Some other countries
degree, these countries’ reforms seek to integratglso are moving in this direction, a move that
the advantages of spending controls that they hawhould place their health care systems—regard-
already with more efficient and equitable producdess of how they are financed—in a more market-
tion of hospital services. Decentralizing hospitaldrive mode.
financing, creating incentives for competition \What can the United States learn from its in-
within the hospital system, and basing a greatefernational peers about the costs of hospital care?
amounts of a hospital’s revenues on the needs fe way that other countries have kept spending at
the population it serves are the goals of reformg |gyer level than the United States is no mystery:
while also giving consumers more choice infiyaq (or relatively fixed) budgets have been setin
where and from whom they get their health carey; .y a1y all these countries by some central au-
Basically, they are attemptlrjg to m'groduce Se"[hority. The U.S. system as it is today and is likely
Iected_ market-type forces mt_o their SYSIeMSy, he'in the foreseeable future does not allow for
choosing largely from mechanisms deemed SUShis type of centralized decisionmaking. Fixed,

cessful in the U.S. system. :
The United States is moving to a more forcefuI—prOSpeCtIVe budgets have apparently not made the
other countries’ systems more efficient, either; in

ly market-driven health care system in which price[ )
competition has become more important than i act, they_ may _ha\_/e had the opposite ef_fect.
There is intrinsic value in understanding more

has ever been. In the early 1980s, the Medicareb th th ries funci d their si
program’s prospective payment system led to outhow other countries function, and their sim-

slowdown in cost increases to the federal goverr 2/ ti€s and differences with the United States.

ment, though not in national health care spending! €€ may well be some important lessons to be

In the 1990s, the private sector is applying th 'earned.at the operaFionaI level of ho;pitals fr(_)m
greatest pressure to slow cost growth. Ratchetinfftérnational comparisons, but at a national policy
down by private insurers will also affect publicly [€vel, the great efforts that have gone into interna-
funded health care by making it more difficult for tional comparative studies over the past decade or
hospitals to recoup their deficits from MedicareSO have produced relatively little practical return
and Medicaid patients by shifting costs to the prifor the United States. They may be of greater value
vately insured. Ultimately, this will mean among countries with systems that are more simi-
constraining the growth of services, finding Wayslar in their health care systems. The United States
of providing the same services at lower cost, ophould continue to be aware of and examine other
both. Advances in medical technology alreadycountries’ successes and failures in managing
have contributed to this effort and will probably health care, but with limited expectations. The
continue to do so. Continuing to wring inefficien- U.S. health care system is peculiarly our own. In
cy out of the system—>by eliminating unnecessaryhe 1990s, progress is more likely to come from
care and by further streamlining the functions thatithin than from imported solutions.

remain—also will contribute.
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