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Fo reword

ospitals—the largest single item in the health care budget—have

been a prime target of policymakers in attempts to rein in rising

health care spending. In the search for new ideas about how to or-

ganize and pay for health care, U.S. policymakers and researchers
have looked to other countries that appear to have been more successful at
holding down costs. This seven-country study of hospital financing is an at-
tempt to find lessons for the United States.

The individual experiences over the past decade of the United States and
six of its international peers—Canada, England, France, Germany, the
Netherlands, and Sweden—in hospital financing and payment systems are
reviewed by experts in each country. In the other countries, the cost of hos-
pital care (and of all health care) has, in fact, risen more slowly than it has in
the United States. Perhaps surprisingly, though, reforms have been and con-
tinue to be instituted in these countries not only to keep cost increases down,
but also to improve the efficiency of the systems, in part by introducing se-
lected aspects of a market system, many borrowed from the United States.

At a national policy level, there appears to be little for the United States
to adopt from abroad. Other countries have managed to keep hospital and
total costs down by, in one way or another, imposing cash limits on the
health care system. A market-oriented system, such as the current U.S. sys-
tem, is not as amenable to absolute limits, and in the 1990s progress is more
likely to come from within than through imported solutions.

This background paper is part of a larger stlrdgrnational Differences
in Health Care Technology and Spendimdhich consists of a series of
background paperdnternational Health Statistics: What the Numbers
Mean for the United Stategs published in November 1998ternational
Comparisons of Administrative Costs in Health Cappeared in Septem-
ber 1994, andHealth Care Technology and Its Assessment in Eight Coun-
tries, in February 1995.

OTA has been greatly assisted by the advisory panel for the overall study,
chaired by Rosemary Stevens of the University of Pennsylvania. Miriam M.
Wiley, of the Economic and Social Research Institute in Dublin, Ireland,
guided the country authors and coordinated much of the work. As with all
OTA documents, however, responsibility for the content rests with OTA.
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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-

for the
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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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SOURCE: Organisation for Economic Cooperation and Development, OECD Health Data (Paris: OECD, 1995),

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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SOURCE: Organisation for Economic Cooperation and Development, OECD Health Data (Paris: OECD, 1995)
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).



4 Hospital Financing in Seven Countries

FIGURE 1-4: Acute Hospital Beds/1,000 Population

Selected Countries, 1980-91
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SOURCE: Organisation for Economic Cooperation and Development, OECD Health Data (Paris: OECD, 1995).

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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-#- Canada
-A— France
-o—- Germany
-¢— Netherlands
— Sweden
—+#- UK

—— USA

1980 81 82 83 84 85 86

87

88 89 90 91 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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6 Hospital Financing in Seven Countries

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



Chapter 1 Summary and Lessons for the United States 111

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.
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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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Hospital
Financing
In Canada

anada is often described as having a national health insur-

ance system; this is not entirely accurate, however, since

each of the 10 Canadian provinces (and two territories)

administers its own health insurance plans. Although the
hospital and medical components of those plans are subject to
federal guidelines, the provincial governments make their own
decisions about health care financing and payment of providers,
benefits other than hospital and medical care, and the organiza-
tion of health services. Despite some heterogeneity among prov-
inces, however, the provincial health systems have several fea-
tures that are common across the provinces.

To qualify for federal contributions, provincial hospital and
medical insurance plans must fulfill federal eligibility and cover-
age standards, which include public nonprofit administration,
portability of benefits across provinces, comprehensive coverage
defined as “all medically necessary services,” accessibility, and
universal coverage. All 27 million Canadian residents, regardless
of age or financial or health status, are entitled to participate in
their respective provincial plans. Provinces can insure benefits in
addition to hospital and physician services, but they are left to
each province’s discretion and vary among provinces.

Among the Organisation for Economic Cooperation and De-
velopment (OECD) countries, Canada is unique in having no pri-
vate-sector involvement in hospital and medical insurance. Pri-

vate insurers cannot compete with the public medical and hospital '

insurance programs, but can only cover services not covered by
provincial plans (e.g., outpatient prescription drugs, dental care,
cosmetic surgery, optometry, physiotherapy). A large percentage
of the population has some private coverage, usually paid by em-
ployers. Hospitals (and physicians) are largely prohibited from

by Morris L. Barer 2
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treating both patients whose care is paid for bW §TRUCTURE OF THE HOSPITAL SECTOR
provincial plans and patients who pay directly.,yqgpitals were brought into the Canadian health
The prohibition of p_nvate insurance for_ benefits .5 system under the Hospital Insurance and
c_ove_zred by the provmcesylrtually establishes Propjiagnostic Services Act (HIDS) of 1956 (41).
vincial governments as single payers of much Ofrqr the purposes of this chapter, “hospitals” are
the health care received by Canadian residents. 5 te care and rehabilitation care facilities, some
_ Provincial health plans are financed almc_)st_enbf which also contain extended care bedBy
tirely from general revenues (from provincial 1961 gl provinces had met the terms and condi-
sources and federal transfers to provinces), rais§flns required to receive federal funds for hospital
through personal, corporate, sales, payroll, anglyst_sharing. Since that time, hospital care in Can-

oth_er broad-ba_sed taxes (residents of Alberta angha has been provided largely through publicly
British Columbia also pay monthly premiums). In 5\yneqd and funded nonprofit institutions. There is

1993, provinces funded approximately 70 percenfjyy,a|ly no private acute care hospital sector in
of Canada’s total health expenditures (which incanada; although an active private long-term care
cludes federal transfer payments) and paid for kg ctor includes a variety of chronic care institu-
most 90 percent of all physician and hospitaljong These institutions, even though privately
charges. The remaining 30 percent of nationglyyneq receive a significant amount of public
health spendm_g came predominantly from p”Vatqunding. (TheCanadian Hospital Directoryists
payments, mainly for the costs of long-term careg, e 50 private hospitals, but most are psychiatric,
adult dental care, nonprescription drugs, and othearrug and alcohol rehabilitation, and long-term

items (27). _ o care facilities.)
The simple story of Canadian hospital financ-

ing—which might be summed up as single-source

public funding allocated to hospitals via gIobaIPHYSK:"AJ\IS

budgets established by provincial Ministries ofFor nearly all Canadian physicians, hospitals
Health—offers a relatively accurate picture. How-serve as free workshops. General/family practitio-
ever, this general description masks both provinners may admit patients directly to a hospital or
cial/territorial variations in the details of hospital may refer their patients to specialists who may
funding and the different ways in which hospitalthen recommend hospitalization. In either case the
capital and operating costs are paid for and alloprimary care practitioner or specialist can follow
cated. The objective of this chapter, therefore, is tthe patient into the hospital and bill the provincial
clarify the general story, with particular emphasismedical plan for hospital visits or for surgical pro-
on recent new provincial funding initiatives for cedures or assists. Physicians are paid fees for in-
hospital operating costs and on the less well-unpatient services but are responsible for none of the
derstood capital funding procesApproaches to hospital costs incurred.

funding capital and operating costs are described Many specialists (particularly tertiary care sub-
in more detail for several provinces to illustratespecialists) are hospital based; some have their of-
the general structure of the Canadian hospital fifices within the physical confines of the hospital.
nancing system. Most hospital-based physicians, however, are

1This document reflects the situation in Canada as of the spring of 1993, and rapid changes occurring in the provinces may render it an
inaccurate representation of hospital financing in 1995.

2For more detail on hospital classifications, see (13,40).
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paid fees for services from provincial medicalline-by-line detail eventually persuaded minis-
plans rather than from the hospital’s budget. Alsotries to move away from this approach.
a sizable number of diagnostic physicians (e.g., Per diem reimbursement involved retrospec-
radiologists, pathologists) are in salaried hospitalive adjustments to hospital operating budgets
positions. Many of the services they provide aréhased on the actual number of inpatient days of
also paid for on a fee-for-service basis to the hoseare provided, leaving provincial ministries with a
pital by the provincial medical plan. large open-ended line in their budgets. (For exam-

A small (but growing) number of specialists isple, a special request for additional funding in
negotiating alternative payment arrangementgritish Columbia in fiscal year 1980-81, amount-
with provincial medical plans. For example, aing to almost 25 percent of hospital expenditure
teaching hospital-based neonatology unit may neestimates, was required to cover actual per diem
gotiate with the provincial ministry of health for costs that year [24]). Inflation-adjusted per capita
sessional (half-day) payments to its practitionersospital expenditures increased by 7.6 percent
or even for block operating funds. These fundsinnually during the 1960s, in part because fund-
generally flow to the hospital separately from itsing increases were relatively generous and also
operating budget; they derive from a differentpecause ministries tended to cover year-end budg-
branch of the provincial ministry. et deficits3

In general, like the United States but different The line-by-line budgeting approach has large-
from most of the other five countries in this StUdy,|y disappeared (although about 20 percent of hos-
the only physician costs that appear in a hospital’gjtal budgets in Québec continue to be determined
operating budget are for salaried medical staffgp g line-by-line basis [14], and Alberta only re-
such as the heads of clinical departments or diag:enﬂy moved away from this method [28]). The
nostic salaried positions, postgraduate medicahove toward “global budgeting” began in Ontario
students (interns and residents), or physiciang, the late 1960s (17). With this method, budget
serving in administrative posts (e.g., CEOs or vicgegotiations focused on the total budget rather
presidents). These costs represent only a Vefhan on individual activity or cost centers within
small fra(?tion ofthe totgl cost of physicians’ ser-ie budget (and hospitals gained considerable
vices delivered in hospitals. flexibility in moving funds among operating

lines). Under the original global budgeting meth-

HOSPITAL OPERATING COSTS od, the annual funding allocation was based on a
series of relatively mechanical adjustments to the
previous year’s hospital expenditures. Special
Historical Hospital Financing Approach provisions were made for new programs, unantici-
Hospital funding in the early years of the publicpated and justifiable increases in service provi-
program was characterized by either line-by-linesion, or other unforeseen circumstances. The ef-
budgeting or per diem reimbursement. Undeifort required of ministry staff in approving
line-by-line budgeting, individual institutions ne- budgets was reduced significantly. Retrospective
gotiated specific budgetary line items with pro-line-by-line review was invoked only in situations
vincial ministries of health. The total budget al-in which hospitals exceeded their budgets.
location for an individual hospital was the For many years the change from open line-by-
aggregate of the line items. Reallocation of fund¢ine budgets to the theoretically capped global
between different line items was severely rebudgets lacked “teeth” for controlling the growth
stricted, and the effort involved in scrutinizing theof hospital expenditures because most expendi-

[J Financing Model

3 Per-capita hospital expenditure data are from Barer and Evans (6) and were deflated using a GDP implicit price index (16).
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ture overruns were ultimately covered by provin-for hospitals. Although provinces receive federal
cial health ministries. Québec tried to close offtransfer funding for health care programs gov-
year-end coverage of deficits, and several proverned by the Canada Health Act, these funds fall
inces, led by Québec, experimented with a varietyar short of the total cost of the programs; there-
of incentive reimbursement schemes to motivatéore, they are treated simply as part of general
hospitals to use their funds more efficiently. Yetprovincial tax and transfer revenues. Provincial
this movement had a rather checkered historyninistries of health must compete with other minis-
(14,21), in part because of glaring failures to un4ries in their provinces for a piece of the general
derstand the motivations of key hospital stakerevenue pie and must then allocate their share
holders. For example, for some time in Ontarioamong hospitals, other health care institutions,
hospitals could not run deficits but also could nohealth agencies and programs, private health care
retain the full amount of any surpluses. Not surproviders (the majority of whom are physicians),
prisingly, actual expenditures clustered tightlyand some health research agencies and programs.
around approved budgets. Individual hospital budgets are based largely
Only in the more fiscally constrained late on approved budgets from the previous year, with
1980s and especially in the early 1990s have mirallowable adjustments depending on province-
istries of health become more forceful in developspecific factors, such as new or expanded pro-
ing institutional expectations that budgets are nograms, patient increases, anticipated wage settle-
starting points but rather binding constraints.ments or other expected increases in production
Concurrent with this more hard-nosed approacleosts (e.g., the costs of pharmaceutical, surgical,
have come a number of attempts to refine the criteand other supplies), or other policies expected to
ria used to allocate funds among hospitals. Theffect the bed capacity of each hospital. This ap-
global budgeting approach remains a relativelyproach might be labeled a service-based approach
accurate portrayal of the process today, howeveto budget estimation. Ministry staff are generally
In most provinces (Alberta being one exceptionresponsible for developing estimates of each hos-
as will be seen later), the more recent funding inpital’s funding requirements. The amount of inter-
novations are applied only to the portion of theaction between ministry staff and individual insti-
following year’s funding that represents an in-tutions during this phase of the budget devel-
crease over hospital budgets in the current year. Tspment process varies considerably among prov-
a large extent any relative inefficiencies and ineginces. Individual hospital budget estimates are ag-
uities that existed in each province when itgregated to an overall hospitals line in each health
switched to global budgeting have been fossilministry’s budget estimating process.
ized. In many instances historical problems may An alternative approach—adopted recently in
even have been exacerbated by the current relritish Columbia, for example—begins with total
tively ad hoc process of allocating new funds andhospital expenditures in the previous year and de-

covering deficits (35). velops a rationale for adjusting the budget in the
current year based on changes in the characteris-
Current Hospital Financing Approach tics of the population (e.g., size or age composi-

Details of the current budget development, aption) and information on alternative ways of pro-
proval, and allocation process vary among provviding services to that population. This might be
inces, but a general picture can be sketched withabeled a more “population-based” approach to
out straying too far from the specifics of any onebudget development.

province. Despite some other minor sources, pro- The aggregate hospital budget line that emerges
vincial and federal general tax revenues constitutrcom either of these approaches is subject to modi-
the lion’s share of funds for hospitals in Canadafication as a result of internal provincial govern-
There are no tax revenues earmarked specificalljent negotiations over the final request from the
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health ministry. Because hospital expendituredudget will be allocated across competing sectors
constitute the single largest item within provincialof the public economy (e.g., education, social ser-
ministry of health budgetsthey are subject to vices, justice, health, and housing). Finally, rec-
special scrutiny. A very small reduction in hospi-ommendations are presented to the provincial
tal allocations will easily fund a variety of other cabinet (composed of the elected ministers for
programs—a fact that has escaped neither thosach of these sectors) for approval.
programs nor ministry staff. The approved budget has to withstand debate in
Two factors characterizing the current situa-each province’s House of Commons before it
tion—one resulting from the current economic enpasses into law. Until then, ministries do not know
vironment and one the result of new policy direc-what their allocations will be for the fiscal year.
tions (which are themselves influenced, of course(Unfortunately, this stage is often reached well
by the economic setting)—ensure that hospitainto the fiscal year for which estimates are being
funding is even more carefully scrutinized than indebated, so that hospitals must run on faith and
the past. First and most obvious is the current fishope during the early part of the fiscal year.) In
cal crisis facing all provincial governments (andsome provinces approval comes with very specif-
the federal government). As a result of decliningc directives as to the internal allocation of funds
federal health care transfers to provinces, slow aamong health ministry programs, allowable
no growth in provincial tax revenues, and increassalary increases, and similar instructions. In other
ing demands on social support programs becauggovinces the approved aggregate health budget is
of slow economic growth, provincial govern- returned to the ministry, at which point decisions
ments are finding themselves with very little roomon the allocation of funds to individual program
to maneuver, and hospital funding makes a vergreas within the ministry must be made if the ap-
large target. Second, various new and major prgproved amount is different from the budget re-
vincial restructuring initiatives are attempting toquest. In either case the allocation to individual
create a more efficient and patient-friendly matctospitals and other institutions is still an internal
of patient needs and levels of care by downsizingninistry responsibility. The budget estimation
large urban hospitals, expanding community-basegrocess will usually have generated the informa-
programs, and more generally moving patientsion necessary for this exercise. For example, in
“closer to home” (12,33). The consequent reductioManitoba, where the hospital budget line is devel-
in bed capacity has been matched by an expectaped by aggregating individual hospital estimates
tion that hospitals will require lower budgets.  after adjustments for production cost increases
At the conclusion of the internal ministry “esti- and new programs, the allocation of available
mates” process, the aggregate of all hospitalfunding across institutions mirrors closely the rel-
budgets is presented to the provincial departmerttive size of individual hospital budgets devel-
of finance, or treasury board, as part of the healtbped during the estimates process. Whatever the
ministry’s request for funds. This request is scruti-detailed allocation process, hospital budget levels
nized by treasury board staff as part of the procedsave been and continue to be dominated by bud-
of determining how the province’s aggregategeted amounts from the preceding year.

4For example, in fiscal year 1991-92 total payments to hospitals in British Columbia were $2.2 billion for a population of about 3 million;
this represented over 40 percent of the Ministry of Health's aggregate budget in that year. Similarly, hospital expenditures represented about 42
percent of public health care expenditures in Ontario in 1992, down sharply from about 50 percentin 1983. This reflects the overall trend shown
in figure 2-1.

5In 1988, for example, the previous year’s funding accounted for 92 percent of the funding allocated to Ontario hospitals; the remainder was
made up of a variety of adjustments for inflation, service increases, and new or expanded programs (31).
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New approaches for allocating hospital fundst spent), the more efficient the hospital. An indi-
have been adopted in recent years in several providual hospital's budget adjustment is based on its
inces. It is important to note, however, that theséiPM relative to all other hospitals’ HPMs.
initiatives still leave the previous year’s base The Alberta system is a service-based approach
budget for each institution largely intact. In somefor adjusting hospital funding that takes as a given
provinces the new adjustments are applied only ttand therefore as implicitly acceptable) the “effi-
the annual increment in funding levels (i.e., newciency” of the average hospital. It rewards or
funds for the current year are allocated on the basgenalizes institutions not on the basis of their des-
of new rules, but base budgets remain largely urignated roles, the patient populations they serve,
changed); in Alberta the adjustments affect 5 perer the technical efficiency with which they meet
cent of each hospital’s previous year’s budgetedpecific objectives, but rather on the basis of their
amount. prior care-providing experience (as reported by

These approaches indicate an increasing intethem) and the costs incurred as a result of that care
est among ministries of health in making hospitaprovision. A hospital that aggressively pursues
budgets more sensitive to the relative efficiency otommunity-based partnerships that have the ef-
different institutions given the mix of patients fect of keeping patients out of the hospital could
served (e.g., in Alberta and Ontario) or to changesasily end up being penalized under such a sys-
in population composition and patient flows (ortem, whereas a hospital that uses clever account-
the needs of a hospital’s catchment area) (e.g., ing practices to move inpatient costs out of the de-
British Columbia)® Three provincial experiences nominator of its HPM and creative patient
are described in more detail below to illustrate thelassifications to increase the value of the numera-
types of changes occurring in the funding of Canator would end up being rewardéd.

dian hospital operating costs. Another major problem with the use of this
type of funding system in a Canadian context is
Alberta that case weights are based on U.S. cost or charge

The Alberta Acute Care Funding Plan (ACFP) isdata? U.S. data are used because there are as yet
designed to redistribute a component of the provao reliable patient-centered cost data systems in
ince’s inpatient operating budget from less toplace in Canadian hospitals, but the provinces that
more efficient institutions (1). It involves the es- have adopted case-mix adjustment of inpatient
timation of a hospital performance measurefunding have chosen to use costs as a key compo-
(HPM) for each hospital equal to the number ofnent of their weight calculations. There are other
case- and severity-weighted days treated per dofpproaches to estimating the relative complexity/
lar of inpatient expense (see box 2(The higher severity of cases (see, for example, Barer (4),
the measure (i.e., the more adjusted inpatient dayssans and Walker (19)), but these have received
a hospital has been able to provide for each dollanuch less development and, perhaps more im-

6As with so many other health and social policy initiatives, Québec was ahead of the other provinces in experimenting with peer group-
based incentive reimbursement programs (21) but appears to be doing relatively little on this front at present.

"The exchange rate in January 1994 was approximately $CAN1.00 to $U.S.0.75.

8“Case mix creep” is no stranger to the United States, where such reimbursement systems have been in place for much longer. As Botz (9)
notes, no case weight system, no matter how carefully constructed, will be devoid of case-shifting incentives. The extent to which such case
shifting occurs depends on the degree of clinical flexibility in the patient classification system and how adept institutions become at ascertaining
the differences between the marginal revenues and costs associated with each case mix/severity category.

SWhether or not the data are adjusted for the relationship between costs and charges in New York State seems moot as the New York patterns
of care are likely to be more service-intensive for comparable patients than those in Canada. Only if care were uniformly more service-intensive
across all types of cases would such an adjustment be appropriate for application in a Canadian setting, but this is not likely to be true.
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BOX 2-1: Alberta’s Hospital Budget Allocation Approach

A detailed description of the methodology underlying Alberta’'s approach to funding hospital inpa-
tient services is beyond the scope of this chapter, but more details are available elsewhere (1 ,23,28).

The hospital performance measure (HPM) method begins by estimating inpatient costs for each
hospital by netting out a variety of outpatient activities and a share of joint activities (e.g., diagnostic
services, administration) from the hospital’s total operating costs. (This process of inpatient cost estima-
tion is a modified form of a methodology developed in the late 1970s to compare different hospitals
inpatient costs [3,5].) Second, each of the hospital's inpatient cases is assigned to one of 1,100 refined
diagnosis-related groups (RDRGs) on the basis of the case’s diagnostic group, diagnostic or procedure
code, and level of co-morbidity or complications. Each RDRG is assigned a weight that measures the
relative amount of resources used (i.e., the relative costs) to produce the services of that RDRG. The
weights are constructed by marrying per diem cost or charge information from New York State with
RDRG average length-of-stay information based on recent historical experience in Alberta (after trim-
ming outliers). Minor case weight adjustments are made for outlier cases on the grounds that these are
of extraordinary severity that would not be adequately reflected in the RDRG weight.

This patient classification system, together with the case weight calculations for the province, pro-
vides the means to calculate a measure of weighted cases for each hospital. The measure of weighted
cases is then scaled up or down to take account of other factors alleged to influence inpatient costs per
case--namely, the size of the institution (based on the number of inpatient beds) and the extent of its
teaching role. This latter adjustment is motivated by evidence from Canadian hospital cost analyses
(e.g., 4) indicating that even after extracting the costs of direct teaching-related activity in estimating
inpatient costs, the teaching function continues to have indirect effects on those costs.

The adjusted weighted cases become the numerator of the HPM, and the denominator equals total
estimated inpatient costs for the institution. * The resulting HPM values for each hospital are converted
to index values, and each hospital’'s index value determines its budget adjustment. For example, if a
hospital has a value of 125, it would be eligible for a funding adjustment amounting to an increase of 25
percent over its previous year's approved budget In practice, however, adjustments have been applied
only to a small fraction (about 5 percent) of the previous year’'s budget. A 25-percent increase to the
hospital’s total budget might be substantial, but a 25 percent increase to 5 percent of the budget usual-
ly represents a relatively small increase in the amount of funds for the coming year. There are a number
of serious problems with this system. Some of those flaws are being actively worked on; others are ge-
neric to any system of reimbursement tied to case/severity mix and case weights.

1 Infact, the official andpublished literature on the Acute Care Funding Plan generates anaura Of additional complexity that is
unnecessary (1,28). Specifically, it suggests that the measure of weight cases for each hospital is divided by actual cases to construct
something mislabeled the “severity predicted cost per case” (SPCC) (which does not, in fact, have anything to do with cost per case; it
is a measure of the average case weight). Then this SPCC, after adjustment for size and teaching activity, is divided by the actual cost
per case. This amounts, of course, to dividing both the numerator and denominator by the unadjusted number of cases--a super-
fluous step that nevertheless makes the entire technical exercise seem more complex and less logical than it is.

portantly, much less marketing than the system The adjustment factors for hospital size and
based on diagnosis-related groups (DRGs) that  teaching status have also come under attack for
was developed in the United States. (Much of the  being arbitrary and not particularly sensitive to the
literature in this area simply assumes that cost data ~ phenomenathat they are supposed to capture. Ef-
must be used to develop case weights; see, for  forts are presently under way to aleviate some of
instance, [31]). these problems, but they beg the larger question of
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whether such adjustments are appropriate at alious year’s budget (currently a maximum of 2
and, if so, whether there are other similar types gbercent for an individual hospital for the growth
adjustments that ought to be considered as weladjustment). “Equity” funding is intended to rec-
Inevitably, each hospital has an incentive to clainmognize inter-hospital inequities that may have
that the key factors that make it unique have nabeen locked into place when global budgeting be-
been captured within the adjustment process. Ircame effective in 1982. Because the original glob-
deed, it could be argued that no hospital would bal budgets were based largely on previous funding
happy unless and until sufficient adjustments hadevels, any such inequities that existed at the time
been incorporated to ensure that some hospitateecame entrenched (and even exacerbated by the
were better off and none worse off than at preslargely across-the-board funding increases during

ent10 the 1980s)This sort of problem becomes more
visible in times of financial restraints, which may
Ontario explain the emergence of the equity funding con-

The recent patient case-mix-based adjustments &ept in the early 1990s. “Growth” funding is in-
hospital budgets in Ontario are similar in many retended to compensate hospitals for greater than
spects to Alberta’s methodology. The Ontarioanticipated patient volumes (35). The growth for-
method also computes a measure of weighteghula also incorporates weights for inpatient ser-
cases using weights that measure resource intengices and a variety of outpatient services (e.g., day
ty for different cases, constructed as a hybrid ogurgery and outpatient clinics). By adjusting the
New York State hospital cost and charge data angprice” weights attached to these different ser-
Canadian length of stay data, and then constructéces, the Ontario Ministry of Health attempts to
a measure of relative inpatient cost per weighte@reate incentives for hospitals to shift services
case (the inverse of Alberta’s weighted units pefrom inpatient to outpatient settings.
inpatient cost) using a method similar to Alberta’s A number of equity fund pools have been allo-
to estimate inpatient costs (31,32,35). cated, most recently in the fall of 1992 (35,36).
There are several differences, however, both ihlowever, these sums represent well under 1 per-
methodology and in the way that the resultingcent of total hospital operating expenses. Funds
measure of relative efficiency is applied in theavailable for growth adjustments have also been
funding allocation process in Ontario as opposedimited to about 1 percent of aggregate hospital
to Alberta. For example, the Ontario procesdase budgets. In Ontario this process has not yet
makes no additional direct adjustments for hospibeen used to reduce a hospital’'s budget below the
tal size or teaching status, but instead creates hggrevious year’s budget. Instead, it has replaced the
pital peer groups based on teaching status, sizeld formula of providing general increases to all
and geographic location and makes allocation adiospitals for inflation, service increases, and new
justments within the context of those groups. Furer expanded programs.
thermore, the province uses patient case-mix The method is plagued by all of the problems
groups designed for Canadian use rather than thdentified for Alberta plus some of its own
U.S.-based refined diagnosis-related groups.  (31,32). (For example, the problems with adjust-
The reallocation amounts for which a hospitalments for bed size and teaching status in Alberta
is eligible are limited both by the fact that thewere noted. In Ontario, the construction of peer
funding adjustments are applied only to separatelgroups has to date been relatively unsophisti-
designated pools of “equity” or “growth” funds cated—although it has been improved from the
and by some predetermined percentage of the preriginal seven groups—and so is equally subject

10jacobs et al. (28) describe other problems with the Alberta system that are not noted here.
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BOX 2-2: British Columbia’s Hospital Budget Allocation Approach

Like the Ontario and Alberta methods, British Columbia’s approach to allocating funds among hospi-
tals relies heavily on the Hospital Medical Records Institute database, which contains detailed records
on each patient discharged from a Canadian hospital. These data are used to compute provincial age-
and sex-specific utilization rates for each of five types of care: acute or rehabilitation days; long-term
(chronic) care provided in acute care hospitals; intensive care; inpatient surgery; and day surgery. Re-
cent historical utilization rates are then applied to age- and sex-specific changes in the provincial popu-
lation to estimate aggregate changes in service use for each level of care for the province as a whole
(e.g., the 1993-94 model used data from 1991-92).

Changes in service “needs” are next allocated to hospitals on the basis of where the population
changes have occurred and on existing referral patterns for each type of care. Thus, if historical utiliza-
tion patterns suggest that a specific large urban hospital provided 20 percent of inpatient surgery for
the residents of its own region plus 80 percent of inpatient surgery for residents of the rest of the prov-
ince, then 20 percent of the population-based change in surgical utilization for that region plus 80 per-
cent of the change for the rest of the province would be assigned to that hospital.

The result of this process is five separate measures of population-based utilization changes for each
hospital. These are aggregated to a single volume-change figure for each hospital using relative re-
source weights developed by internal Ministry of Health staff. For example, a weight of 3.5 is assigned
to an intensive care day, 1.65 to a day involving a surgical service (inpatient or outpatient), 1.0 to an
acute/rehabilitation inpatient day, 0.45 for an extended or continuing care day, and 0.4 for a newborn
patient day. Using these weights, new weighted patient days (NWPD) can be computed for each
hospital,

The final technical step in the process is to compute a measure of cost per weighted patient day for
each institution by dividing the hospitals’s most recent year’s total operating costs by the total number
of weighted patient days. The relative value of this measure for each hospital is then used to adjust that
hospital’'s NWPD, on the assumption that higher costs per weighted patient day imply a more complex
than average mix of patients within the five service categories. The result of this exercise is adjusted
new weighted patient days (ANWPD) for each hospital. The available incremental funding is then allo-
cated on the basis of each hospital's share of total provincial ANWPD.

to criticism by the hospitals themselves.) Addi-
tionally, the amounts reallocated through the
budget adjustment process may not be sufficiently
large to effect the sorts of equity and efficiency
shifts sought by the province's Ministry of Health.

British Columbia™

Like Ontario, British Columbia's recent budget
allocation adjustments have been applied only to
new or incremental budgetary allocations to the
hospital sector as a whole. Unlike Ontario and Al-
berta, however, British Columbia does not allo-

cate this incremental funding solely on the basis
of service volumes (athough historical utilization
rates do play arole in determining estimated pop-
ulation needs; see box 2-2). By adopting a popula-
tion- rather than an institution-based focus, this
province attempts to ensure that new funds follow
prospective patients. The funding adjustments are
sensitive to regional changes in population
growth and age structure and to changes in pat-
terns of care-seeking. The adjustments appear to
be a serious attempt to begin aligning hospital
funding more closely with underlying population

*Much of the information on which this section is based is taken from Haazen (24).
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needs for institutional care, although to date they Thus, this approach draws on existing patterns
can only be regarded as a tentative step in thaif utilization and on the existing cost performance
direction. British Columbia’s approach is, how- of each institution in its computation of the rela-
ever, complemented by local initiatives to plan fu-tive share of each hospital of new “population/
ture bed capacity on the basis of an overall provindemographic” funding. On the one hand, it is per-
cial bed-to-population target of 2.75 beds pehaps less subject to institutional manipulation
1,000 population. Individual hospital capacity than the systems employed in Ontario and Alber-
would be determined by the projected relativera. On the other, it seems far less sophisticated in
growth in population in the region and by esti-gistinguishing the resource intensity of different
mated patterns of referral or care-seeking. types of cases and currently offers little to com-

On first blush British Columbia’s approach nensate for that shortcoming in terms of popula-
may seem more need driven than the approach§g,_pased needs information.

being applied in Alberta or Ontario because it IS E¢orts are under way within the Ministry of

less dependent on historical service patterns. Ifyo i 1o make some adjustments. First, factors
fact, though, this may be no more than an illusion e than age and sex that may contribute to or be
Tob degln with, historical pattergs of utI|IIZE.71tIOT)aI‘e correlated with individual variations in need are
used to estimate expected population-basefein incorporated within a more comprehensive

changes in future utilization. This procedure lock odel for computing NWPD. Second, efforts are

in whatever service patterns are used to comput((;eing made to adjust each hospital's NWPD not
the age-specific provincial utilization rate.

Furth h h iah by its own cost per WPD experience but rather by
. urt_ ermore, t € two-_part approach to weights, composite average cost experience based on peer
ing patient days is questionable on several count

fiospitals. Although still imperfect, th |
The differentiation of types of care is not likely to ospitals. Although still imperfect, these would

. A both seem to be improvements.
be sufficiently discriminating to take account of
the fact that different hospitals may treat quite dif-
ferent segments of the case distribution (in term&uture Trends in Financing
of resource intensity) within any type of care (e.g.)n future years one might anticipate some conver-
only 10 different weights are used to distinguishgence of case-mix-based and population-based
among inpatient days [10].) One hospital mayapproaches to budget allocation along with in-
treat a higher proportion of severely ill patientscreases in the shares of hospital budgets that are
within the intensive care category than anothersubject to such reallocation criteria. A hybrid ap-
but that would not be reflected by the former hosproach might, for example, draw on the richness
pital’s receiving a greater weight. The adjustmendf a case-mix groups (CMG)- or refined diagno-
on the basis of cost per weighted patient day magis-related groups (RDRG)- type patient classifi-
simply make matters worse. For example, if a hoseation system to distinguish the resource require-
pital has below-average-severity patients in allments of alternative types of patients, develop
five levels of care but is an inefficient facility, its case weights based on real resource use in “effi-
new weighted patient days (NWPD) value will becient” Canadian hospitals, and use population-
scaled up in computing the adjusted NWPDbased methods and appropriateness evidence to
(ANWPD). estimate the expected volume of services within

12if the proportion of those rates that is inappropriate varies either by level of service or by age, then regions experiencing atypical changes
in population age structure, and hospitals offering relatively more or less of particular types of services than average, may be differentially and
inappropriately affected in terms of the attribution of new service “needs” to particular institutions.
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each patient category. Such an integrated systewice, the entire fee accrues to the hospital. Even
is likely to be at least a decade away, however, iwhen these services are supervised by private
part because the Canadian hospital sector lacks tpeactitioners with no employment status at the
information systems necessary to support thikiospital, the hospital may charge the provincial
type of approach. (On this point see, for instancemedical plan for the technical component of the
Auditor General of British Columbia [2].) In the feel®In British Columbia, for example, fees re-
meantime one can expect to see more technical adeived from the provincial Medical Services Plan
justments to methods in the provinces that havéor outpatient diagnostic services accounted for
been involved in these new initiatives, involve-just under 5 percent of total hospital revenues in
ment of additional provinces in similar efforts, 1993-94. This was the second-largest source of
and increasing proportions of hospital budgetsevenue, after the operating grants from the Minis-
subjected to these types of reallocation procetry of Health, which accounted for 85 percent of

dures. hospital revenues. Private/semi-private room
charges represented well under 1 percent of reve-
[1 Sources of Funding nues. Some provinces, such as Ontario, restrict the

Hospital operating costs are funded largely fronfange of ambulatory services provided by hospi-
general tax revenues made up of general proviﬁals to avoid competition between publicly funded
cial taxes and transfers of federal tax revenues faospitals and “private” diagnostic practices (35).
the provinced3 Yet funds available for annual op- ("Private” diagnostic practices are also publicly
erations are not restricted to the hospital allocafunded through the provincially funded fees paid
tions that come from the provincial ministries orfor these services.) Thus, hospitals in Ontario can-
departments of health. Hospitals are able (indeediot charge the provincial medical plan (OHIP) for
increasingly encouraged) to call on a variety oflaboratory tests to outpatients unless such tests are
other potential sources of revenue to supplemeratvailable only within the hospital sector. They
ministry budgets. Charges to patients for “luxury”can, however, charge for a variety of other diag-
accommodations (e.g., semi-private or privatenostic services not available in the private sector
rooms) when they are not medically necessarye.g., most scans and scopes).
provide one such source of revenue for mostinsti- Other sources of hospital funds include reve-
tutions14 nues from parking, cafeterias, gift shops, the pro-
An equally important revenue source is the provision of uninsured patient services or services to
vision of outpatient diagnostic services (e.g., labpatients from other provinces or countries and the
oratory tests, radiology and ultrasound examsprovision of specialized hospital consulting ser-
ECGSs). If salaried medical staff provide the services (38). One particularly innovative and com-

13Although numerous provinces over the years have used premiums to raise a component of hospital funds, only Alberta does so now. Even
when premiums were used, hospital care could not legally be denied to Canadian residents even if premium payments were in arrears, because
of the universality provisions in the federal HIDS Act.

14vany provinces in the past imposed a variety of other small hospital user fees for such things as emergency department visits. With the
passage of the Canada Health Act of 1984, federal transfers could be withheld on a dollar-for-dollar basis from any province continuing to allow
user fees for medically necessary services. By 1986 such fees had virtually disappeared from the Canadian landscape.

15The technical component of the fee is that part intended to cover the overhead cost of the equipment (usually diagnostic) used to provide
the service. For example, an x-ray provided in the hospital for an outpatient would generate two separate charges: a technical fee would be billed
by the hospital and a professional fee for reading the x-ray would be charged by the radiologist. However, if the x-ray was provided to an inpa-
tient of the hospital, the hospital would be expected to provide this service from its global operating budget (although the nonhospital-staff
physician would still be entitled to bill a professional fee). For diagnostic services provided outside hospitals, the professional and technical
component are billed together.
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prehensive approach to revenue generation wassponse to pressure from the U.S. government
the establishment of the St. Michael's Hospital(stimulated by U.S.-based multinational pharma-
Health Centre in Toronto, a remarkable exampleeutical firms), the ability of such joint purchase
of product line expansion (37). This free-standingarrangements to reduce pharmaceutical costs is
building was purchased by the hospital and atlkely to be severely undermined.

tracted a variety of patient-service-related tenants

(e.g., a family medical practice, a women’s health ] Operating Expenditures

clinic, a nutrition clinic). The statistical picture of hospital expenditure
) ] trends in Canada mirrors the general evolutionary
[J Allocation of Operating Costs story of hospital budgeting. In inflation-adjusted

The largest single component of hospital operatterms, hospital expenditures increased about 10
ing costs is salaries of hospital employees. For expercent annually during the 1960s under open-en-
ample, in Québec in 1991-92, employee salarieded budgets; the rate of increase declined sharply
and benefits represented about 75 percent of tottd just under 6 percent in the 1970s after the adop-
hospital operating costs (30). Hospital employeesion of Canada’s universal medical care insurance
in most provinces are represented by a small nunand the initiation of hospital global budgeting,
ber of trade unions, and province-wide wages arand continued on down to an average of 4.6 per-
negotiated and often determined by arbitratorgent annual growth in the more fiscally con-
who do not feel bound by hospitals’ ability to pay.strained 1980%5
Thus, for most Canadian hospitals, wage settle- As figure 2-1 shows, the effect of Canada’s in-
ments are largely outside their control and must bereasingly constrained expenditure environment
dealt with in terms of staying within budget. has been to stabilize and then reduce hospital out-
Often, if a collective agreement runs over severdhys as a share of national health expenditures
years so that wage increases are known in agNHE). Although NHE has increased consider-
vance, ministries of health will make allowanceably as a share of gross domestic product (GDP)
for at least part of this in their annual allotmentssince 1956, much of this increase came in the peri-
to hospitals. For example, in a letter sent to albd prior to 1971, which was also characterized by
Manitoba hospitals by that province's responsibleapid expansion in hospital capacity and generous
associate deputy minister in 1992 an explicit notdine-by-line budgeting (6,18). Since then, how-
was made that the ministry’s allocations wouldever, NHE as a share of GDP stabilized during the
fund salary increases in existing collective agree1970s and was stable again during the 1980s, fol-
ments (34). As discussed earlier, only hospitallowing a sharp increase early in that decade that
based salaried physicians’ incomes are includedias in part recession-induced. Hospital expendi-
in hospital budgets. tures as a share of GDP reflect this overall pattern
Other major hospital cost items are pharmaceudigure 2-2).
ticals and surgical supplies. In some provinces, The worsening economic situation in Canada
bulk purchase arrangements are in place. Hospin the early 1990s has placed hospital financing
tals nationwide may enter into bulk purchasing arunder even greater strain. Although finalized na-
rangements and, in the past, have been able to takenal data beyond 1991 were not yet available at
advantage of their purchasing power to negotiatéhe time this chapter was written, they will almost
reduced rates for pharmaceuticals. However, asaertainly show additional reductions in the rate of
result of recent federal legislation introduced inhospital expenditure growth even while hospital

16 Hospital expenditure data for 1960 to 1970, 1970 to 1980, and 1980 to 1990 are from Health and Welfare Canada (25,26). The GDP

implicit price indexes used to construct real growth rates are from Department of Finance (16).



FIGURE 2-1: Canadian Hospital Expenditures as a

Share of NHE, 1960-93
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SOURCE: Health and Welfare Canada, National Health Expenditures in
Canada (Ottawa: HWC, 1979; n.d., 1984); Health Canada, Policy and
Consultation Branch, Health Policy Division, National Health Expendi-
tures in Canada 1975-1993Ottawa: Health Canada, 1994).

expenditures as a share of GDP will have in-
creased because of the severe effect of the reces-
sion on Canada' s GDP growth. For example, in
fiscal year 1993-94, Ontario hospitals were told to
expect no increase in funding-a far cry from the
heady 4-to 10-percent increases during the mid-
1980s.

CAPITAL EXPENDITURES

= Relationship of Operating and Capital
costs

In general, equipment depreciation is handled in
an ad hoc and relatively unsatisfactory manner in
Canadian hospital accounts. Published depreci-
ation expense figures are not reliable indicators of
the underlying value of equipment or of the extent
of consumption of the useful life of equipment in
any year, and practices vary markedly among
provinces. In many provinces capital depreciation
is reimbursed through the operating side of hospi-
tal accounts, but the actual funding that flows to
hospitals for depreciation may have virtually
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FIGURE 2-2: Canadian Health Expenditures as a
Share of Gross Domestic Product, 1947-93

1

National health expenditures

Percent

1 LA O B A

1947 51 55 59 63 67 71 75 79 83 87 91

Year

SOURCE: R.D. Fraser, ‘(Vital Statistics and Health, "Historical Statistics
of Canada, F.H. Leacy (cd.) (Ottawa: Statistics Canada with the Social
Science Federation of Canada, 1983),

nothing to do with either the useful life or the cur-
rent replacement cost of the underlying equip-
ment. For example, Manitoba “ pays back” hospi-
tals for equipment purchases over a 16-year
period, and this amount appears in the hospital’s
operating budget. Y et the 16 yearsis an arbitrary
payback period unrelated to the useful life or re-
placement cost of the equipment. No depreciation
appears on the operating side of hospital accounts
for building depreciation. In some instances, the
impact of capital acquisitions on future operating
costs is considered. For example, part of the
equipment purchase approval process in Manito-
ba involves seeking information from the hospital
on the predicted operating cost implications of
new medical equipment. If the equipment is likely
to involve significant additional operating re-
guirements, such as additional staff or mainte-
nance contracts, it may be treated as a new pro-
gram proposal and require more extensive
evaluation by Manitoba s Ministry of Health.
There is an obvious reason for this seeming
lack of any relationship between capital expendi-
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tures and operating costs. Because most capital Health ministries’ control over approvals
costs and operating expenses are covered by theeans that funding for hospital capital follows the
same provincial Ministry and the replacement ofsame type of process described above for operat-
obsolete equipment is also largely covered by &g funds. The provincial ministry develops a cap-
separate pool of Ministry funds, there is no comital funding budget that is scrutinized and usually
pelling reason on the hospital side to expend angnodified by the provincial treasury board or de-
significant energy in depreciation expense estimapartment of finance before being returned to the
tion, or on the Ministry side to earmark depreci-ministry as part of its annual budget request. How-
ation funds for hospitals. This leads rather naturalever, the process differs in two key respects from
ly to a more detailed consideration of the mannethat associated with operating budgets. First, min-
in which provincial ministries of health control istries of health generally do not come close to
the process of allocating funds for medical equipfunding 100 percent of capital expenditures. Sec-
ment and buildings. ond, the determination of how the ministry’s capi-
tal funds are allocated across competing hospital

[J Financing Model and Determining projects bears no relation to the process of allocat-

Capital Requirements ing operating funds. In fact, because most minis-
As with hospital operating cost financing andtries only partially fund capital projects, even
funds allocation, the details of capital fundingProjects formally approved by the ministry can be
vary considerably across provinces (8,15,39). Yefitiated only if the hospital or the community can
even more so than on the operating side, wher@ise the remaining funds. This generally means
there are some relatively new approaches beingat:

developed in some provinces, provincial specifics
concerning capital financing are probably less im-
portant than the general story.

The first and perhaps most important piece of
the story is that the same provincial health minis-
try from which hospitals derive most of their oper-
ating funds is also the major source of funding and
the control poinfor capital equipment purchases
and building construction. Although in many

... by design or default,. . capital equipment
acquisition is based, not on objectively defined
needs but on the success of fund raising cam-
paigns. Not only the nature of the equipment be-
ing sought but numerous other factors such as
hospital prominence, location, and overall pro-
gram appeal can affect a hospital’s ability to at-
tract public funds (8).

As for replacement of existing capital, particu-

provinces hospitals or their communities are relarly hospital buildings, very few provinces have
sponsible for some component (usually less thaany long-range plans in place. Many of the coun-
50 percent) of the funding for new construction ortry’s hospitals were built during the health care
major new equipment, the final decision as toconstruction boom of the 1950s and 1980and
whether to build (or, in the case of equipment, tsome of the key institutions are much older than
buy) almost always rests with the ministry ofthat. Such facilities will eventually need at least to
health. (Exceptions to this rule tend to be purbe upgraded. Because this represents the major
chases of major diagnostic equipment fundedomponent of future capital requirements, minis-
from private philanthropic sources, often withouttries of health are likely to become increasingly
the approval of the provincial ministry and with- stingy with respect to new facilities or equipment
out any guarantee that associated operating costs the need to upgrade or replace existing physical

will be covered in future years’ budgets.)

structures becomes more pressing (42). British

17Between 1951 and 1971, the bed capacity of Canada’s hospitals doubled (6).
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Columbia has recently attempted to amelioratelie to occur. For example, Ontario hospitals tend to
this situation by allowing hospitals with excesspurchase equipment as part of the process of de-
operating funds to apply to the Ministry of Healthveloping claims for funding of new programs
for authorization to use such funds to purchasé31l).
equipment without invoking adjustments to their
base operating budgets (24). [J Capital Expenditures

Most provinces have no formalized, long-termyntoriunately, published Canadian data do not
plan for the orderly replacement of capital, nor dgygyide information on hospital capital expendi-
they appear to have any detailed and accurate agjres. Although the official health expenditure sta-
counting of capital inventory. Several provincesyigiics (25) report a “capital” line item, it cannot be
have begun to move in this direction through thg,seq reliably to ascertain hospital capital expendi-
establishment of multiyear planning and fundingy,res. To begin with, the capital expenditure data
approval processes and by requiring that hospitalge ot restricted to hospitals. These figures in-

report regularly on all equipment purchased¢,de construction, renovation, and equipment
Funding sources and approval processes vary Copgsts for all health care facilities. Because hospital

siderably among provinces. capacity has grown at quite different rates and
) times than, for example, long-term care facilities,
[J Sources of Capital Funds one cannot infer hospital capital expenditure

Funding shares from ministries of health com-growth from aggregate capital expenditure in-
monly vary by the type of project (e.g., they arecreases. Furthermore, federal officials must esti-
often different for medical equipment and capitalmate national hospital capital expenditures using
construction) and by the type of hospital (e.g.provincial ministry expenditure data and the offi-
rates of ministry financing participation tend to becial provincial cost-sharing formulas. To the ex-
higher for provincial tertiary/teaching facilities tent that such formulas understate actual practice,
than for small community facilities). Yet although the Health and Welfare Canada data understate
descriptions can be found of the formal decision€apital expenditures. Additionally, capital pur-
making processes used by most provinces in dehases made by hospitals without ministry ap-
termining levels of co-funding, there is much lessgproval may not be included at all.
documentation on how decisions are reached as to A sense of the relative importance of capital
which projects receive ministry approval andand operating costs within provincial ministries’
which do not. A common allegation is that suchbudgets can be gained by seeking such data direct-
decisions often have more to do with a communily from each province, although these do not gen-
ty’s political persuasion or with the presence of arerally distinguish between plant and equipment.
influential local politician or community member For example, 1991-92 hospital capital expendi-
than with any provincial plan for capital replace-tures by the British Columbia Ministry of Health
ment or expansion (s&mith [39]). Furthermore, amounted to just under 4 percent of operating
the actual provincial level of cost sharing does notosts (before depreciation) (29). The equivalent
always match the publicized formula. (Again, sedigure for Québec was slightly higher, between 5
Smith [39], particularly for the description of the and 6 percent (30).
process in Ontario.) In general, provincial ministry expenditures on
Any equipment purchases in any province thatapital are dwarfed by annual operating costs. Of
proceed without ministry approval (i.e., funds arecourse, this does not mean that such expenditures
raised privately) are not guaranteed the necessaaye unimportant. Decisions on expenditures for
operating funds. Provincial ministries frown on new capital create a stream of operating cost com-
such purchases and may even penalize hospitaisitments that often last well beyond any account-
that proceed with them; nevertheless, they contining evidence of the original capital purchase (7).
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Ministries are increasingly requiring that requestgeneral rule is that capital projects (both equip-
for approval of capital expenditures make an “ecoment and capital construction or renovation) are
nomic case,” especially for new capital purchasedully funded by the provincial ministry of health.
That is, a case must be made that the new capital

will either reduce operating costs by improving_ ... .

technical efficiency (F))r will Igad to imgrové)mentg British Columbia®
in patient outcomes sufficient to justify the eXpen-ggpital Construction

ditures. Yet there are very few situations in whichyogpital construction and renovation are guided
new capltgl is expected to reduce operatm_g costBy a five-year rolling capital plan that must be ap-
and even in cases where such cost reductions cgfy,yed by the elected representatives responsible
be identified, they rarely materialize in practice.for the various provincial ministries (the Cabinet).
As a result, ministries of health tend to be skeplithjs has several implications. It means that hospi-
cal of such claims (2). _ _tal capital funding is approved by the highest pro-
As for improving cost-effectiveness, hospital yincial government body, that capital expendi-
equipment requests are often for “life-saving”yres are controlled by the same broad govern-
equipment that has not been sufficiently evaluategnenta| process that dictates other budgetary al-

to make any such case (2). Provinces such as QUggations to the Health Ministry, and thus that pro-
bec and British Columbia have recently estaby;incia| capital planning (such as itis) can be a vic-
lished formal technology assessment capabilitiegy, of political influence.

to assist them in evaluating such requests. MOst A hogpital must submit a proposal to the Health
provinces rely on ad hoc technical advisory comyinistry for consideration to have a project incor-

mittees to review the likely utilization of new norated within the five-year plan. In principle,
equipment, the availability of clinical expertise, hospitals are also required to gain the support of

and where the most logical site(s) might be. Theeir regional hospital district before their propos-
new technology assessment offices in Quebec ang can proceed. British Columbia is divided into

British Columbia provide the means to bring ex-59 official regional hospital districts (RHD),
ternal evidence on effectiveness and efficiency tQhich are geographic areas used for a variety of

such internal committee processes. planning purposes. The operating funds for the
o ) RHDs derive from local property taxation. Ap-
[J Provincial Experiences proval of a project by a hospital’s RHD is particu-

A more accurate account of capital financing redarly important in the largest urban district, where
quires a focus on specific provinces, as there imany institutions may concurrently be develop-
considerable variation in the mix of sources ofing major capital projects. (See Greater Vancouv-
capital funding and in the detailed processes foler Regional Hospital District [22] for more details

lowed for bringing capital projects on line. Ac- on the local approval process.) Regions complain,
cordingly, the situations in British Columbia and often bitterly, about the fact that they are expected
Manitoba are described in greater detail beldw. to contribute to projects financially, often quite

They are examples, respectively, of provinces irsubstantially, yet at the same time do not have
which ministry capital funding falls well short of commensurate influence or control over the proj-
100-percent financing, and provinces in which theect approval process, which is still dominated by

18Because decisions and sources of funds tend to vary at least with the value and type of equipment and the type of hospital, the interested
reader is encouraged to consult representatives of the individual provincial ministries for more detail. (For a relatively comprehensive picture of
the situation in each province in 1987, see Smith [39]. However, capital funding is a dynamic process, and the details are constantly changing.)

19The material in this section borrows heavily from Barer and Evans (7).
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the Ministry of Health. The Ministry considers ling five-year equipment plans, with fairly de-
each request against competing priorities for hogailed specifications for the first year” (24). The
pital and other health care facility construction replans consist of two parts, part one containing
quests, bearing in mind projected regional needsquipment associated with new programs or
for beds of various types. The current Ministry tar-equipment costing in excess of $100,000 and part
get is 2.75 beds per thousand population. Recetivo containing all remaining capital items. They
provincial planning initiatives are intended to are reviewed by the hospital’'s RHD before being
bring beds closer to the population distribution insubmitted to the Ministry. Items in part one must
the province and to move beds away from tertiargo through much the same sort of internal approv-
care settings whenever possible (11). al process as capital construction projects and 60
A successful proposal is returned to the origifpercent of approved purchases are funded by the
nating hospital with “approval in principle,” at Ministry.
which point funds are made available in the pro- Each hospital receives an approved funding
vincial hospitals’ capital budget for the planninglevel for items on the second part of the list; if the
phase of the project. Also, funds are tentativelyist is approved, it is approved in its entitédnce
earmarked for subsequent phases in the remainirgghospital receives approval, it is free to purchase
years within the five-year plan. The hospital mustany item on its part two list until it has exhausted
then develop a more detailed functional progranpart two funding. The funding level for each hos-
and various physical design proposals. pital is determined on the basis of the hospital's
With Ministry approval comes a commitment size, role, and mix of beds, but again the Ministry
of 60 percent of the costs of the project, includingunds only 60 percent of that level (including costs
the cost of the land and servicing to the §¥€he  to replace equipment). Hospitals are thus forced to
hospital must find the remaining funds from itspare their own lists to stay within the available
RHD and/or from other private sources, increaseost-shared funding limit. Although hospitals are
ingly including its own hospital foundation. (For free to make purchases from within their sub-
example, all the major urban teaching hospitals imitted lists, actual purchases are audited for con-
Vancouver have their own hospital foundationssistency with the hospital's rolling five-year
which are actively involved in soliciting funds equipment plans. Furthermore, hospitals may still
from the business sector and from individual dorequire more detailed approval of specific items if
nors on a continuing basis. One enterprising hoshey wish to receive RHD funds (e.g., see Greater
pital runs a local lottery twice a year, offering anvancouver Regional Hospital District [22]).
upscale condominium apartment as the carrot; it If new equipment is associated with a new ser-
raises in excess of $500,000 from each lotteryyice or facility, the hospital must also submit a re-
The exception to this rule is full ministry funding quest for adjustment to its base operating budget
of provincial tertiary care facilities (e.g., the to take account of the expanded services and
provincial Cancer Agency, parts of Children’s associated operating costs. A hospital cannot ex-

Hospital). pect to receive support for increased operating
costs for an unapproved capital acquisition.
Capital Equipment Thus, funding for hospital capital generally

A similar process is in place for medical equip-derives from British Columbia’s Ministry of
ment requests. Hospitals must submit “annual rolHealth (at least 60 percent of all approved pur-

200 practice the RHD is responsible for raising 100 percent of the funds, usually through the issuing of debentures. The Ministry then covers
its share by contributing 60 percent of the costs of carrying the debentures and by paying down 60 percent of the value of the debentures to

retirement. This entire process is coordinated by the Ministry through the Regional Hospital District Financing Act.
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chases), regional hospital districts, or hospitalstequirements for renovations, expansions, main-
own charitable foundations. There are rare occaenance, or fire and life safety upgrades are in-
sions in which hospitals raise the funds for a majocluded in the five-year capital plan. The plan pro-
equipment purchase and receive the required opides borrowing authority and sets out repayment
erating funds from the RHD. In an environment ofrequirements and operating budget implications
continued financial restraint, such innovativefor each capital project. Once a project is com-
funding arrangements may become more completed, the approved operating costs are rolled into
mon, as appears to be the case in Ontario (38). Alhe operating budget.

though the Ministry is under no operating cost ob- Each approved project receives separate fund-
ligation in such situations, it cannot prevent theing for design and construction. Larger hospitals
provision of services using the capital equipmenthave planning departments that undertake the ear-
(If the operating funds are found within the hospi-ly design and planning work, and some projects
tal's approved operating budget, however, theeceive some financial support from the Depart-
Ministry can certainly scrutinize and adjust thement of Health to support this early functional
budget downward in future years.) Furthermoreplanning phase. The functional plan for each proj-
private practitioners are allowed to bill the prov-ect arises from a “role statement” for the institu-
ince’s medical services plan for the professionation. This statement is intended to ensure that cap-
component of any fees (i.e., the physician’s porital expenditure allocations are consistent with the
tion of the charge) associated with the use of suchverarching strategic policy direction of the prov-
equipment as long as there is an appropriate fafce’s health care system, which is currently at-

code in the physicians’ fee schedule. tempting to align health care expenditures of all
types more closely with health needs (33). The
Manitoba role statement phase concludes with a project defi-

The capital financing processes in British Colum-ition that specifies the programs or services that
bia and Manitoba are relatively similar, althoughwill drive the remaining phases of the planning
the financial involvement of the province in Man- process for each capital project.
itoba is far more substantial, and the dollar value The phases of each approved project—func-
of equipment funding requiring detailed scrutinytional planning, architectural design, andn-
in Manitoba is lower than in British Columbia.  struction—each require approval, and the Depart-
ment of Health is heavily involved in reviewing
Hospital Construction and approving the various stages within each of
As with British Columbia, the Manitoba Depart- these phases. Once a functional program is ap-
ment of Health maintains a five-year capital planproved by the Department, the hospital is able to
for major construction or renovation projects, andoroceed with the design phase. At that point the
projects go through an approval process separafgepartment provides interim borrowing author-
from the process of establishing annual operatingy, which the hospital can take to its chosen finan-
budget£! In contrast to British Columbia, the cial institution. A “letter of comfort” can be pro-
province funds 100 percent of the costs of apvided to a financial institution on request; it
proved projects. (However, the funding does noessentially assures the lending institution that the
include the cost of serviced land, unapproved enprovince stands behind the project.
bellishments, space, or changes occurring after Approval of architectural plans allows the hos-
project tendering has been completed.) All capitapital to seek competitive site preparation and

2y addition, the province can provide funding of up to $500,000 out of a contingency project fund. This fund is intended primarily for
unanticipated major repairs or maintenance that the hospital is unable to cover from its operating funds.
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construction bids (at least five are required). Bidsapidly increasing prices for such equipment),
are reviewed by the facility and Department ofManitoba has established a separate “capital
Health staff, the lowest appropriate bid is chosengquipment approved borrowing fund.” It equaled
and a tender price is fixed. The hospital generallglightly more than $9 million in fiscal year
borrows the necessary funds up front; once a proft992-93 for a population of slightly over 1 mil-
ect is completed, the hospital converts the loafion. This fund is intended to augment resources
into some form of long-term debt that is paid backavailable from depreciation accounts and to sup-
by the province through contributions of principal port new program initiatives. All hospitals can
and interest included in the hospital's operatingsubmit wish lists that are reviewed and prioritized

budget. by Department staff. Some Manitoba hospitals are
able to supplement their depreciation fund
Capital Equipment through private donations. Hospitals are also able

Major medical equipment purchases are alséo move up to 20 percent of revenues generated
funded largely by the Department of Health. Hos{"0m non-Department sources (e.g., private room
pitals can purchase equipment from depreciatiofharges and parking fees) to their depreciation
accounts, other internal hospital funds (e.g.fund. Although hospitals are not supposed to dis-
through donations or fundraising), or approved®©S€ of_equu_ament without Department approval,
equipment loans. They are also allowed to purin Practice this happens frequently, and these pro-
chase equipment that is an approved element ofcgeds also find their way into the de_preuatlon ac-
capital project from project funds. counts._ Nevertheless, all prospective _purchases

Hospitals periodically purchase unapproveoexceed'ng the levels noted abOV(_-:‘ require Depart-
equipment, but the Department not only feels ngnent of Health approval. The private sources of
obligation to fund the operating costs associatef#nding provide an important means for hospitals
with such equipment, it can actually reduce a hosl® cope with a_fundl_ng mechanism that is insensi-
pital’s operating budget if unapproved equipmenf'Ve to useful life, price _ch_anges, and other factors
is used. that may leave depreciation fund balances below

Manitoba remains more involved than doeg'€cessary levels of funding for approved equip-
British Columbia’s Ministry of Health in approv- Ment purchases. o _
ing relatively small equipment purchases. Small !N the case of major new imaging equipment,
rural hospitals are free to proceed with purchaseg‘e province has establl_shed a tiered structure of
up to $5,000 without prior approval. The equiva-Maging advisory committees, one for each type
lent amount for large urban hospitals is $20,0000f Major equipment (e.g., CT, MRI, ultrasound).
Any other proposed purchases must go througﬁaCh_ committee obtams_ input fro_m representa-
the Department's capital approval process. Onchves in each region and is responsible for makl_ng
approved, a hospital may proceed to solicit comf€commendations to the Department for equip-
petitive bids and, after final approval of one ofMent diffusion that will best meet the overall
them, to purchase the equipment. The Departmenff€€ds” of the province’s population. The recom-
covers the cost of the equipment by way Oimendatpns of these commlttees'play an impor-
straight-line contributions to the hospital’s de-t@nt role in the process of evaluating and approv-
preciation fund for 16 years (regardless of the valind purchase requests from individual hospitals.
ue of the equipment or its likely useful life).

Because many hospitals have insufficient-UTURE DIRECTIONS
funds in their depreciation accounts to cover necThe major features of hospital financing in Cana-
essary equipment replacement (in part because d& have not changed appreciably in the past 20
slow payback for some types of equipment thayears. During that time all provinces moved from
quickly become obsolete, and in part because gfrospective line-by-line budgeting of operating
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costs to some form of prospective global budget- One outcome that seems relatively predictable
ing. Although efforts to improve the efficiency of is that private (and increasingly creative) sources
hospital operations and to make hospital capacitgf funding will become ever more important out-
more responsive to population health needs arets for hospitals, at least as means to raise funds
beginning to emerge, Canada has as yet seen orityr capital projects. Just how hospitals will fund
very timid moves in these directions. For the mosassociated operating costs remains an interesting
part, the allocation of operating funds amongquestion. Yet human ingenuity knows no bounds
institutions is dictated by historical happenstancewhen there are incomes at stake, and the tempta-
and more political energy is devoted to overall extion for ministries to cost-shift back to patients by
penditure control than to attempts to realign thagiving hospitals more rope may be overwhelming.
aggregate allocation of funds among provincialCanada’s overall health care cost control record
hospitals. will stand or fall on the tenacity and perseverance
Hospital capital planning and funding still ap- of its provincial ministries of health in dealing
pears quite chaotic in most provinces, being drivwith the issue of hospital financing.
en in large part not by an overall assessment of
needs or the cost-effectiveness of alternative capREFERENCES
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Hospital
Financing

In England

by Alastair M. Gray and Charles Normand

ntroduced in 1948 by the Labor Party, Britain's National

Health Service (NHS) is based on the principle that everyone

is entitled to any kind of medical treatment for any condition,

free of charge. The NHS is not insurance-based but is funded
amost exclusively from general tax revenues. The aggregate
NHS budget is fixed every year, based on the previous year's
budget and adjusted for inflation estimates and the population’s
estimated health care needs. The Department of Health allocates
the aggregate NHS budget for hospital care to regiona and dis-
trict health authorities who, under the traditional system, were re-
sponsible for providing and paying for hospital services; Family
Practitioner Committees are responsible for providing primary
care for several district populations and receive funding directly
from the Department of Health. The third component of the NHS
is the personal social services category. Local governments re-
ceive payments from district health authorities to provide com-
munity-based services, including nursing home care, home care
for the elderly, and other support services.

The United Kingdom's centralized, mostly public, compre-
hensive health care system was a pioneer of national health care.
Currently, however, the NHS is undergoing an important program
of reforms, principally announced in the government’s 1989
White Paper entitled Working for Patients and enacted as legisla-
tion in the NHS and Community Care Act of 1990 (7). The United
Kingdom's comprehensive health care reform program, based on
concepts of “managed competition,” will result in the most sig-
nificant changes to the NHS since its creation more than 40 years
ago (10). The main elements of the reforms are as follows:

. the introduction of contractual funding designed to separate the
provider and purchasing roles for health services within
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NHS to encourage efficiency through “man-
aged competition” among both public and pri-
vate providers, and

«increased consumer choice of providers and
services.

These changes, which became effective April
1, 1991, will substantially affect the way that hos-
pitals conduct their business. Although the British
government will continue to play a key role in
health care planning, financing, management, and
limiting of the aggregate amount of funds avail-
able for health services, the distribution of these
funds among regions and among hospitals may
change dramatically. The locus of hospital deci-
sionmaking will aso shift from local government
entities to individual hospital managers.

The NHS is currently divided into three distinct
components: one for hospital care (which includes
inpatient and hospital outpatient care), one for pri-
mary care, and the third for community/social ser-
vices and long-term care. In the hospital sector,
there are 14 regional health authorities (RHAS)
that are each responsible for four to five million
people. Every RHA is divided into approximately
15 district health authorities (DHAS), which are
each responsible for around 260,000 people and 4
to 5 hospitals. The aggregate hospital sector has a
cash-limited budget that (even under the reforms)
is allocated to the RHAs according to a formula
that takes into account the age and mortality rates
of the particular population it isto cover. In turn,
RHA budgets are allocated to DHAS.

Previously, the responsibility for both the fund-
ing and provision of hospital services rested with
the approximately 190 DHAS. The responsibility
for strategic management and coordination of ser-
vices resided with the higher administrative layer
of the RHAs. However, under the reformed sys-
tem, DHAs now have the central functions of
assessing the health of their resident population,

determining the population’s health care needs,
and purchasing services appropriate to those
needs.' Thus, DHAs now mainly fund hospital
services, while the provision of servicesis com-
petitively determined. The nature of the reforms
as they affect the hospital sector are described in
more detail in the rest of this chapter.

STRUCTURE OF THE HOSPITAL SECTOR

The public (NHS) and independent (private vol-
untary and for-profit) hospital sectors coexist in
England. In 1990, there were approximately
115,000 acute care beds available in NHS public
hospitals, comprising almost nine-tenths of all
available acute care beds. Prior to the reforms,
public hospitals were both owned and operated by
DHAs; however, the structure of the public hospi-
tal sector was changed substantialy by the re-
forms. DHAs may continue to manage hospitals
as directly managed units (DMUs), but NHS hos-
pitals are encouraged to become self-managing
NHS Trusts independent of the DHAS.

The first wave of NHS Trusts, involving 57
hospitals and units, became operational on April
1, 1991, and a further 99 hospitals and units be-
came Trusts on April 1, 1992. Following the third
wave, which became operational on April 1,1993,
approximately two-thirds of NHS hospital pro-
vider units in England are estimated to have Trust
status.”

In the future, NHS Trusts will compete with
private providers of hospital services by negotiat-
ing contracts or service agreements with DHAS.
(Currently, such contracts include both hospital
outpatient and inpatient services, however, in the
future, separate contracts for inpatient and ambu-
latory care may be negotiated). DHAS will pur-
chase care from NHS hospitals, private hospitals,
or the self-governing Trusts. The Trusts will also

A number of DHAS have entered into formal or informal agreements with other DHAS to jointly negotiate contracts and purchase services,
which has resulted in approximately 80 to 90 purchasers within the NHS.

2 As of April 1995, all but a few percent of hospital provider units have Trust status.



be able to contract with general practitioners to
provide hospital services to their patients, as well
as with other self-governing hospitals and private
insurers (10).

The entire population, both publicly and pri-
vately insured, is entitled to treatment in NHS
hospitals. Inpatient access for nonemergency care
is mainly through referral from a general practitio-
ner. In principle, access is based on need and isra-
tioned in part through waiting lists for consulta-
tions and treatment.

The independent sector plays a relatively small
role in England’s hospital sector, with 10,906 beds
in acute care medical and surgical hospitals (8.7
percent of total acute care beds). In addition,
approximately 3,000 beds within NHS hospitals
are authorized as “pay beds’ for the treatment of
private patients. (These beds have only about a 30
percent average rate of occupancy by private pa
tients.) Private ownership of hospital facilities, al-
though small now, isincreasingly playing a larger
part in the British system. Between 1978 and
1988, the number of beds in private hospitalsin-
creased by 50 percent ( 10). Traditionaly, most in-
dependent hospitals have been nonprofit. The re-
cent expansion in private beds, however, has been
amost entirely in for-profit hospitals, most of
which are subsidiaries of U.S. companies. Private
medical care plays an essentially complementary
role to NHS services, offering a choice of physi-
cians, avoidance of waiting periods for elective
surgery, and higher standards of comfort and pri-
vacy than the NHS (16).

Access to private hospitals depends on the pa-
tient’s ability to pay through private insurance or
out-of-pocket. Most of the private sector’s case-
load is limited to elective surgery (e.g., hernia re-
pair, varicose vein surgery). A 1986 survey indi-
cated that private patients accounted for 16.7
percent of elective surgery in England and Wales,
with the proportion varying considerably among
regions.
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The public and independent hospital sectorsin
England coexist and are also interrelated in sever-
a ways:

= Most private hospital services are delivered by
NHS consultants, who are hospital-based se-
nior specialists. All full-time NHS consultants
are permitted to earn up to 10 percent of their
gross income from private practice. Consul-
tants can also enter into contracts with the NHS
that enable them to devote a greater proportion
of their time to private practice. Approximately
12,000 of the 15,170 consultant-grade staff in
NHS hospitals undertake some private prac-
tice.

= Asnoted previously, some private treatment is
carried out in NHS hospitals through NHS pay
beds. In 1989, the NHS earned 99 million pounds
from private treatment.’This amount may in-
crease in the future, since the requirement to
obtain authorization from the Secretary of State
for Health for pay beds was removed in the
1990 health reform legislation.

= The NHS and private sectors are alowed to en-
ter into partnerships. For example, a private
partner might be given a lease on an NHS site
to undertake a capital investment or might be
given a contract to manage an NHS facility.
Only afew such arrangements exist at present.

= NHS patients may be treated in private hospi-
talsif their purchasing authority agrees to pay
for treatment, although the volume of such
casesiscurrently low.

PHYSICIANS

In 1990 there were 15,170 senior hospital doctors
(consultants) in England and 32,848 other hospi-
tal medical staff. Hospital consultants have the
choice of taking a full-time or part-time position
with the NHS. If they choose part-time, they are
allowed to perform as many private sector ser-
vices as they like. If they choose full-time, how-

3 The exchange rate in January 1994 was approximately $U.S. 1.48 to .00 pound.
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ever, their private practice is limited to 10 percent
of their NHS salary (10).

Hospital doctors are paid for the delivery of
hospital services through nationally negotiated
salary scales."Since 1960, salaries have been
based on the annual report of the independent Re-
view Body on Doctors' and Dentists Remunera-
tion, which takes evidence from medical and den-
tal representatives, the Department of Health, and
other interested parties. The Review Body's rec-
ommendations are subject to governmental ap-
proval; they have never been rejected, although
they have been deferred or modified.

All consultants are also eligible to obtain dis-
tinction awards that supplement their basic sala-
ries. The number and value of awardsis fixed by
the Review Body; recommendations concerning
distinction awards come primarily from the medi-
cal profession. Approximately one-third of all
hospital consultants hold a distinction award. As
noted earlier, consultants may also obtain con-
tracts that allow them to devote part of their time
to private practice.

Consultants' contracts are held by regional
health authorities, which also administer the pay-
ment of distinction awards. Other hospital medi-
cal staff are employed by district health authorities
or DMUs, or, if they work in an NHS Trust, by the
Trust.

Following the NHS reforms, hospitals can alter
the pay and conditions of the staff they employ, in-
cluding the medical staff. Thereislittle evidence
so far, however, that hospitals have deviated to
any great extent from national salary scales, al-
though many Trust hospitals are currently making
plans to do so. Little change is expected before
1995.

Very few medical staff work on afull-time basis
in private hospitals. Most physicians are NHS
consultants who devote part of their time to pri-
vate practice. Medical staff in the private sector
are predominantly paid on a fee-for-service basis.
There are no statutory controls on fee levels, al-

though the British Medical Association recom-
mends fee scales, and some insurers will reim-
burse patients for fees only up to a certain amount.
The basis for setting fees is the subject of a current
investigation by the Monopolies and Mergers
Commission, which is concerned that there is too
little price competition for private medical ser-
vices.

General practitioners (GPs) working in the
community are self-employed. They contract with
the NHS to provide services to NHS patients.
Each British citizen enrolls with a GP, who is the
patient’s first point of contact with the health sys-
tem. GPs determine when a patient will see a hos-
pital-based consultant. They are paid under a
mixed payment system with four elements:

= annual cavitation payments for each patient on
the GP' s list, weighted according to age;

= fees for some services (e.g., treating temporary
residents or making night visits);

= a basic practice allowance to cover practice ex-
penses; and

= payments for attaining certain targets, such as
cervical screening or infant immunization rates.

The recent health reforms also introduced some
major changes to GP practices. Because general
practitioners are the main source of nonemergen-
cy referrals to NHS hospitals, reforms to the
framework within which general practitioners
work also affect hospitals. Under the reforms,
larger GP practices have been given the option to
become “fundholding” practices. These practices
are allocated funds per enrolled citizen by their re-
spective RHA to purchase nonemergency hospital
services and community health services for their
patients. They can purchase hospital services from
public or private hospitals, which compete for the
patients of these GPs. In theory, money follows
patients to the most efficient providers of care.

In turn, because GPs receive more money for
each additional patient they sign up, they will be

4 The pay of junior hospital doctors is determined primarily by national salary scales, supplemented in most posts by payments related to

their hours of employment above a standard working week.



encouraged to compete for patients. GP fundhold-
ing aims to bring the purchasing of health services
closer to the patient, with the GP negotiating con-
tracts with providers based on the needs of pa-
tients. GP fundholding also aims to make GPs
more conscious of the cost of services and to put
pressure on providers to increase efficiency. It is
also hoped that GPs will provide more services
themselves, better coordinate services provided to
patients, and reduce referrals of straightforward
cases to hospitals.

The first wave of 306 GP fundholding prac-
tices, covering approximately 7.5 percent of the
population, became operational on April 1, 1991.
The number of GPs choosing to become fund-
holders has increased steadily, and perhaps 40 per-
cent of England’s population is now enrolled (1 1).
Y et because only a limited range of treatmentsis
financed through the fundholding scheme, most
services are still purchased by DHAS, even for the
patients of fundholding GPs.

HOSPITAL OPERATING COSTS

[JFinancing Model

The prevailing approach to financing hospital op-
erating expenses in England has been viathe Na-
tiona Health Service. The NHS is funded primari-
ly through general tax revenues allocated to it as
part of the central government’s expenditure plans
for its entire budget. NHS-owned (public) hospi-
tals are funded mainly through NHS payments.
The recent reforms make no changes to the basic
flow of funds from the central government to hos-
pitals, which follows the route shown in figure
3-1. However, the reforms affect the relationship
between the NHS and hospitals. Following there-
forms, funds move from a district health authority
to ahospital on the basis of contracts for services
rather than as direct funding. This process is de-
scribed in further detail below.

Nationally, the Department of Health repre-
sents the NHS in an annual process by which the
central government makes its expenditure plans
for the following three years. All major spending
departments and the Treasury are involved.
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FIGURE 3-1: Flow of General Revenue Funds
from the Central Government to Hospitals

‘ HM Treasury

&

\ Department of Health

&

Regional Health Authority \
4

‘ District Health Authority ‘

&

Hospital

SOURCE: A. Gray and C. Normand, 1994

Spending plans are published each January in a
government White Paper on public expenditures
entitled The Government’s Expenditure Plans.
The plans set forth total cash limits for each main
spending program. For the NHS, the main pro-
grams are hospital and community health services
(HCHS) and Family Health Services, which in-
clude primary care provided by general practitio-
ners, dentists, opticians, and pharmacists. (Hospi-
tal and community health services include home
nursing and ambulance services [16]). Separate
cash limits are established for operating expendi-
tures and capital expenditures.

The Department of Health divides its cash al-
location among the 14 RHAS on the basis of an al-
location formula. The formula is based on each
RHA's population, weighted for age and morbid-
ity, measured in terms of standardized mortality
ratios. An RHA’s block allocation covers most
areas of service provision, but some specific ser-
vices (e.g., research, teaching, the prevention and
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treatment of HIV and AIDS) are funded separatelynake or maintain contracts with purchasers will
by means of other allocation formulas. RHAs therreduce their capacity or close.

distribute most of their allocations to the 190 Private hospitals, consisting of independent
DHAs, retaining a small proportion for spendinghospitals and hospitals owned by private health
at the regional level. Prior to the reforms, DHAsinsurers, are currently funded primarily through
were allocated resources primarily on the basis gbrivate health insurance payments. The NHS re-
the hospital services they provided, with some adforms envisage that the NHS and private sectors
justments to allow for flows of patients acrosswill become more interrelated, with private hospi-
DHA boundaries. Following the reforms, DHAS tals competing with NHS Trusts and directly man-

have been funded on the basis of their populatiolyged NHS hospitals for contracts from purchasers.
similar to the RHA formula, weighted for age dis-

tributions and morbidity patterns. .
Although the initial allocation to the Depart- [ Sources of Funding _ _
ment of Health limits the aggregate amount ofV\HS hospital services are financed mainly
money available to fund hospital and communitythrough general tax revenues and through a por-
health services, there is no formal guidance as 0N Of national insurance contributions. In the

the exact proportion that each RHA should devote290-91 fiscal year, 94.1 percent of total revenues

to hospital services from its cash allocation. Simj*ame from those sources, with general taxation

larly, DHAs have freedom in dividing their block (from the Consolidated Fund) contributing 79.2

allocation among different types of health serpercent and the NHS element of national insur-

vices. This process determines an agare aance contributions accounting for 14.9 percent.
' P . . ggregalg, o remaining 5.9 percent of NHS hospital reve-
amount available for hospital services, and pur-

h DHA trained to st " nues came from charges to patients for specific
chasers e.g., s) are constrained to stay With  .ses of treatment, appliances, amenity beds,
in their total allocation. The cash-limited system

and other private charges (4.2 percent), along with

at the national level ensures that it is not possiblg,iscellaneous income (1.7 percent) mainly from
to exceed aggregate expenditure limits. the sale of capital assets (e.g., land).

Prior to the United Kingdom's recent health re-  prigr tg the reforms, hospitals funded their op-
forms, hospitals received global budgets basedrating costs through prospectively determined
mainly on historical costs (16). Following the re-pdgets established by their respective DHA. Un-
forms, however, the operating costs of an individger the reformed health system, the operating
ual NHS hospital—be it a Trust or a directly man-costs of NHS Trusts and DMUs are financed via
aged unit—have been determined by the contractsontracts with public and private purchasers.
it negotiates with purchasers for specific servicesTrust hospitals have a statutory duty to operate
In other words, there are no longer prospectivelyithin the income they obtain from these con-
fixed budgets for individual hospitals. Under thetracts; DHAs have the same duty with respect to
reformed system, it is anticipated that hospital®ther NHS hospital®.Contracts may be of three
that are successful in making contracts with purdifferent types: block, cost and volume, and cost
chasers will expand and that hospitals that fail tger case, as described below:

5 A system of financial audit ensures that expenditures accord with contracts and rules. Trusts are obliged to submit audited accounts annual-
ly at a public meeting. External audit of NHS expenditures is the responsibility of the Audit Commission, an independent body funded by audit
fees, which appoints auditors to examine the accounts and financial systems of purchaser and provider units in the NHS. In extreme circum-
stances the Secretary of State for Health has the authority to appoint commissioners to take over the running of any unit within the NHS thatis in

breach of cash limits or contracts, but there are no recorded instances of this.



= With block contracts, the purchasing health au-
thority pays an annual amount in installments
to the providing hospital unit for access to a
specified set and volume of services, especially
for urgent and emergency cases requiring im-
mediate treatment.

= With cost and volume contracts, purchasers pay
aproviding hospital afixed sum for abaseline
number of treatment episodes or cases, thus
giving the purchaser some security; any addi-
tional cases treated are paid for on a cost-per-
case basis.

» With cost-per-case contracts, purchasers pay a
specified price for a particular case. These con-
tracts occur most frequently when a purchaser
does not have routine contact with a particular
hospital; such cases are called extra contractual
referrals (ECRS).

Approximately 80 percent of private revenues
for acute care hospital services comes from pri-
vate insurance, mainly through fee-for-service
payments. Private insurers covered about 12.5
percent of the United Kingdom’s population in
1991; the remaining 20 percent of revenues comes
from direct patient payments. (Private hospital
revenues from contracts to treat NHS patients are
at present very small.)

0Bulk Purchases of Pharmaceuticals and
Supplies
Before the NHS reforms, most regional health au-
thorities had established regiona distribution cen-
ters that purchased pharmaceuticals and supplies
on behalf of district health authorities. In October
1991, a new NHS Supplies Agency was estab-
lished that assumed national responsibility for
NHS supplies. All regional supplies staff have
been transferred to this agency, which is struc-
tured around six geographical divisions. Purchas-
ing is intended to occur through the best priced lo-
cal source except where bulk purchasing has the
potential to realize major savings. (The previous
more centralized system was criticized because
routine items were often available locally at lower
prices, but hospitals could not take advantage of
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the lower prices because they were required to buy
from the regionally centralized system.)

A national purchasing unit within the NHS
Supplies Agency is responsible for developing
and maintaining a limited list of products that
should be purchased only via national NHS con-
tracts. Typical products covered by national con-
tracts include surgical gloves, batteries, and medi-
cal gases. The NHS Supplies Agency often
negotiates a national unit price for such products,
and the provider units draw off supplies under this
central contract rather than receiving them via the
Agency; therefore, it is not possible to estimate ac-
curately the volume of pharmaceuticals and other
supplies covered by bulk contracts.

[1Operating Expenditures

The 1989-90 fiscal year is the most recent year for
which accurate data on NHS acute care hospital
operating expenditures are available. Operating
expenditures for NHS acute hospital services to-
taled S6,112 million in that year(8). Thisis equiv-
alent to 42.8 percent of the NHS's operating ex-
penditures for al hospital care, 28.9 percent of
total NHS expenditures (which equaled 21,102
million pounds in the 1989-90 year), and 1.2 percent of
GDP (which equaled 511,413 million pounds in current
market prices in calendar year 1989) (). Hospital
expenditures rose by about 19 percent between the
1989-90 and 1991-92 periods in nominal terms
(i.e., not adjusted for general inflation), and by 2.5
percent in real terms (i.e., after adjustment for
inflation) (15).

Expenditures for private sector, acute care hos-
pital services in the United Kingdom were esti-
mated at [,217 million pounds in 1989 (12). This figure
includes expenditures for independent, psychiat-
ric, and substance dependency hospitals. Exclud-
ing the latter group, thisis equivalent to approxi-
mately 90 percent of all private sector hospital
expenditures, 45.6 percent of al private sector
hospital and residential home expenditures, and
18.6 percent of total private sector health expendi-
tures using abroad definition that includes private
hospital and residential care, clinics, aternative
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medicine, and nonprescription medicines. Private
sector, acute care hospital expenditures in 1989
were equivalent to 0.2 percent of GDP.

Hospital-based doctors' remuneration is in-
cluded in estimates of U.K. hospital expenditures.
In the 1989-90 fiscal year, the salaries and wages
of all medica staff employed by regiona and dis-
trict health authorities (in NHS hospitals of al
types) was 1,437 million pounds. (No breakdown of ex-
penditures for medical staff is available by type of
hospital.) This equaled 11.3 percent of hospital
expenditures, 6.8 percent of total health expendi-
tures, and 0.28 percent of GDP.

HOSPITAL CAPITAL COSTS

[JRelationship of Operating and Capital
costs

Prior to the recent NHS reforms, depreciation and
the opportunity costs of using capital assets were
not explicitly accounted for in NHS accounts.
Most of the facilities used to provide hospital ser-
vices were owned and operated by the NHS. No
rent for the use of facilities or capital was paid, and
the opportunity costs of using the capital were not
calculated. Capital was considered an expense
only in terms of the costs initialy incurred to buy
the capital; the NHS's cost of using its money to
purchase hospital capital instead of paying for
other services or supplies was not considered. In
planning health services, there was no incentive
either to use existing capital resources efficiently
or to dispose of the surplus. The goal of reforming
capital financing was to introduce such incentives.
Beginning on April 1,1991, schemes for charg-
ing for hospitals' use of capital assets are being
introduced gradually.’In the early stages the
introduction of capital charges has been simply a
bookkeeping exercise. Contracts with purchasers
of hospital services include a charge for the use of
capital, which is taken from the hospital. Real in-
centives to use capital efficiently are likely to be

introduced shortly; hospitals using buildings and
equipment more efficiently will be able to charge
lower prices to purchasers of hospital services and
obtain more contracts.

Directly managed units must reflect the cost of
using assets in capital charges, which consist of
depreciation and an interest charge representing a
rate of return on the current value of assets. De-
preciation is not provided for land assets. The rate
of return on the value of assetsis set by the Trea-
sury, currently at 6 percent. Interest charges are
applied to land and other assets used to provide
health care services.

NHS Trusts do not pay capital charges as such;
however, they are required to provide for depreci-
ation on the same bhasis as DMUs. They must also
satisfy an annual target rate of return on the current
value of their assets, which is set at 6 percent so
that contract prices for the purchase of hospital
services are not distorted between Trusts and
DMUs.

The cash flows generated by capital charges
and Trust capital provisions typically do not leave
the NHS. The goal is to levy from hospitals de-
preciation costs and the opportunity cost of funds
tied up in hospital capital stock so that more accu-
rate price signals are conveyed to purchasers and
providers. The rather complicated accounting
mechanism also aims to create a level playing
field for providers within the public sector and be-
tween the public and private sectors, giving equal
opportunities for all types of hospitals to win con-
tracts.

OFinancing Model and Source of Funding

NHS hospital capital expenditures are currently
funded in the same way as NHS operating expen-
ditures: from general tax revenues, the NHS com-
ponent of national insurance contributions, and
income from NHS service charges and other mis-
cellaneous sources. Aggregate capital and operat-
ing budgets are subject to separate negotiations in

*Capital assets are defined as buildings, land, or equipment valued in excess of | ,000 pounds. Beginning on April 1, 1993, this threshold was

raised to 5,000 pounds.



the annual public expenditure system. The De-
partment of Health and the Treasury are the main
parties to the negotiations.

Once an aggregate capital expenditure limit has
been agreed upon, the Department of Health allo-
cates it to the RHAS according to a formula similar
to that governing allocations of operating funds,
based on the size, age, and health distributions of
the resident population. RHAS then allocate capi-
tal resources to the DHAs. DHAS directly control
capital expenditures associated with minor build-
ing projects, but RHAs control major capital
schemes, such as the construction of new hospitals.

As the NHS reforms are implemented, how-
ever, hospitals will increasingly be allowed to
generate their own capital funds, which will then
account for a larger proportion of total capita
spending. Hospitals will also have more control
over their capital investment plans. Purchasers
will not influence the pattern of capital investment
directly but rather indirectly through the services
for which they contract.

[1Determining Capital Requirements

The process of capital investment is detailed in the
codes of practice prepared by the Department of
Health. These codes specify procedures for plan-
ning, option appraisal, tendering, project manage-
ment, and financial control. They also specify pro-
cedures for the sale and resale of plant, equipment,
and other capital assets. Policies for projects car-
ried out over several years are no different in prin-
ciple from those governing single-year projects.
Once an investment appraisal has been undertaken
and a capital expenditure plan is produced by the
hospital, and once any necessary authorization
from the RHA, NHS management executive, and/
or Treasury has been obtained, the capital require-
ments of the project are incorporated into the hos-
pital’s current and future plans. In the case of
multiyear projects, it is likely that capital require-
ments will have first claim on the capital budget
once the project is under way.

DMUs are not allowed to raise private funds for
the purchase of building capital or equipment, a-
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though they may accept donations of equipment
(e.0., equipment purchased by a charity). Charit-
ably donated assets need not be included in the
capital charging procedure.

NHS Trusts are allowed to finance their capital
requirements from internally generated income,
including contract income and income from the
sales of assets, and from external borrowing. Ex-
ternal borrowing is subject to externa financing
limits (EFLs), which are cash limits set by the De-
partment of Health following negotiations with
the Treasury. An EFL is set globally and for each
Trust and may be positive (i.e., the allowable capi-
tal spending limit is in excess of the Trust’s inter-
nally generated capital funds), neutral, or negative
(i.e., the allowable agreed capital spending limit is
less than internally generated capital funds). Trust
hospitals are required to provide evidence that
they are likely to win enough purchasing contracts
to cover the costs of major capital schemes.

All capital investment projects by NHS Trusts
or DMUswill continue to require external autho-
rization under the reformed health system if they
exceed certain limits. At present, a Trust must ob-
tain approval from a regional office of the NHS
management executive for any capital project in
excess of 1 million pounds, approval from the national
office of the NHS management executive for any
capital project in excess of 10 million pounds, and ap-
prova from the Treasury for any project in excess
of 15 million pounds. In addition, RHASs have their own
limits above which national authorization is re-
quired, varying from approximately pounds 1 to 5 mil-
lion.

Private sector hospital investment in land,
buildings, or equipment is not subject to govern-
ment control. No mechanism exists to prevent
replications of the provision of services or equip-
ment by the public and private sectors. Contract-
ing between these sectors for services is encour-
aged by the purchaser/provider split introduced in
the NHS reforms. In addition, public and private
sectors may enter into formal partnerships involv-
ing capital schemes, leases, or shared access to
capital.

9a&Mm
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[Capital Expenditures

In the 1989-90 fiscal year, total capital expendi-
tures for all hospital and community health ser-
vices equaled 1,299 million pounds.' The Department of
Health suggests that it would not be unreasonable
to assume that this was apportioned roughly in
line with the breakdown of operating expendi-
tures. This would suggest that acute care hospital
capital expenditures totaled 556 million pounds, equivar
lent to 4.28 percent of total hospital expenditures,
2.6 percent of national health expenditures, and
0.11 percent of GDP.

Of the aggregate capital expenditures for hospi-
tal and community health servicesin 1989-90,58
percent was for buildings and engineering works,
2.5 percent for vehicles, 12.1 percent for equipment
and furniture, and 27.4 percent for other items.

Aggregate capital spending is controlled by the
nationally cash-limited system and by internal
and external auditing, similar to operating expen-
ditures. Historically, capital funds have been par-
ticularly subject to modification in light of pre-
vailing macroeconomic and political factors. For
instance, capital funds ran at very low levelsin the
1950s and fell substantially during the later 1970s,
causing the House of Commons Public Expendi-
ture Committee to express concern at the overall
balance between capital and operating funds.

HOSPITAL INDICATORS AND TRENDS

In fiscal year 1990-91 there were approximately
115,000 acute care beds available in the NHS pro-
viding 5.8 million inpatient episodes. The average
length of stay was 6.3 days, lower than in the
United States, and the average occupancy rate of
hospitals was quite high (at least as compared with
the United States) at 87 percent. NHS acute care
hospitals dealt with 1.2 million day cases, 7.5 mil-
lion new outpatient visits, and 11.2 million acci-
dent and emergency visits.

In the private sector, there was a total of 10,906
beds in acute care medical and surgical hospitals
in 1990. The average occupancy rate was lower

than in NHS hospitals and more closely matched
the average occupancy rate of U.S. hospitals at
approximately 60 percent. The average rate of oc-
cupancy of the 3,000 pay beds within NHS hospi-
tals by private patientsis about 30 percent.

FUTURE DIRECTIONS

The greatest achievement of the NHS has prob-
ably been to provide universal access to medical
care, mainly based on need, at a low cost as
compared with other OECD countries. This has
been achieved at a price, however, in terms of
some poor facilities, delay in obtaining access to
nonemergency care, and some political unpopu-
larity.

Control over health service expenditures
comes from the nearly complete cash limitations
of the system and various controls on access (in
particular, gatekeeping practices by general prac-
titioners). The NHS experience suggests that
avoidance of rapid growth in health care costs re-
quires overall control of budgets. It also may help
to have a large share of services provided by pro-
fessionals paid salaries or via cavitation. It is inter-
esting that the NHS reforms did not change these
features, which are often associated with effective
cost containment. Competition between providers
may lead to greater efficiency and lower costs, but
there is no evidence yet that this has occurred.

The extensive review of Britain’s National
Health Service and the resulting reforms followed
a heated public debate about the level of funding
for health care. No significant change was made,
however, to the main source of funds, and no addi-
tional spending was introduced as a direct result of
the reforms. Instead, the reforms primarily re-
structured the internal configuration of the British
health system by introducing “internal markets’
for health care services.

The main elements of these reforms affecting
hospitals include the following:

. the introduction of contractual funding that
separated the provider and purchasing roles for

7 No information on capital expenditures is available by type of hospital.



health services within the NHS, designed to en-
courage efficiency through “managed competi-
tion” among providers;

= the introduction of GP fundholding practices
designed to increase the efficiency and quality
of care;

= the ability of purchasers, especialy DHAS, to
choose from a wide range of providers, thereby
enhancing competition and consumer choice;
and

= a broader accounting of capital costs to encour-
age hospitals to use capital more efficiently.

It isdifficult at this early stage to evaluate the
changes in detail, as many are in the early stages of
implementation and data are scarce. In addition,
the government has done little to encourage sys-
tematic evaluation of the reforms. There are rea-
sons to expect some important benefits from the
changes, however. Introducing an awareness of
capital costs is likely to improve the efficiency
with which assets are used. Separating purchasers
from providers potentially allows health authori-
ties to concentrate on the health care needs of their
populations instead of simply on running facili-
ties. However, the small amount of available evi-
dence shows little progress in purchasing for
health gain (i.e., purchasing packages of health
services that have been or can be shown to maxi-
mize effects on the population’ s health), and pat-
terns of service ddivery till largely reflect histor-
ical patterns.

The early experience with Trust hospitals has
been mixed. Financial controls have sometimes
been inadequate, and it is not yet clear what will
happen if Trusts fail to generate sufficient income
to stay in business. There is some evidence of im-
proved efficiency in the provision of services by
Trust hospitals, but also some evidence that mea-
sured improvements largely reflect changes in the
recording of work rather than in the actual vol-
umes of services delivered. The need for a good
system of workload classification of has become
apparent.
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The health reforms appear to have led to an in-
crease in the costs of managing the NHS, although
no accurate data on this phenomenon exist. It can
be argued that the pre-reform NHS devoted inade-
guate resources to management and that possible
increases can be justified on the grounds of more
efficient services. It is not yet clear, however,
whether the additional costs of administration can
be justified.

The reforms have re-ignited the debate on equi-
ty and access to care. Patients whose GP is a fund-
holder have apparently been able to obtain more
rapid access to services at the expense of other pa-
tients. There islittle doubt that some unequal ac-
cess has resulted. Y et the move to funding popula-
tions according to their size, age, sex distributions,
and morbidity patterns is moving resources away
from historically overfunded regions and districts
and toward those that have been underfunded.

The process of setting priorities for access to
health care is increasingly visible following the
reforms. Purchasers have a duty to buy services to
meet the needs of their communities to the great-
est extent possible. This has helped reveal the pau-
city of evidence available on health care needs,
and some of the more visible signs of rationing
have been controversial. Any system of health
care that gives access to all, free or nearly free at
the point of use, and that aims to control overall
expenditures, needs explicit rationing for some
services.

Overall, the NHS reforms attempt to increase
accountability, introduce certain market incen-
tives, and increase efficiency and patient choice. It
is perhaps more interesting to note the features of
the former system that have not been changed than
those that have been reformed. General revenue fi-
nancing of health care, free and universal access to
services, and arange of cost-controlling features
have been maintained in the United Kingdom’s
current health care system.
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Hospital
Financing
In France

by Marie-José Sourty-Le Guellec

he French health care system is arguably the most compli-
cated of the European (and Canadian) systems described
in this report. Its system includes universainpalsory
social insurance, significant patient cost-sharing, and sup-
plementary insurance on the financing side, and public providers
combined with a sizable number of private providers on the sup-
ply side. Overlaying both the public and private sectors are strong
governmental controls at all levels of government (11).

Almost the entire population (99 percent) is covered by the
statutory health insurance scheme, which is part of France’s so-
cial security system. Statutory health insurance expenditures ac-
count for over 70 percent of national health expenditures in
France. The scheme is administered by social security sickness
funds @ssurance Maladie de la Sécurité Sodiakeperson’s oc-
cupation generally determines membership in a particular fund.
There is one large fund for salaried workers (CNAMTS), which
accounts for nearly 80 percent of the compulsorily insured and
about 15 smaller funds cover other workers. The government pro-
vides insurance for low income people. Contributions for sick-
ness fund insurance are income-related and shared by employer
and employees or paid directly to the relevant fund by nonsalaried
or self-employed individuals (11).

Social insurance provides both cash benefits (e.g., sick pay)
and benefits in kind (e.g., ambulatory care, hospital care). De-
pending on the patient’s financial circumstances, the patient may
be required to pay coinsurance or copayment amounts; for
instance, patients may have to pay 20 percent of the cost of hospi-
tal services (thécket modérateyrand a daily flat rate contribu-
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tion that is currently 50 francs.' Employers some-
times provide supplementary insurance for their
employees through mutual fund organizations
(mutuelles) to cover patient cost-sharing amounts
and a few benefits not covered by the socia insur-
ance scheme. Individuals may also purchase pri-
vate supplementary insurance. Mutuelles and pri-
vate insurance payments account for about 8
percent of national health expenditures.

France's sickness funds are quasi-autonomous,
non-governmental organizations, there are na-
tional, regional, and local organizations of these
funds. They are subject to national and local man-
agement by employer associations and trade
unions. They are also closely regulated by the cen-
tral government; in particular, contribution rates,
fee schedules, and pharmaceutical prices are con-
trolled by the central government (11).

Patients can consult any medical practitioner
for primary care, and can choose to go to either a
public or private hospital. Money follows the pa-
tient in the case of private hospitals, but public
hospitals are subject to prospectively fixed budg-
ets. Compared with the other European countries
in this study and Canada, French patients have rel-
atively large cost-sharing requirements. Patient
out-of-pocket payments currently account for
about 17 percent of national health expenditures;
however, cost-sharing for hospital services is fair-
ly small with only about 4 percent of hospital ex-
penditures financed directly by patients (1 1).

Similar to many other countries, the contain-
ment of health expenditures is a major concern in
France. Hospital care represents half of national
health expenditures, making the hospital sector a
primary target of France's cost-containment ef-
forts. Recent reforms have concentrated on effec-
tively controlling sickness fund insurance pay-
ments to private hospitals by extending
governmental regulation over that sector, and by
creating a new balance between the private and
public sectors to harmonize their development

within an overall program designed to control
health spending. Also similar to many other coun-
tries, France's health reforms are moving in the
direction of making individual hospital budgets
based more on each hospita’s level of activity and
less on historical costs.

STRUCTURE OF THE HOSPITAL SECTOR

France has a mixture of public, private nonprofit,
and private for-profit hospitals. Public hospitals
tend to be large and well equipped; private hospi-
tals tend to be smaller and to specialize in elective
surgery, obstetrics, or long-term care. In 1990
there were 1,072 public institutions; they consti-
tuted only 28 percent of all French hospitals, but
provided almost two-thirds of total hospital beds,
hospital days, and inpatient admissions (tables
4-1 and 4-2). By law, a public institution is a cor-
porate body governed by public law and is respon-
sible for providing a specific public service. Pub-
lic institutions have full legal status, their own
assets and resources, and full legal autonomy.
They are, however, subject to various forms of
public supervision and financial control. Public
hospitals cannot waive their obligations, defined
in the Act of December 31, 1970, to:

* provide diagnosis, treatment, and (in particu-
lar) emergency care to their patients and those
referred to them, including necessary inpatient
care;

= contribute to the training of medical and para-
medical (nonmedical) staff; and

= participate in medical and pharmaceutical re-
search and health education.

In 1989 the private hospital sector included
2,721 ingtitutions, constituting 72 percent of al
hospitals but accounting for only one-third of the
total hospital beds, patient days, and inpatient ad-
missions in France in that year (tables 4-1 and
4-2). The private sector is divided into a private
for-profit or commercial sector with 1,515 institu-

‘The exchange rate in January 1994 was approximately $US0.17 to F1 .00.
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TABLE 4-1: Hospital Shares in France, by Category of Hospital?

Category of hospital

Percent of total hospitals

Percent of beds

Public

Nonprofit, PSPH

Private nonprofit, non-PSPH
Private for-c) refit

28 65
12 1
19 5
40 19

“Data for public hospitals are for 1990; data for private hospitals are for 1989.

SOURCES: Documents Statistiques, “Les Etablissements d’Hospitalisation Privee en 1989,” Enquete EHP 1989, SESI no. 121,
Juillet 1991, Documents Statistiques, “Les Hopitaux Publics en 1990, Resuitats H80, " SESI no. 154, Septembre 1992

tions and a private nonprofit sector with 1,206
institutions. For-profit hospitals are privately
funded and subject to the rules of commercial and
civil law. Private nonprofit hospitals are run by
voluntary organizations, religious orders, em-
ployee representatives, mutual fund associations,
and social security funds. They are similar to pub-
lic ingtitutions in that they do not attempt to maxi-
mize profits, and their surplus revenues are in-
vested to further their health care objectives.

TABLE 4-2: Hospital Beds and Inpatient Days, by Category of Hospital?

Private institutions are managed by individuals
or alegal entity. They make many of their own
management and investment decisions, and their
services are governed mainly by market forces, a-
though they are subject to certain government
constraints. Fees charged by private institutions
are controlled and subject to formal agreements.
Increases in the number of beds and high-cost
equipment are controlled by the health map (carte
sanitaire), described later, and require formal au-

Public PSPH Public and PSPH
Hospital days Hospital days Hospital days
Beds (in 1,000s) Beds (in 1,000s) Beds (in 1,000s)
Medicine 105,393 29,243 13,879 3,918 119,272 33,161
Surgery 61,282 14,827 8,986 2,315 70,268 17,142
Obstetrics/gynecology 17,337 4,101 1,393 356 18,730 4,458
Medium-stay 42,127 11,943 19,921 5,386 62,048 17,329
Long-stay 63,711 22,289 1,877 638 65,588 22,927
Psychiatry 68,600 18,669 12,733 3,921 81,333 22,590
Total 358,450 101,071 58,789 16,535 417,239 117,607
Private for-profit Private nonprofit Total private
Hospital days Hospital days Hospital days
Beds (in 1,000s) Beds (in 1,000s) Beds (in 1,000s)

Medicine 14,753 2,039 3,943 1,242 18,696 3,282
Surgery 50,820 17,123 4,675 1,484 55,495 18,607
Obstetrics/gynecology 10,083 3,084 882 254 10,965 3,338
Medium-stay 18,123 5,646 15,672 4,525 33,795 10,171
Long-stay 436 140 2,037 722 2,473 862
Psychiatry 13,405 4,767 1,960 637 15,365 5,404
Total 107,620 32,800 29,169 8,865 136,789 41,664

“Data for public hospitals are for 1990; data for private hospitalsare for 1989.

SOURCES: Documents Statistiques, “Les Etablissements d’Hospitalisation Privee en 1989, " Enquete EHP 1989, SESI no 121, Juillet 1991, Docu-
ments Statistiques, “Les Hopitaux Publics en 1990, Resultats H80, " SESI no. 154, Septembre 1992.
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theorization. Additionally, the medical activities of
private hospitals are supervised by the sickness in-
surance funds' medical officers.

Private ingtitutions are allowed to participate in
the public sector, although to date only some of
France's private nonprofit hospitals (467 in 1988)
have asked to be incorporated into the public hos-
pital service. These hospitals, called PSPH hospi-
tals, are governed by rules similar to those for pub-
lic hospitals. There are thus two general categories
of hospitals in France: public and PSPH hospitals,
and private institutions that do not participate in
the public hospital sector.

Financing methods and operating arrange-
ments vary greatly between the public and private
hospital sectors. Public and PSPH hospitals are
governed by the principles of public accounting,
whereas private for-profit hospitals are commer-
cial undertakings that attempt to maximize their
surplus revenues. Reform legislation passed in
July 1991 and currently being implemented is de-
signed to create a new balance between the private
and public sectors and to harmonize their develop-
ment within an overall program to control health
expenditures. The reforms formally recognize
that public and private hospitals perform the same
basic functions. In the future, the two categories of
hospitals will share equal responsibility for ensur-
ing public health through common provisions that
affect all types of hospitals. Furthermore, the re-
forms seek to strengthen and encourage coopera-
tion between public and private hospitals (5).

At present, a statutorily insured patient in
France can go to either a public or private hospital,
although in practice the decision is usually made
by the patient’s physician. When the choice is a
persona one, it tends to reflect the hospital’s geo-
graphical proximity, its reputation, or other per-
sona preferences. Under the 1991 reforms, pa-
tients' freedom to choose a physician or hospital
became an even more integral part of the health
care system in France than it was under previous
health care legidation.

Many hospitals in France have short-, me-
dium-, and long-stay beds as well as psychiatric
beds. It is difficult, if not impossible, to determine
the proportion of hospital care in France that is de-
voted to short-term acute care treatment; there-
fore, this chapter deals with the French hospital
sector as a whole. Purely residential institutions,
such as nursing homes, are excluded from data
cited herein, however.

PHYSICIANS

In public and PSPH hospitals, the medical staff in-
cludes residents or interns, who are physiciansin
training, and hospital practitioners, who are full-
time or part-time with a salaried established post
(titulaire) or a salaried, nonestablished post (non-
titulaire). Table 4-3 provides a breakdown of hos-
pital physiciansin private and public hospitalsin
1989 and 1990. The central government controls
the growth of salaries and the number of hospital
staff in public hospitals.

TABLE 4-3: Hospital Physicians®

Public PSPH Private for-profit Private nonprofit Total

Salaried practitioners Full-time 27,913 2,614 596 525 31,675
Part-time 39,962 4,250 851 2,047 47,110

Nonsalaried practitioners Full-time 32 8,883 495 9,410
Part-time 762 22,151 1,912 24,825

Occasional 590 12,976 1,496 15,062

Salaried residents Full-time 22,019 1,655 248 236 24,158
Part-time 233 328 90 651

Nonsalaried residents Full-time 22 15 11 48
Part-time 164 8 172

“Data for public hospitals are for 1990; data for private hospitals are for 1989.

SOURCES: Documents Statistiques, “Les Etablissements d’Hospitalisation Privee en 1989,” Enquete EHP 1989, SESI no. 121, Juillet 1991; Docu-
ments Statistiques, “Les Hopitaux Publics en 1990, Resultats H80,” SESI no. 154, Septembre 1992.
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In certain circumstances hospital physiciansount in determining the hospital’s global
are authorized to treat private patients in publi@llocation. Exceptions to this are fees paid to phy-
hospitals through consultations or the use of pubsicians practicing in rural hospitals and in hospital
lic service beds for private patients. In such casedlinics, and fees received by hospital physicians as
the physician receives a fee from the patientpart of their private practice.
which may be reimbursed by the patient’s insur- In private for-profit hospitals, physicians are
ance company. Income from private fees may natearly always paid on a fee-for-service basis and
exceed 30 percent of a physician’s total incomgatients are reimbursed by their insurance compa-
and the number of beds that can be used for privatees. Nevertheless, an increasing number of pri-
patients may not exceed 8 percent of all public serate institutions are taking the opportunity to in-
vice beds. vestin staff (particularly medical staff) by offering

Public hospital physicians often confer with of- the best-trained personnel attractive remuneration
fice-based private practice physicianséflecins packages, particularly in comparison with what
libérals). Whether or not payment for the con-the public sector can offer. Physicians’ fees in pri-
sultation is included in the hospital’s global al-vate hospitals are set according to a national fee
location of funds (discussed further below) de-schedule, but their incomes, other staff incomes,
pends on the regularity of the consults. Anyand the number of staff hired are not regulated by
physician in an office-based practice may be congovernment.
sulted on an occasional basis by a hospital physi-
cian. Payment is rendered according to the serviddOSPITAL OPERATING COSTS
or consultation performed and falls outside the
hospital’s global allocation. Hospitals regularly [J Financing Model
call on some physicians in private practice (calledrhere are two distinct methods of financing hospi-
affiliated practice physicians) who are paid a feeal operating costs in France. Public and PSPH
per service provided. These fees are included inospitals are paid largely through a prospectively
the hospital global allocation. fixed budget. Private non-PSPH institutions are

There are no salaried physicians in rural hospipaid a daily (per diem) rate for their services; inpa-
tals and any private physician may consult thergient physician and ancillary services are paid for
subject to authorization. In these cases the physin a fee-for-service basis.
cian may ask patients who are not covered by sick-
ness funds to pay an agreed-upon fee. For patiersiblic Hospitals
with sickness fund coverage, the physician maysince 1984-85, public and PSPH hospitals have
claim 85 percent of the local daily charge per daybeen subject to a global allocation scheme estab-
for patients qualifying for social assistance, thdished by the prefect of the district in which they
physician is paid 50 percent of the departmentadre located and determined within the framework
medical assistance charge. In these two cases tbe federal guidelines. The global allocation
hospital retains 10 percent of fees received. scheme replaced a system of controlled rates of in-

In certain circumstances nonsalaried physicrease in per diem prices for public and PSPH hos-
cians operate clinics in public institutions. Theypitals (11). Under the new scheme each hospital
are paid on a fee-for-service basis; the level of feea®ceives an annual global allocation to cover the
is agreed upon directly with the patient. Physi-portion of its costs that is paid for by the sickness
cians pay 10 percent of their fee income to the hosunds. Hospitals also charge daily ratéasrifs
pital, which uses the proceeds for improving theijournaliers de présentation$) cover that part of
stock of medical equipment. a hospital stay not provided for in the global al-

Thus, in public or PSPH hospitals, most pay4ocation. Daily charges are established for several
ments to medical staff are included in the operatpurposes. Federal and local governments pay a
ing section of the budget and are taken into acdaily charge for patients on social assistance. The
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daily charge is also used to determine patient cost-
sharing amounts for patient copayments (ticket
moderateur) and daily flat-rate payments (paid ei-
ther by the patient or by a supplementary insur-
ance company), and it constitutes the charge for
patients who have no insurance coverage.

Hospital Budgets

The hospital budget sets forth estimated expendi-
tures and revenues for the coming year. This budg-
et, like that of any public administrative institu-
tion, must conform to certain public accounting
principles. It has two sections, as described below:

= The operating section deals with current activi-
ties, including the day-to-day running of the
hospital and financial management.

= The investment section deals with operations
leading to an increase in durable capital assets
requiring depreciation (other than stocks), such
as permanent capital, real estate and tangible
property, stocks and securities, deposits and
sureties, and physical supplies.

Expenditures that require authorizations for the
operating section of the budget are divided into
three groups:

1. expenditures relating to the external purchase
of goods and services,

2. staff or personnel-related expenditures, and

3. all other types of expenditures.

A public or PSPH hospital’s operating revenue
is derived from the following sources:

1. the global alocation described below;

2. income from services (e.g., via daly rate
charges or fees);

3. grants, donations, and legacies to be used for
operating purposes;

4. other surplus income unrelated to operational
activities;

5. income from reserves;

6. the value of liabilities reduced by expire or
lapse; and

7. the value of any repairs undertaken or surplus
produced by the ingtitution itself (e.g., pharma-
ceutical products made by the hospital’s labora-
tory).

Appended Budgets

Current expenditures on certain activities and ser-
vices (e.g., blood transfusion centers, mobile
emergency services, data processing centers)
must be included in appended budgets. Operating
costs are funded from both general and appended
budgets.

Authorized expenditures for the coming year
must take into consideration the average rate-of-
increase guidelines established by the central gov-
ernment’s ministries of the economy, budget,
health, and social security. The average rate of in-
crease for hospital expenditures is based on gener-
a economic trends—in particular, forecasted
changes in prices and wages—and on national
health and social policies. The guideline rate was
4.2 percent in 1990.

Determination of the Global Allocation
Although a hospital receives a small amount of
revenues in addition to the global allocation and
daily charges, these two elements are essential to
a hospital’s ability to provide services. The global
allocation is designed to provide enough funds to
cover that part of the hospital’s expenses that will
be paid for by the sickness insurance funds. It rep-
resents the difference between total operating
costs as set forth in the authorized general and ap-
pended budgets and expected hospital revenues
other than the global alocation itself, so as to en-
sure that the hospital’s budget will be balanced af-
ter taking into account surpluses or deficits from
previous years. Annual increases in a hospital’s
global allocation are based on the federal guide-
line rate of increase and the hospital’ s forecasted
level of activity.

Patient copayment and daily flat-rate contribu-
tions, repayments by mutual fund associations
and private insurance companies for their mem-
bers' expenses, and payments for patients covered
by medical or social assistance are not included in
the global allocation; they are billed according to
the daily service charges established for individu-
al patients.

The global allocation covers costs relating to
inpatient care, day and night care in the hospital,
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outpatient caré psychiatric care, legal abortions, Budget Adjustments
mobile emergency care units, and long-term car&xcept in the case of a budget revision, the global
institutions for the elderly. allocation is paid on the basis of the amount ini-
tially provided for, regardless of the hospital’'s ac-
Determination of Daily Charges jcual level of actlv_lty. If the number_ of1p§1t|ent da)_/s
) . is lower than estimated, the hospital’'s income (in-
The partial nature of the global allocation makes . . i '
sofar as it relates to its global allocation) remains

it necessary to establish a system of charges (talﬂh altered.

iffs) to recover expenses not paid for through the If a hospital can show that there has been a sig-

global allocation. Daily service charges determmenificant and unforeseen change in its financial cir-

the amounts to be paid by federal or local 9OVeMz mstances or medical activity leading to a sub-

ments, patients, or any organization providinGgi, iial increase in the hospital’s costs during the
supplementary coverage. Daily service chargeg  rant year, changes to the budget (e.g., an in-

are calculated for different types of services by di¢yease in authorized revenues to meet higher-than-

viding the estimated total costs of each type of Selanticipated expenses) may be approved. Addi-
vice by the estimated number of patient days fofionajly, in urgent cases the hospital’s director
each type, after adjusting costs for offsetting rémgay transfer appropriations between the first two
ceipts and for any previous year’s surplus or defigroups of authorized expenditures in the general
cit that has been carried forwatd. budget and the appended budgets during a finan-
Service charges are calculated for inpatient cargjg| year. These transfers may not, however, in-
(including specialist and nonspecialist servicesgrease or reduce authorized expenditures within
services relating to expensive specialties, and mehese groups by more than 10 percent, reduce ap-
dium- and long-term services), day and night carepropriations designed to cover unavoidable costs
and home care services. There are also three pqe-g., social security contributions or taxes), or
sible short-term charges for medicine, surgerycommit the institution to expenditures beyond the
and expensive specialties. Because individuaturrent financial year.
hospitals have different budget levels and esti- End-of-year surpluses in the hospital's admin-
mated numbers of patient days for various types aétrative account resulting from more efficient
services, daily service charges vary by hospital. Imanagement (e.g., expenses are less than fore-
contrast, flat-rate charges for outpatient care andasted for the same or higher level of service deliv-
for legal abortions apply uniformly throughout ery) are assigned to a compensation reserve ac-
France. Box 4-1 describes the different parties ineount. Such reserves may be used to cover
volved in hospital management and supervisionsubsequent years’ deficits or assigned to another
and offers more details on the determination ofeserve account that can be used to finance opera-
global allocations and daily rates. tions or investments that do not increase operating

2Actually, only part of the cost of outpatient care is taken into account in calculating the global allocation. In particular, the allocation relat-
ing to this area covers the cost of supplying drugs for which the sickness insurance funds are statutorily responsible. It is estimated that on aver-
age, 50 percent of outpatient costs are covered by the global allocation. The remainder has to be covered by the patient through a copayment or
by a third-party payer other than the patient’s sickness fund.

3An excerpt from the decree of Aug. 11, 1983, section 32, states specifically that “[t]he estimated cost price shall be equal to total operating
expenditures, comprising:

a) direct costs, thatis the costs of services belonging to a particular category of charges, excluding the cost of medical treatment, goods
and other medical services;

b) the cost of medical treatment, goods and services on the basis of their purchase price or, failing that, of their cost price;

c) other costs included in the operating section of the general budget which are not covered by their own resources, divided among the
different categories of charges in proportion to the estimated number of days for each category;

d) where appropriate, that part of the previous financial year’s deficit which has been carried forward.”
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BOX 4-1: Hospital Management in France

Hospitals are managed by a board made up of locally elected representatives (of which the mayor of
the municipality concerned is the chairperson), representatives of the social security system, represen-
tatives of the hospital’s medical and nonmedical staff, and a director who is responsible for implement-
ing the policies developed by the board and approved by representatives of the State. The board’s
director also authorizes expenditures and issues revenue orders, appoints nonmedical staff, and is the
hospital’s legal representative.

The supervisory role exercised by public authorities in the budget-making process places strict lim-
its on the degree of managerial autonomy enjoyed by public and affiliated hospitals. Administrative su-
pervision of public and PSPH hospitals operates at every level:

« at the national level through the Hospital Department of the Ministry of Health;

« at the regional level through the prefect of the region (appointed by the government), assisted by the
regional Department for Health and Social Services (DRASS); and

= at the district level through the prefect of the district (also appointed), assisted by the district Depart-
ment for Health and Social Services (DDASS).

The social security system, which is the principal source of funds for hospitals, has no formal super-
visory responsibilities but only the right of oversight. Its role has been strengthened over time, however.
Social security sickness funds have contributed to the development of hospital policy at the national
and local levels through representation on various associations and through their significant oversight
rights for financial and medical matters. Additionally, supervisory authorities must consult representa-
tives of sickness funds when drawing up hospital budgets. Furthermore, at the request of the sickness
funds, hospital directors must submit quarterly expenditure commitment statements and provide in-
formation on staffing. The sickness funds also partially supervise medical decisions, which can mean
that a sickness fund would refuse to pay the cost of treatment or would modify the financial terms of a
hospital admission that it deemed unjustified or inappropriate. The sickness funds monitor all hospital
medical activities but (except with regard to nonpayment of services) exercise a passive form of super-
vision, as the funds’ concerns are not backed up by any sanctions (3).

Financial monitoring of hospitals is the responsibility of the district Department for Health and Social
Services; the social security funds, which receive the quarterly expenditure statements; and the hospital
accountant (an official of the public treasury service) who ensures that spending commitments comply
with relevant legislation and regulations and that the necessary appropriations have been made.

costs in subsequent years. Priority is given to fi-
nancing services that have contributed to the sur-
plus. Surpluses that do not result from improved
management (e.g., if services are lower than fore-
casted levels or the surplus arises from daily
charges or outpatient care) are transferred to a
compensation reserve account to cover operating
costs in future years.

Any deficits in the administrative account are
covered by drawing on the compensation reserve

account. If the reserve is not sufficient, the deficit
amount is figured into the budget of two years |at-
er or can be spread over the following two finan-
cial years by adding it to the hospital’ s operating
costs.

Sickness Fund Payments

Each sickness insurance fund in a given hospital’s
catchment area pays the so-called pivot fund (or
main fund in the areq) its share of the hospital’s
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BOX 4-1 (Cont'd.): Hospital Management in France

The budgetary process is relatively long, reflecting the desires of various categories of hospital staff
to be involved in the hospital’s planning and the strict supervision exercised by external authorities. The
director or director-general of the hospital is responsible for preparing and submitting budget propos-
als, taking account of the previous and current years’ activities. Assisted by hospital departments, the
director determines the level of expenditure that is essential for the hospital's operations. The draft
budget is then submitted to a joint consultative committee and a medical staff committee for comment.
Budget proposals are adopted by the hospital’s board (conseil d’ administration), which must express a
formal opinion on the director’s figures. Budget proposals are then sent to administrative authorities and
the regional sickness insurance fund for salaried employees, where they are available for comment.

Hospital budgets, global allocations, and daily service charges are determined by administrative
supervisory authorities by January 1 of the relevant year. With the exception of the Paris hospital service
(responsibility for which devolves on the Minister of Health), the prefect of the district is responsible for
establishing global allocations for the district’s public hospitals. This responsibility also involves a criti-
cal response to hospitals’ budget proposals to ensure that each institution can meet its obligations. The
prefect is empowered to increase income and expenditure estimates for hospitals whose estimates it
considers too low and to remove or reduce items that it considers unnecessary or too high—taking ac-
count of local heath care needs and the federal guideline rate for average increases in hospital expen-
ditures (4). Prefects’ decisions are made only after consultations with the social security funds. The
opinions of the social security funds and the medical supervisory bodies are recorded by the regional
sickness insurance fund.

The district prefect notifies the hospital, the regional sickness fund for salaried employees, and the
fund responsible for paying the global allocation (the “pivot” fund) or main sickness insurance fund in
the area) regarding the final determination of daily service charges and the global allocation, together
with the hospital's approved budget.

The hospital’s director is the principal authorizing officer for the budget and maintains a formal re-
cord of expenditures. The director submits quarterly accounts (upon request) to the prefect. At the end
of each quarter, the director also submits a chart a to the prefect showing the current number of hospi-
tal staff.

global alocation.’At the end of the financial year,
the national sickness insurance fund for salaried
employees draws up a statement of contributions
reguired from each fund based on the number of
days provided to the fund’s members (weighted
according to coefficients that account for the dif-
ferent daily costs of hospital care provided, which
are determined by a joint ministerial order). Be-
fore June 1 of the following budget year, a com-
mittee for the apportionment of hospital global al-

locations must reach a unanimous decision on the
final contribution from each sickness fund, taking
into account the statement drawn up by the nation-
al sickness insurance fund (8).

Recent Reforms

Although the 1991 health reforms did not alter the
basic method of global alocations, major changes
to the budgetary process were introduced. Under
this legislation (whose implementing regulations

4 Under the 1991reform legislation, the pivot sickness fund makes an initial payment of 60 percent of the global allocation to the hospital on
the twenty-fifth day of the month, then 15 percent on the fifth of the following month, and the balance on the fifteenth day of the following

month.
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were unpublished as of this writing), the budget-Daily Rates and Fees
ary process will start earlier in the year, budget nePrivate hospitals’ payments are based on nego-
gotiations will be faster and more streamlined tiated daily rates that comprise a charge for hotel-
management will be more flexible, and the hospitype services and nonmedical personnel services
tal board will have more autonomy particularly (e.g., nurses, social workers, therapists), fees for
with regard to day-to-day matters (e.g., staffingoperating and delivery room services, pharmaceu-
loans, internal organization), which will no longer tical fees, and fees for physician services. Patients
be subject to the district prefect’s prior approval.usually pay physicians’ fees directly and are then
There will be closer cooperation between the aupartially reimbursed by their sickness fund. In the
thorizing officer and the accounting officer. New past physicians have been paid separately from the
provisions will also be made for the investment ofhospital’s charges, but physician payment is in-
and return on funds. Moreover, it will be possiblecreasingly being included in the same schedule as
to revise a hospital’s global allocation in thethe costs for a hospital stay. One advantage of
course of a financial year to reflect changes in thélding in physician payments is that all payments
current volume of services provided as long as imade by the sickness fund for a patient’s hospital
is related to greater patient needs. stay are included in a single document that pro-
Another important innovation included in the vides the fund with an overview of total hospital
1991 reforms and currently being experimentedosts.
with in several hospitals is the determination of Physicians’ services are reimbursed according
charges based on the identification of homogeto a national fee schedule classified as K, Kc, B,
neous patient groupgroupes homogénes de mal-and Z (for diagnostic activities, surgery, biologi-
adeg, which are in turn based on U.S. diagnosis<al analyses, and imaging, respectively). One K is
related groups (DRGs) (5). worth approximately 12 francs, and one Kc is
worth about 13 francs. Reimbursement for physi-
cian or surgeon services is supplemented by an op-

Private Hospitals . ) :
. e o erating or delivery room fee (FSO) paid to the hos-
Private for-profit and nonprofit institutions that pital. The FSO varies according to region and

do not participate in the public hospital sector Opbategory of hospital and by levels of K

er -for- [ [ ; . \
ate on a fee-for-service basis, although fees are Private hospital per diem rates for hotel-type

usually regulated by the central government'sand non-medical staff services are based on a clas-
health ministry. An agreement between hospitals

. . . : ification of the hospital’s specialty and quality
and their regional sickness funds fixes the amounr%anking. Since 1973 the classification system has

of money that the funds will reimburse patients in_"_ . : o :
the coming year. Private hospitals accept a certal‘%SSIgneoI points to an |nd|V|d_uaI hospital fgr ?"?‘Ch
number of service obligations (inpatient days ané)f the following f'\./e a_reas (in order of signifi-
hospital admissions) to sickness fund patients ifance for rate setting):
exchange for guaranteed reimbursement from thé. medical services,

funds. If a private hospital has a surplus when ig- honmedical staffing,

closes its accounts, it is free to distribute that sur3. technical equipment,

plus to shareholders or to reinvest the surplud. hotel facilities, or

funds. If it has an operating loss, the social securP- @ combination thereof.

ty fund does not become involved in any way to Depending on the total number of points ob-

cover the deficib tained, a hospital is classified as A, B, C, D, or E,

5The agreement setting forth the responsibilities of all the parties concerned was drawn up by the Ministry of Health between 1975 and 1978
and approved by the Ministry in 1978.
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each of which has a particular set of rates per spé& required to make the hospital's case before a
cialty. The classification is decided by the regionatommittee of administrators of the regional sick-
prefect after consultation with a joint committeeness funds. A warning or reprimand may be sent
that includes representatives of sickness funds arat, after a complex review procedure, the hospi-
health care providers. tal’s classification may be downgraded. The ulti-
A total of 800 points is required for category A mate sanction (for which there must be serious
classification, which indicates consistently highgrounds) is abrogation of the sickness funds’
performance; rates fall as a hospital’'s classificaagreement; costs are no longer paid in advance,
tion moves from category A to E. Hospitals andand the daily charge is paid at three-quarters of the
clinics classified within each category have theprevious level. Although not applied frequently,
same level of rates wherever they are located in thtbese sanctions have had some effect (17).
region. Hospitals have an incentive to invest in
technologies, equipment, and staff to improve .
. . . . . Supervision
their ranking to receive higher per diem rates. Th . o .
: ) o ) group of sickness fund physicians supervises
process of ranking hospitals is fairly rapid, and a . . :
; ) . agreements between private hospitals and sick-
hospital may even have its ranking changed retro-

spectively. For several years, per diem rates ha%%ess funds that pertain to private hospital staffing

) . qvels, current pharmaceutical regulations, stan-
been regulated and subject to authorized annu .
ards for operating rooms, and standards regard-

increases, expressed in either absolute amountsi%r the size of patient rooms. A compulsory annu
percentage terms. 9 P ' P y

Operating room fees are directly linked to aal statistical survey of private hospitals must also

L . be provided to regional sickness fund organiza-
hospital's rate category. Similarly, the pharmaceu:. - : . : )
. . tions, making it possible to identify any possible
tical fee, formerly based on actual costs, is now

. . Broblems in a range of areas. The standards and
becoming more uniform. Charges and fees ar dherence to them have a direct effect on charges
thus subject to limits and linked to the number of 9

inpatient days delivered by the hospital. There arfeor SErvices.

also government controls on the number of admis-
sions and on the number of authorized beds in prHealth Reforms
vate hospitals. Although the 1991 health reform act initially re-
Despite these measures to limit private hospitaiains the principle of fees and rates for private hos-
rates and the number of services, the total volumgital services, the legal framework and the finan-
of medical services provided by private hospitalsial basis of for-profit institutions have been
has not been brought under control. In responsea]tered. The tripartite system, involving the state,
the regional sickness funds require private hospisickness funds, and hospitals, may gradually be-
tals to supply information on their activities from come the norm in the private sector as it has al-
which averages and comparisons among hospitateady been for some time in the public sector. The
are made. Hospital profiles are also drawn up tstate could become involved in contractual rela-
identify potential abuses. These profiles servdions regarding the volume of services that have
only as indicators of service provision, howeverhitherto been the concern only of hospitals and
and are not used as instruments for setting limitsickness funds.
or preventing abuses. There are no plans at this time to introduce a
As an additional monitoring tool, regular global allocation scheme for the private sector.
checks of hospital practices are conducted to prénstead, there is a global ceiling on private hospi-
vent bad practices. If any are identified, a prelimital expenditures by the sickness funds, subjectto a
nary letter is sent to the director of the hospitaguideline rate of annual increase in this ceiling
asking for remedial action. If the problem is seri-agreed on between the state and the other two
ous or has occurred before, the hospital’s managéraditional partners in the private hospital sector.
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Public and PSPH

TABLE 4-4- Sources of Financing for Hospital Operating Expenses, by Hospital Sector, 1991

Private Total

Percentage of

Percentage of

total public total private Percentage
and PSPH hospital of total
Million operating Million operating Million operating
Source francs expenses francs expenses francs expenses
Sickness insurance funds 179,778 90.0 52,886 83.4 232,664 88,5
Individuals and private insurance 13,116 7,848 12.4 20,964 8.0
Mutual fund associations 3,023 2,329 3.7 5,352 2.0
Federal or local authorities 3,508 342 0.5 3,850 15
Total expenses 199,425 63,405 262,830

SOURCE: Centre de Recherche d’Etude et de Documentation en Economic de la Sante (CREDES) Programme Eco-Sante, 1990 and 1991.

This ceiling is alocated among regions and by
month and may not be exceeded.

The 1991 legidation requires that private insti-
tutions anayze their activities, develop an assess-
ment policy, and implement information systems
(similar to programmed medical des systemes
d’Information, or PMSI). It also makes the sub-
mission of annual forecasts of activity to the sick-
ness funds a precondition for setting rates or for
concluding rate agreements. The implementation
of a cost accounting system and a medical in-
formation system were intended to lead to a DRG-
type of charge system by the end of 1993. An ex-
periment using this new approach was introduced
in obstetrics-gynecology units and in volunteer
institutions for other specialties beginning on July
1, 1992 (5).

oSources of Funds

The social security sickness funds pay for the
lion's share of hospital care in France; they funded
90 percent of public and PSPH hospital operating
expenses and over 83 percent of private hospital
operating costs in 1991 (table 4-4). Private insur-
ance, mutual fund associations, and individual
out-of-pocket payments accounted for a fairly
small share of hospita costs ( 10 percent), even for
private hospitals (16.1 percent). These figures
reflect sickness fund patients' freedom to choose

either a public or a private hospital, and private in-
surers’ and mutual fund associations' minor roles
in the French health care system of mainly provid-
ing supplementary insurance.

The relatively small part that private hospitals
have in France's system is reflected by their share
of total hospital expenditures. In 1991, three-
fourths of all hospital spending was for care pro-
vided in public and PSPH hospitals; the other
fourth was for private hospital care (table 4-4).

Federal and local authorities pay hospitaliza-
tion costs for patients who receive state medical or
social assistance. These payments, financed
through genera revenues, funded 1.5 percent of
hospital expenses in 1991 (table 4-4). (Foreign pa-
tients who are not residents of France must pay
their own hospital bills although there are interna-
tional agreements between France and certain
countries allowing payments to be made through
official channels.)

DAllocation of Operating Funds

Public Hospitals

Public hospital operating costs were F139 billion
in 1988, representing 87.8 percent of aggregate
hospital expenditures (which includes capital ex-
penditures) (table 4-5). The largest single item
(F90.1 hillion, or 65 percent of operating costs)
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TABLE 4-5: Operating Funds in Public Hospitals, 1988

Million Percentage Million Percentage

Operating costs francs of total Operating revenues francs of total
Staff 90,140 64.9 Global allocation 118,074 81.0
Pharmaceuticals, medical 12,792 9.2 Service charges 9,631 6.6

services
Hotel facilities 8,473 6.1 Daily flat rate contributions 1,877 1.3
Repairs, maintenance 3,753 2,7 Outpatient care 2,543 1.7
General management 3,490 2.5 Donations, contributions 219 0.2
Mortgages 2,737 2.0 Sales of products 469 0.3
Other 17,451 12,6 Other 13,121 9.0

Total 138,836 Total 145,934

SOURCES: Ministere de I'Economie des Finances et du Budget, Direction de la Comptabilite Publique, Les Finances du Secteur Public Local, Hopi-

taux Publics 1983-1988.

was for hospital staffing costs. (It is not possible
to distinguish between medical and nonmedical
personnel costs.) Expenses for pharmaceuticals
and medical services accounted for 9 percent of
hospital operating costs in 1988; hotel-type ser-
vices made up 6.1 percent, repairs and mainte-
nance 2.7 percent, and management and transport
2.5 percent (table 4-5).

Public hospital operating revenues were nearly
F146 billion in 1988, of which the global alloca-
tion represented 81 percent, total daily service
charges accounted for 6.6 percent, total daily flat-
rate contributions were 1.3 percent, and outpatient
care charges accounted for 1.7 percent of hospital
operating income (table 4-5) (10).

Private Hospitals

In contrast to public and PSPH hospitals, there are
no systematic statistics on the revenues or costs of
private institutions. A 1985 study by the Centre
d’ Etudes des Coults et des Revenus (CERC) esti-
mated the operating costs of private hospitals and
clinics in 1980 at F11.7 billion. Fifty-five percent
of this was spent on staff; 17.4 percent on pur-
chases; 17.2 percent on repairs, supplies, and ex-
terna services; 4 percent on depreciation and pro-
visions; 2.3 percent and 6.4 percent on other costs

().

[IOperating Expenditures
Total hospital operating expenditures (which in-
clude both operating and capital spending) were
F263 billion in 1991, equaling 3.9 percent of the
gross domestic product (GDP) and 40.7 percent of
national health expenditures (NHE). Hospitals
share of NHE has fallen over the past decade,
which was 44.9 percent in 1980, but hospital ex-
penditures as a share of GDP have increased, start-
ing at 3.6 percent in 1980. These trends indicate
that health care spending in France has comman-
ded a greater share of the country’s financial re-
sources over the past decade, although the hospital
sector has contributed less to this trend than have
other sectors of France's health care system.
Approximately three-fourths of aggregate hos-
pital outlays went to public and PSPH hospitals in
1991—sdlightly less than in 1980, when the public
sector accounted for 78 percent of hospital spend-

ing (2).

HOSPITAL CAPITAL COSTS

Located as they are in a rapidly changing sector
that is strongly affected by technological progress,
and faced with growing patient demands for the
latest technology and more patient amenities, al
hospitals are increasingly sensitive to competition
and have strong incentives to invest. In contrast to
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the private sector, public and PSPH hospital in-
vestments are subject to certain financial
constraints, although they also benefit from spe-
cia public assistance.

The private sector is facing increasing competi-
tion, and its level of required investment is be-
coming more and more onerous; thus hospitals in
this sector find it necessary to seek new investors.
Few figures are available on private sector hospi-
tal investment, and most of the information in this
section relates only to the capital investments of
public and PSPH hospitals. Where appropriate,
legislation concerning the investment process and
current trends are discussed.

[JRelationship of Capital and Operating
costs

In 1988 the aggregate budget for French public
hospitals was approximately Fbillion158, which
represented the purchase of goods and services.
These costs may be either operating or investment
costs, as follows:

* The operating section of the budget includes all
consumable goods and services that are short-
term; such expenditures relate to day-to-day
supplies and to upkeep and maintenance.

» The investment section includes expenditures
that are intended either to maintain a capital
good beyond its budgeted life or to purchase
new capital (3).

The investment section regularly receives
transfers from the operating budget through provi-
sions and depreciation accounts. Such accounts
represent the depreciation of assets with a view to
replacing them; depreciation is recorded as an in-
come item in the investment section and as a cost
item in the operating section. Depreciation costs
are taken into account in determining the global
alocation and daily service charges.

Private for-profit hospitals and certain private
nonprofit institutions, even if they participate in
the public hospital service, are not entitled to di-
rect reimbursement of depreciation costs because
the government is concerned about preventing the
accumulation of private wealth at the expense of

the sick. Such institutions may, however, receive a
remuneration equivalent to 3 percent of their capi-
tal (based on the nonamortized value of their as-
sets, where necessary after revaluation). In addi-
tion, fixed assets in such institutions are almost
never the property of the hospital but are rented.
The depreciation of these assets is included in the
rent, which is an operating cost.

Hospitals that receive a global alocation are al-
lowed to include interest payments on investment
loans as part of their operating costs. This option
does not extend to the repayment of loan princi-
pals, which are included in the investment section
of their budgets.

Another way in which operating and capital
costs are related in French public and PSPH hospi-
tals is through the allocation of operating fund sur-
pluses. Under certain circumstances (discussed
above), surpluses in the operating section can be
used to finance investments that are not expected
to increase operating costs in ensuing years.
Moreover, any surplus in the appended budget is
allocated to the purchase of equipment for hospi-
tals (e.g., blood transfusion centers or computer
centers), to other hospital capital investment, or to
reduce operating costs in succeeding years.

Theimpact of capital costs on future operating
costs is determined informally. Some hospital
boards draw up program budgets as a means of im-
proving quality of forecasting and planning, and
assisting management by highlighting the overall
impact of an activity in operational and invest-
ment terms. Activities examined may cover ener-
gy saving programs, computerization and major
equipment, or hospital buildings.

[ICapital Financing Model

Investments in new construction, new major med-
ical equipment, or replacement equipment in the
public sector can be financed by depreciation (ap-
plied to tangible assets such as hospital plant and
equipment) or amortization (applied to intangible
assets such as insurance policies). In the hospital
sector, however, thisis inadequate due to the rate
of technological innovation, and other funding
sources are often required.



TABLE 4-6: Capital Expenditures and Income in Public Hospitals (1975, 1986, 1988) (in millions of francs)
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Expenditures 1975 1986 1988 Percentage of 1988 total
Direct expenditures 3,722 8,842 13,456 69.9
Tangible assets 812 4,059 5,723 29.7
Real estate investments 169 434 3,171 16,5
Construction 2,741 4,349 4,562 23.7
Indirect expenditures 884 3,464 5,801 30.1
Total expenditures 4,606 12,306 19,257 100.0
Income 1975 1986 1988 Percentage of 1988 total
Subsidies, grants 985 1,707 1,583 7.6
Loans 2,533 3,521 4,545 21.8
Depreciation 1,513 6,989 7,702 36.9
Fixed assets 4,181 20.0
Other income 244 946 2,845 13.6
Total income 5,275 13,163 20,856 100.0

SOURCES: Ministere de I'Economie des Finances et du Budget, Direction de la Comptabilite Publique, Les Finances du Secteur Public Local, Hopi-

taux Publics 1983-1988.

Self-Financing

Hospitals obtain some of their funds from internal
sources, such as the sale of real estate and tangible
assets (afairly unimportant source) and depreci-
ation, which accounted for 37 percent of hospi-
tals' investment funds in 1988 (table 4-6). Since
the mid- 1980s, depreciation funds have increased
in importance because of trends in the structure of
investments and thus their patterns of depreci-
ation. The decline in the acquisition of land and
buildings and of repairs with a long (often 30
years) depreciation period and the increase in tan-
gible acquisitions with a short (around 5 years) de-
preciation life has significantly increased depreci-
ation income and thus the level of self-financing.

Subsidies

Hospitals obtain a portion of their investment
funds from several external sources that may be
free or may incur a cost. State subsidies—which
normally vary between 5 and 40 percent of a hos-
pital’s investment funds, depending on the institu-
tion's capacity for self-financing-and subsidies
from local authorities are free. More than half the
subsidies received by hospitals come from the

state. Of local authority funding, the regions are
the most important source of assistance, followed
by the districts and municipalities (communes). In
1988, subsidies accounted for 7.6 percent of ag-
gregate investment income (table 4-6).

Loans

The sickness funds have been authorized to make
interest-free loans to hospitals, which are required
to repay only the principal amount. For loans that
incur a cost, hospitals normally call on banks for
public authorities (Caisse des Depots et Con-
signations and the Caisse d' Aide a I’ Equipement
des Collectivites Locales). Hospitals may also
borrow from other banks or even, with ministeria
approval, from the financial market (i.e., deben-
ture loans). Such loans represented 21.8 percent of
aggregate investment income in 1988 (table 4-6)
(3).

Today, state subsidies and sickness insurance
fund loans play less of arole in hospital invest-
ment financing than they have in the past. Hospi-
tals' own resources now constitute a key element
of their capital finances. They even appear to be
gaining in importance, given a slight trend toward
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a reduced level of debt and a refocusing of investies (e.g., Paribas, Suez, Lyonnaise des Eaux) and
ment; that is, investment now seems to be gearddreign companies have invested in chains of clin-
toward the acquisition of biomedical equipment,ics in search of profits (17).

which in turn generates a higher level of depreci-

ation. If SUfﬁCiently short periOdS of depreCiation Determining Cap|ta| Requirements

are allowed, a high level of debt generates considrhe entire French health care system (both public
erable resources for investment. In fact, hospitalgng private health institutions) is subject to formal
that have borrowed at high rates have not beeRea|th sector planning (15). In general, public hos-
penalized at all; rather, they have benefited from Bitals are subject to the provision of public law
budgetary bonus, as the financial costs associatggat governs public works and the placing of pub-
with a high level of depreciation form part of the |ic work contracts. Commercial institutions must
base from which the initial budget is calculatedoperating according to private law, which allows
9). them to determine their own investment proce-
Financing from loans is restricted to 60 percentjyres within the limits of the law. Health care leg-
of the estimated cost of an investment. Institutiongsjation in 1970, however, stipulated that repair
are required to meet the other 40 percent of thgrograms and projects relating to the creation, ex-
cost (as well as any associated additional operafensjon, or transformation of public and private
ing costs) from their own financial resources. Tohospitals would be subject to authorization ar-
help cover such costs, hospitals sometimes rgangements. Authorization is forthcoming only if

ceive an additional allocation over and above thg scheme complies with the health megrie sa-
federal guideline rate for updates to global allocanjtajre).

tions, although experience shows that this does
not occur often. Other internal sources include th'leealth Maps

use of surpluses arising from improved Managerne foundation for health sector planning in

ment. In contrast to the private sector, such dec'lfrance is the health map. The health map forms
sions are subject to the approval of supervisory AUhe reference point for public authorities in all de-

thorities (17). cisions relating to the level of public and private
hospital construction of new buildings, additions
Private Hospitals of hospital beds, or the acquisition of major medi-
Private hospitals (often called clinics) are free tacal equipment (15). It is based on a recognition
use their profits for investment or to redistributethat the private sector must operate alongside the
them to shareholders. Private for-profit clinicspublic sector, as the latter is unable to meet all
have traditionally been owned by physicians. Itpublic health care needs. The aim is to meet those
has become increasingly difficult, however, forneeds satisfactorily at the lowest cost by a rational
clinics to finance investments in new major equip-allocation of capital resources.
ment from their own resources, which they need The health map, drawn up by the Ministry of
to keep up with technological progress and the deHealth after consultation with regional and na-
mands of competition (14). Clinics face a difficult tional health resources committees (12) was de-
problem of finding outside investors mainly be-signed to meet three objectives: 1) to control the
cause in most cases there is no guarantee that trepid growth of the hospital sector, 2) to correct re-
investment will be profitable. In recent years thisgional disparities, and 3) to coordinate public and
“crisis” in the private sector has resulted in a transprivate sector development. To accomplish these
formation of the structure of such hospitals, whichaims, the health map establishes the boundaries of
are increasingly passing from the status of a famikealth sectors and regions. Each health sector is a
ly business to that of a limited company belonginggeographical area of about 30,000 to 40,000 in-
to a major financial group. Large French compahabitants centered on a hospital with a certain
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minimum level of technical facilities. There are Reforms
currently 21 regions divided into 284 health sec-The reforms initiated by the 1991 legislation
tors. The health map also establishes the naturgaintain the health map but substantially broaden
extent, and location of health facilities of nationalits scope with the addition of a new document: the
importance or designed to serve several health rgrealth organization scheme. Both the maps and
gions. For each type of facility, the health map fothe schemes are to be drawn up on the basis of the
the particular sector or region concerned specifiefreasurement of needs in the population and their
the buildings and major items of required equipchanges, with regard to demographic data and
ment. Plans are detailed after an analysis of locaéchnical progress in medicine, following a quan-
and regional needs. The health map also includefiative and qualitative analysis of existing care
an inventory of existing or authorized buildings provision.
and a continuously updated record of major items |n carrying out this task, the ministers responsi-
of medical equipment. o ble for health and social security (in the case of na-
_Each region draws up its health map in light ofjona| and inter-regional maps and schemes) and
directives issued by the Ministry of Health. Thehe regional prefects (in the case of their regional
vv_ork is then_ submitted for review t_o sectoranc_i '®and sub-regional equivalents) will be assisted by
gional hospital groups and the regional COmMitteg o i, grganization committees at national and re-

Lor health a.nd t$OC|a1! t;esaurﬁfhs' This t'?thIfIO\c’jve ional levels. To reflect the need for assessment,
y anh examination oftne health map at (n€ federa,, ., regional health organization committee will

level. The Ministry then adopt_s Fhe provisions Oft]ave a committee on regional medical assess-
each map after seeking the opinion of the nationa

: ) ments of hospitals.
committee for health and social resources. The scope of health blanning has been broad-
This approach, it should be noted, is very broad b P 9

and general with indicators of need established fo?lrlleg by ;[(h; healthh (Lrganézayonbsctheme _to grtgdut-
major areas of activity (e.g., medicine, surgery"’l y break down the boundaries between inpatien

obstetrics-gynecology, medium stays). It is nothospital care and outp_atient ambulatory care and
based on epidemiological or population-basedo develop plans to rationally diffuse particularly
data (2,4). expensive or sensitive medical activities associated

The Act of December 31, 1970, requires a”with ambulatory care. The legislation is con-
public and private institutions to secure authoriza¢€"ned with the type of care provided, not with the
tion from the administrative authorities for new Physical structure of the buildings or the legal
buildings or extensions of existing ones with com-contextin which the care takes place. Alternatives
pulsory reference to the health map. (The map'¢0 hospitals are taken into account (particularly
indicators of beds per specialty represent ceilinggmbulatory surgery) by establishing an equiva-
that may not be exceeded.) The Act also makes lignce between hospital beds and the number of
obligatory to obtain prior approval for conver- places providing alternatives to hospital care.
sions of hospital facilities, the merging of hospi- Under the new legislation, public hospitals are
tals, or the installation of major medical equip-also authorized to collaborate with public and pri-
ment. vate legal bodies, including those at the interna-

The prefectis responsible for issuing authorizational level. In connection with these activities,
tions after consulting the Regional Health and Sothey may sign agreements and participate in inter-
cial Resources Committee, except in the case dfospital syndicates and public and financial con-
decisions of national importance; these are the resortia. The creation of such consortia enables
sponsibility of the Health Minister of the central health institutions to pool their operational or in-
government after consultation with the Nationalvestment resources to undertake activities that
Health and Social Resources Committee. their individual resources would not allow. To
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achieve greater uniformity of the two hospital sec-
tors, the new legislation also provides for al care
institutions and providers to be subject to the same
authorization arrangements. The overall aimisto
simplify and decentralize the administrative pro-
cedures for securing capital investment authoriza-
tions.

The reforms also introduce a hospital plan
which sets out (particularly in the context of the
medical plan) each institution’s objectives with
regard to medical and nursing atmospheres, social
policy, training, management, and information
systems. The plan, which must be compatible
with the objectives of the heath organization
scheme, identifies all the resources in terms of
buildings, staff, and equipment that the hospital
requires to achieve its objectives. It is devel oped
for aperiod of up to five years (5).

Traditional Public Hospital Investments (16)
In any major hospital and even those of average
size, new buildings and expansion of existing fa-
cilities form part of an overall medium-term (10-
to 15-year) program. Three types of projects may
be identified: 1) those of nationa significance, for
which the ministry is responsible; 2) capital proj-
ects that are unique to aregion and for which the
regional prefect is responsible; and 3) capital proj-
ects that are the responsibility of the district pre-
fect, who gives approval in view of the overal re-
sources alocated to each district.

Because most investments are carried out with
state assistance, investment priorities are spelled
out in the national economic and social develop-
ment plans, which effectively determine the al-
location of financial resources set aside for the dif-
ferent sectors of public investment. Receipt of
state subsidies for new capital investment is con-
tingent on the proposed investments' inclusion in
the plan.

Any building and magjor medical equipment in-
vestment project must pass through several stages
(e.g., purchase of a site, initial preliminary design,
final proposal) each of which must be approved by
the hospital board after they have been considered
by the hospital’s medical staff committee and the

joint technical committee. Each stage is subject to
final approval by the supervisory authority.

= The financial appraisal of the project is accom-
panied by a financing scheme. The financing
rules are as follows:

= When state funding is provided, it is aways
equal to 40 percent of the capital expenditure
qualifying for subsidy.

= | ocal authorities may also contribute to this as-
sistance, bringing the rate of subsidy above 40
percent.

= The balance is met by the hospital from its own
resources, by loans from the Caisse des Depots
et Consignations or the Caisse ‘Aide a I’ Equip -
ment des Collectives Locales. In the case of in-
vestments that do not receive state funding, the
proportion of the cost met from borrowing may
not exceed 60 percent.

The different categories of equipment and ma-
terials subject to approval are care units equip-
ment, ancillary care and technical medical equip-
ment, and equipment for general services.

In 1974 a national center for hospital equip-
ment (CNEH) was established that reports to the
Ministry of Health. It has responsibility for con-
sidering problems associated with the functioning
of hospitals. The rules governing the financing of
the provision of medical equipment are the same
as those relating to the building process.

Under the new legidation the supervisory au-
thority will monitor only the legality of contracts
entered into by hospital directors. Such contracts
will come into force as soon as they are received
by the prefect’s office.

Private Hospital Investment

Once a private hospital decides to adopt new
technologies, provide new services, or expand its
hospital beds, it can acquire the necessary physi-
cal and staff resources and place them at their pa-
tient’s disposal, thus putting them to profitable
use more quickly than the public sector. Private
hospitals can also more quickly provide the re-
sources required to meet an existing need. If anin-
vestment turns out to be profitable after the facili-
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ties are in place, they can be adjusted to a certapatients. The funds would not hesitate to pay their
extent by the constant redeployment of resourceshare of expenses, and little attention was given to
(particularly of staff), as there are few statutorydetailed analyses of hospital bills. Only in the
constraints. Private hospitals face no major im1970s did national economic conditions demand
pediments to increasing and modernizing their facloser scrutiny of the economics of hospital care.
cilities as soon as a decision has been made (1By the end of the 1970s, containment of hospital
costs had become a high-priority issue and the pri-
[ Capital Expenditures mary goal of all reforms aimed at reducing health

Capital expenditures do not correspond to a sin ngpenditures since then.
P P P 9 Understandably, it is the public hospital sector

year’s costs and may figure into the calculation o hat has been most influenced by cost-contain-

more than just one year’s global allocation an : . ]
charges. In 1988, capital expenditures of publicment reforms. In 1983, prospective budgeting be

hospitals equaled F19.3 billion, or 12.2 percent ofame the stan_dard n .thls se_ctor. It_s Purpose was ©
control spending by imposing guideline growth

aggregate hospital e_xpendltures. This representsrgtes for hospital spending. However, the deter-
more than threefold increase over 1975. (Expendi-_. "~ . ;
. L . . mination of budgets across hospitals takes no con-

tures for different capital investments are givenin_. . : -
. : ._Sideration of changes in activity or volume of ser-

table 4-6.) Since 1975 the structure of direct in- . Cn .
. . vices demanded from individual hospitals but

vestment expenditure has changed, with the pro-

) X : merely applies a predetermined increase rate (the
portion funding real estate investments (e.g. S . ,
) ) : . federal guideline rate) to the previous year’s budg-
construction of new hospital wings) falling from

78.2 percent in 1975 to 57.5 percent in 1988et. Budgets are based on historical levels of expen-

. e diture, and rates of increase are determined cen-
There has been an equivalent rise in investment in o e

: trally, with little scope for local deviation (11).
other capital assets.

Total investment income in 1988 was F20.9(P|-\r/|hsﬁ) v%idéfggtfﬁg?&ietléogryﬁgﬁ;nS);St:t?m
billion (shown by funding source in table 4-6). gsy

: . more reflective of an individual hospital’s activity
This amount represents a corresponding threefold . ) )
. o ; and to encourage continuous evaluation. This pro-
increase in investment income over 1975. Over : . .
. : gram systematically produces a standardized dis-

the last decade, the proportion of capital expendi . o
) . ._charge form at the completion of each patient’s

tures paid for from internal funds has tended to in-

crease, while the proportion met by grants, and e hospital stay and enters the form’s data into a pa-

: . Yient database. The system allows for detailed
pecially by loans, has declined (table 4-6) (13). analysis of hospital activity to enable compari-

sons of patient volume among departments or hos-
FUTURE DIRECTIONS pitals and to detect morbidity trends. The PMSI
The containment of health expenditures is a majowas implemented as an initial move toward devel-
concern in France. The costs of hospital care re@ping a DRG-type system of homogeneous pa-
resent half of national health expenditures, maktient groups and incorporating this classification
ing the hospital sector a primary target of France’system into the hospital financing scheme. Imple-
cost containment efforts. The hospital sector hamentation of the PMSI is proving to be complex
always expanded without much control, and itsand involved, however, and the full achievement
evolution has been marked by the constant neeaf a DRG-based system in France remains a long-
for an urgent response to perpetually growing determ objective.
mand. The urgent nature of hospital care has often A large gap still exists between the public and
taken precedence over economic rules of efficienprivate hospital sectors in France. The allocation
cy and better management. Prior to 1971, hospif funds to each sector is based on different mech-
tals would present their bills to the sickness insuranisms, and despite the sickness insurance funds’
ance funds after having satisfactorily treatedncreasing control over the private sector, cost
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containment efforts for this sector have not been3.
very successful. A serious shortcoming of the
present financing scheme is that private institu- 4.
tions have an incentive to increase the number of
medical procedures to compensate for rigidly im- 5.
posed fees and daily rates.

The 1991 health reform legislation in France is
designed to extend government control over the6.
private sector and to narrow the gap between the
public and private sectors. The legislation rede-
fines hospitals according to general guidelines, 7.
thus providing the private sector with the same
“public interest” mission as the public sector. The
reform also emphasizes the complementary role8.
of the public and private sectors. Private hospitals
are not yet paid through a global allocation 9.
scheme, but growth in expenditures for private

hospital services are capped under the reformg0.

Additionally, the PMSI is planned to be extended
to the private sector, and current experimentation
with a DRG-type system is in place for some spe-

cial services. Now that the philosophy underlying11.

the DRG system is being tested in the public hos-
pital sector, a relatively smoother implementation
of the DRG system in the private sector is likely.
Implementation of the necessary structural arl
rangements to achieve the objectives of recent re-

forms will be a long-term task. Both private and13:

public hospitals face new obligations, including
maintaining medical records that are readily avail-

able for consultation by the patient or the patient’§4-

physician, evaluating professional practice, reor-
ganizing health care, analyzing service activity,

and implementing information systems that docul
ment different conditions and modes of care and
treatment (5).
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Hospital
Financing
In France

by Marie-José Sourty-Le Guellec

he French health care system is arguably the most compli-
cated of the European (and Canadian) systems described
in this report. Its system includes universainpalsory
social insurance, significant patient cost-sharing, and sup-
plementary insurance on the financing side, and public providers
combined with a sizable number of private providers on the sup-
ply side. Overlaying both the public and private sectors are strong
governmental controls at all levels of government (11).

Almost the entire population (99 percent) is covered by the
statutory health insurance scheme, which is part of France’s so-
cial security system. Statutory health insurance expenditures ac-
count for over 70 percent of national health expenditures in
France. The scheme is administered by social security sickness
funds @ssurance Maladie de la Sécurité Sodiakeperson’s oc-
cupation generally determines membership in a particular fund.
There is one large fund for salaried workers (CNAMTS), which
accounts for nearly 80 percent of the compulsorily insured and
about 15 smaller funds cover other workers. The government pro-
vides insurance for low income people. Contributions for sick-
ness fund insurance are income-related and shared by employer
and employees or paid directly to the relevant fund by nonsalaried
or self-employed individuals (11).

Social insurance provides both cash benefits (e.g., sick pay)
and benefits in kind (e.g., ambulatory care, hospital care). De-
pending on the patient’s financial circumstances, the patient may
be required to pay coinsurance or copayment amounts; for
instance, patients may have to pay 20 percent of the cost of hospi-
tal services (thécket modérateyrand a daily flat rate contribu-
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tion that is currently 50 francs.' Employers some-
times provide supplementary insurance for their
employees through mutual fund organizations
(mutuelles) to cover patient cost-sharing amounts
and a few benefits not covered by the socia insur-
ance scheme. Individuals may also purchase pri-
vate supplementary insurance. Mutuelles and pri-
vate insurance payments account for about 8
percent of national health expenditures.

France's sickness funds are quasi-autonomous,
non-governmental organizations, there are na-
tional, regional, and local organizations of these
funds. They are subject to national and local man-
agement by employer associations and trade
unions. They are also closely regulated by the cen-
tral government; in particular, contribution rates,
fee schedules, and pharmaceutical prices are con-
trolled by the central government (11).

Patients can consult any medical practitioner
for primary care, and can choose to go to either a
public or private hospital. Money follows the pa-
tient in the case of private hospitals, but public
hospitals are subject to prospectively fixed budg-
ets. Compared with the other European countries
in this study and Canada, French patients have rel-
atively large cost-sharing requirements. Patient
out-of-pocket payments currently account for
about 17 percent of national health expenditures;
however, cost-sharing for hospital services is fair-
ly small with only about 4 percent of hospital ex-
penditures financed directly by patients (1 1).

Similar to many other countries, the contain-
ment of health expenditures is a major concern in
France. Hospital care represents half of national
health expenditures, making the hospital sector a
primary target of France's cost-containment ef-
forts. Recent reforms have concentrated on effec-
tively controlling sickness fund insurance pay-
ments to private hospitals by extending
governmental regulation over that sector, and by
creating a new balance between the private and
public sectors to harmonize their development

within an overall program designed to control
health spending. Also similar to many other coun-
tries, France's health reforms are moving in the
direction of making individual hospital budgets
based more on each hospita’s level of activity and
less on historical costs.

STRUCTURE OF THE HOSPITAL SECTOR

France has a mixture of public, private nonprofit,
and private for-profit hospitals. Public hospitals
tend to be large and well equipped; private hospi-
tals tend to be smaller and to specialize in elective
surgery, obstetrics, or long-term care. In 1990
there were 1,072 public institutions; they consti-
tuted only 28 percent of all French hospitals, but
provided almost two-thirds of total hospital beds,
hospital days, and inpatient admissions (tables
4-1 and 4-2). By law, a public institution is a cor-
porate body governed by public law and is respon-
sible for providing a specific public service. Pub-
lic institutions have full legal status, their own
assets and resources, and full legal autonomy.
They are, however, subject to various forms of
public supervision and financial control. Public
hospitals cannot waive their obligations, defined
in the Act of December 31, 1970, to:

* provide diagnosis, treatment, and (in particu-
lar) emergency care to their patients and those
referred to them, including necessary inpatient
care;

= contribute to the training of medical and para-
medical (nonmedical) staff; and

= participate in medical and pharmaceutical re-
search and health education.

In 1989 the private hospital sector included
2,721 ingtitutions, constituting 72 percent of al
hospitals but accounting for only one-third of the
total hospital beds, patient days, and inpatient ad-
missions in France in that year (tables 4-1 and
4-2). The private sector is divided into a private
for-profit or commercial sector with 1,515 institu-

‘The exchange rate in January 1994 was approximately $US0.17 to F1 .00.
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TABLE 4-1: Hospital Shares in France, by Category of Hospital?

Category of hospital

Percent of total hospitals

Percent of beds

Public

Nonprofit, PSPH

Private nonprofit, non-PSPH
Private for-c) refit

28 65
12 1
19 5
40 19

“Data for public hospitals are for 1990; data for private hospitals are for 1989.

SOURCES: Documents Statistiques, “Les Etablissements d’Hospitalisation Privee en 1989,” Enquete EHP 1989, SESI no. 121,
Juillet 1991, Documents Statistiques, “Les Hopitaux Publics en 1990, Resuitats H80, " SESI no. 154, Septembre 1992

tions and a private nonprofit sector with 1,206
institutions. For-profit hospitals are privately
funded and subject to the rules of commercial and
civil law. Private nonprofit hospitals are run by
voluntary organizations, religious orders, em-
ployee representatives, mutual fund associations,
and social security funds. They are similar to pub-
lic ingtitutions in that they do not attempt to maxi-
mize profits, and their surplus revenues are in-
vested to further their health care objectives.

TABLE 4-2: Hospital Beds and Inpatient Days, by Category of Hospital?

Private institutions are managed by individuals
or alegal entity. They make many of their own
management and investment decisions, and their
services are governed mainly by market forces, a-
though they are subject to certain government
constraints. Fees charged by private institutions
are controlled and subject to formal agreements.
Increases in the number of beds and high-cost
equipment are controlled by the health map (carte
sanitaire), described later, and require formal au-

Public PSPH Public and PSPH
Hospital days Hospital days Hospital days
Beds (in 1,000s) Beds (in 1,000s) Beds (in 1,000s)
Medicine 105,393 29,243 13,879 3,918 119,272 33,161
Surgery 61,282 14,827 8,986 2,315 70,268 17,142
Obstetrics/gynecology 17,337 4,101 1,393 356 18,730 4,458
Medium-stay 42,127 11,943 19,921 5,386 62,048 17,329
Long-stay 63,711 22,289 1,877 638 65,588 22,927
Psychiatry 68,600 18,669 12,733 3,921 81,333 22,590
Total 358,450 101,071 58,789 16,535 417,239 117,607
Private for-profit Private nonprofit Total private
Hospital days Hospital days Hospital days
Beds (in 1,000s) Beds (in 1,000s) Beds (in 1,000s)

Medicine 14,753 2,039 3,943 1,242 18,696 3,282
Surgery 50,820 17,123 4,675 1,484 55,495 18,607
Obstetrics/gynecology 10,083 3,084 882 254 10,965 3,338
Medium-stay 18,123 5,646 15,672 4,525 33,795 10,171
Long-stay 436 140 2,037 722 2,473 862
Psychiatry 13,405 4,767 1,960 637 15,365 5,404
Total 107,620 32,800 29,169 8,865 136,789 41,664

“Data for public hospitals are for 1990; data for private hospitalsare for 1989.

SOURCES: Documents Statistiques, “Les Etablissements d’Hospitalisation Privee en 1989, " Enquete EHP 1989, SESI no 121, Juillet 1991, Docu-
ments Statistiques, “Les Hopitaux Publics en 1990, Resultats H80, " SESI no. 154, Septembre 1992.
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theorization. Additionally, the medical activities of
private hospitals are supervised by the sickness in-
surance funds' medical officers.

Private ingtitutions are allowed to participate in
the public sector, although to date only some of
France's private nonprofit hospitals (467 in 1988)
have asked to be incorporated into the public hos-
pital service. These hospitals, called PSPH hospi-
tals, are governed by rules similar to those for pub-
lic hospitals. There are thus two general categories
of hospitals in France: public and PSPH hospitals,
and private institutions that do not participate in
the public hospital sector.

Financing methods and operating arrange-
ments vary greatly between the public and private
hospital sectors. Public and PSPH hospitals are
governed by the principles of public accounting,
whereas private for-profit hospitals are commer-
cial undertakings that attempt to maximize their
surplus revenues. Reform legislation passed in
July 1991 and currently being implemented is de-
signed to create a new balance between the private
and public sectors and to harmonize their develop-
ment within an overall program to control health
expenditures. The reforms formally recognize
that public and private hospitals perform the same
basic functions. In the future, the two categories of
hospitals will share equal responsibility for ensur-
ing public health through common provisions that
affect all types of hospitals. Furthermore, the re-
forms seek to strengthen and encourage coopera-
tion between public and private hospitals (5).

At present, a statutorily insured patient in
France can go to either a public or private hospital,
although in practice the decision is usually made
by the patient’s physician. When the choice is a
persona one, it tends to reflect the hospital’s geo-
graphical proximity, its reputation, or other per-
sona preferences. Under the 1991 reforms, pa-
tients' freedom to choose a physician or hospital
became an even more integral part of the health
care system in France than it was under previous
health care legidation.

Many hospitals in France have short-, me-
dium-, and long-stay beds as well as psychiatric
beds. It is difficult, if not impossible, to determine
the proportion of hospital care in France that is de-
voted to short-term acute care treatment; there-
fore, this chapter deals with the French hospital
sector as a whole. Purely residential institutions,
such as nursing homes, are excluded from data
cited herein, however.

PHYSICIANS

In public and PSPH hospitals, the medical staff in-
cludes residents or interns, who are physiciansin
training, and hospital practitioners, who are full-
time or part-time with a salaried established post
(titulaire) or a salaried, nonestablished post (non-
titulaire). Table 4-3 provides a breakdown of hos-
pital physiciansin private and public hospitalsin
1989 and 1990. The central government controls
the growth of salaries and the number of hospital
staff in public hospitals.

TABLE 4-3: Hospital Physicians®

Public PSPH Private for-profit Private nonprofit Total

Salaried practitioners Full-time 27,913 2,614 596 525 31,675
Part-time 39,962 4,250 851 2,047 47,110

Nonsalaried practitioners Full-time 32 8,883 495 9,410
Part-time 762 22,151 1,912 24,825

Occasional 590 12,976 1,496 15,062

Salaried residents Full-time 22,019 1,655 248 236 24,158
Part-time 233 328 90 651

Nonsalaried residents Full-time 22 15 11 48
Part-time 164 8 172

“Data for public hospitals are for 1990; data for private hospitals are for 1989.

SOURCES: Documents Statistiques, “Les Etablissements d’Hospitalisation Privee en 1989,” Enquete EHP 1989, SESI no. 121, Juillet 1991; Docu-
ments Statistiques, “Les Hopitaux Publics en 1990, Resultats H80,” SESI no. 154, Septembre 1992.
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In certain circumstances hospital physiciansount in determining the hospital’s global
are authorized to treat private patients in publi@llocation. Exceptions to this are fees paid to phy-
hospitals through consultations or the use of pubsicians practicing in rural hospitals and in hospital
lic service beds for private patients. In such casedlinics, and fees received by hospital physicians as
the physician receives a fee from the patientpart of their private practice.
which may be reimbursed by the patient’s insur- In private for-profit hospitals, physicians are
ance company. Income from private fees may natearly always paid on a fee-for-service basis and
exceed 30 percent of a physician’s total incomgatients are reimbursed by their insurance compa-
and the number of beds that can be used for privatees. Nevertheless, an increasing number of pri-
patients may not exceed 8 percent of all public serate institutions are taking the opportunity to in-
vice beds. vestin staff (particularly medical staff) by offering

Public hospital physicians often confer with of- the best-trained personnel attractive remuneration
fice-based private practice physicianséflecins packages, particularly in comparison with what
libérals). Whether or not payment for the con-the public sector can offer. Physicians’ fees in pri-
sultation is included in the hospital’s global al-vate hospitals are set according to a national fee
location of funds (discussed further below) de-schedule, but their incomes, other staff incomes,
pends on the regularity of the consults. Anyand the number of staff hired are not regulated by
physician in an office-based practice may be congovernment.
sulted on an occasional basis by a hospital physi-
cian. Payment is rendered according to the serviddOSPITAL OPERATING COSTS
or consultation performed and falls outside the
hospital’s global allocation. Hospitals regularly [J Financing Model
call on some physicians in private practice (calledrhere are two distinct methods of financing hospi-
affiliated practice physicians) who are paid a feeal operating costs in France. Public and PSPH
per service provided. These fees are included inospitals are paid largely through a prospectively
the hospital global allocation. fixed budget. Private non-PSPH institutions are

There are no salaried physicians in rural hospipaid a daily (per diem) rate for their services; inpa-
tals and any private physician may consult thergient physician and ancillary services are paid for
subject to authorization. In these cases the physin a fee-for-service basis.
cian may ask patients who are not covered by sick-
ness funds to pay an agreed-upon fee. For patiersiblic Hospitals
with sickness fund coverage, the physician maysince 1984-85, public and PSPH hospitals have
claim 85 percent of the local daily charge per daybeen subject to a global allocation scheme estab-
for patients qualifying for social assistance, thdished by the prefect of the district in which they
physician is paid 50 percent of the departmentadre located and determined within the framework
medical assistance charge. In these two cases tbe federal guidelines. The global allocation
hospital retains 10 percent of fees received. scheme replaced a system of controlled rates of in-

In certain circumstances nonsalaried physicrease in per diem prices for public and PSPH hos-
cians operate clinics in public institutions. Theypitals (11). Under the new scheme each hospital
are paid on a fee-for-service basis; the level of feea®ceives an annual global allocation to cover the
is agreed upon directly with the patient. Physi-portion of its costs that is paid for by the sickness
cians pay 10 percent of their fee income to the hosunds. Hospitals also charge daily ratéasrifs
pital, which uses the proceeds for improving theijournaliers de présentation$) cover that part of
stock of medical equipment. a hospital stay not provided for in the global al-

Thus, in public or PSPH hospitals, most pay4ocation. Daily charges are established for several
ments to medical staff are included in the operatpurposes. Federal and local governments pay a
ing section of the budget and are taken into acdaily charge for patients on social assistance. The
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daily charge is also used to determine patient cost-
sharing amounts for patient copayments (ticket
moderateur) and daily flat-rate payments (paid ei-
ther by the patient or by a supplementary insur-
ance company), and it constitutes the charge for
patients who have no insurance coverage.

Hospital Budgets

The hospital budget sets forth estimated expendi-
tures and revenues for the coming year. This budg-
et, like that of any public administrative institu-
tion, must conform to certain public accounting
principles. It has two sections, as described below:

= The operating section deals with current activi-
ties, including the day-to-day running of the
hospital and financial management.

= The investment section deals with operations
leading to an increase in durable capital assets
requiring depreciation (other than stocks), such
as permanent capital, real estate and tangible
property, stocks and securities, deposits and
sureties, and physical supplies.

Expenditures that require authorizations for the
operating section of the budget are divided into
three groups:

1. expenditures relating to the external purchase
of goods and services,

2. staff or personnel-related expenditures, and

3. all other types of expenditures.

A public or PSPH hospital’s operating revenue
is derived from the following sources:

1. the global alocation described below;

2. income from services (e.g., via daly rate
charges or fees);

3. grants, donations, and legacies to be used for
operating purposes;

4. other surplus income unrelated to operational
activities;

5. income from reserves;

6. the value of liabilities reduced by expire or
lapse; and

7. the value of any repairs undertaken or surplus
produced by the ingtitution itself (e.g., pharma-
ceutical products made by the hospital’s labora-
tory).

Appended Budgets

Current expenditures on certain activities and ser-
vices (e.g., blood transfusion centers, mobile
emergency services, data processing centers)
must be included in appended budgets. Operating
costs are funded from both general and appended
budgets.

Authorized expenditures for the coming year
must take into consideration the average rate-of-
increase guidelines established by the central gov-
ernment’s ministries of the economy, budget,
health, and social security. The average rate of in-
crease for hospital expenditures is based on gener-
a economic trends—in particular, forecasted
changes in prices and wages—and on national
health and social policies. The guideline rate was
4.2 percent in 1990.

Determination of the Global Allocation
Although a hospital receives a small amount of
revenues in addition to the global allocation and
daily charges, these two elements are essential to
a hospital’s ability to provide services. The global
allocation is designed to provide enough funds to
cover that part of the hospital’s expenses that will
be paid for by the sickness insurance funds. It rep-
resents the difference between total operating
costs as set forth in the authorized general and ap-
pended budgets and expected hospital revenues
other than the global alocation itself, so as to en-
sure that the hospital’s budget will be balanced af-
ter taking into account surpluses or deficits from
previous years. Annual increases in a hospital’s
global allocation are based on the federal guide-
line rate of increase and the hospital’ s forecasted
level of activity.

Patient copayment and daily flat-rate contribu-
tions, repayments by mutual fund associations
and private insurance companies for their mem-
bers' expenses, and payments for patients covered
by medical or social assistance are not included in
the global allocation; they are billed according to
the daily service charges established for individu-
al patients.

The global allocation covers costs relating to
inpatient care, day and night care in the hospital,
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outpatient caré psychiatric care, legal abortions, Budget Adjustments
mobile emergency care units, and long-term car&xcept in the case of a budget revision, the global
institutions for the elderly. allocation is paid on the basis of the amount ini-
tially provided for, regardless of the hospital’'s ac-
Determination of Daily Charges jcual level of actlv_lty. If the number_ of1p§1t|ent da)_/s
) . is lower than estimated, the hospital’'s income (in-
The partial nature of the global allocation makes . . i '
sofar as it relates to its global allocation) remains

it necessary to establish a system of charges (talﬂh altered.

iffs) to recover expenses not paid for through the If a hospital can show that there has been a sig-

global allocation. Daily service charges determmenificant and unforeseen change in its financial cir-

the amounts to be paid by federal or local 9OVeMz mstances or medical activity leading to a sub-

ments, patients, or any organization providinGgi, iial increase in the hospital’s costs during the
supplementary coverage. Daily service chargeg  rant year, changes to the budget (e.g., an in-

are calculated for different types of services by di¢yease in authorized revenues to meet higher-than-

viding the estimated total costs of each type of Selanticipated expenses) may be approved. Addi-
vice by the estimated number of patient days fofionajly, in urgent cases the hospital’s director
each type, after adjusting costs for offsetting rémgay transfer appropriations between the first two
ceipts and for any previous year’s surplus or defigroups of authorized expenditures in the general
cit that has been carried forwatd. budget and the appended budgets during a finan-
Service charges are calculated for inpatient cargjg| year. These transfers may not, however, in-
(including specialist and nonspecialist servicesgrease or reduce authorized expenditures within
services relating to expensive specialties, and mehese groups by more than 10 percent, reduce ap-
dium- and long-term services), day and night carepropriations designed to cover unavoidable costs
and home care services. There are also three pqe-g., social security contributions or taxes), or
sible short-term charges for medicine, surgerycommit the institution to expenditures beyond the
and expensive specialties. Because individuaturrent financial year.
hospitals have different budget levels and esti- End-of-year surpluses in the hospital's admin-
mated numbers of patient days for various types aétrative account resulting from more efficient
services, daily service charges vary by hospital. Imanagement (e.g., expenses are less than fore-
contrast, flat-rate charges for outpatient care andasted for the same or higher level of service deliv-
for legal abortions apply uniformly throughout ery) are assigned to a compensation reserve ac-
France. Box 4-1 describes the different parties ineount. Such reserves may be used to cover
volved in hospital management and supervisionsubsequent years’ deficits or assigned to another
and offers more details on the determination ofeserve account that can be used to finance opera-
global allocations and daily rates. tions or investments that do not increase operating

2Actually, only part of the cost of outpatient care is taken into account in calculating the global allocation. In particular, the allocation relat-
ing to this area covers the cost of supplying drugs for which the sickness insurance funds are statutorily responsible. It is estimated that on aver-
age, 50 percent of outpatient costs are covered by the global allocation. The remainder has to be covered by the patient through a copayment or
by a third-party payer other than the patient’s sickness fund.

3An excerpt from the decree of Aug. 11, 1983, section 32, states specifically that “[t]he estimated cost price shall be equal to total operating
expenditures, comprising:

a) direct costs, thatis the costs of services belonging to a particular category of charges, excluding the cost of medical treatment, goods
and other medical services;

b) the cost of medical treatment, goods and services on the basis of their purchase price or, failing that, of their cost price;

c) other costs included in the operating section of the general budget which are not covered by their own resources, divided among the
different categories of charges in proportion to the estimated number of days for each category;

d) where appropriate, that part of the previous financial year’s deficit which has been carried forward.”



62 Hospital Financing in Seven Countries

BOX 4-1: Hospital Management in France

Hospitals are managed by a board made up of locally elected representatives (of which the mayor of
the municipality concerned is the chairperson), representatives of the social security system, represen-
tatives of the hospital’s medical and nonmedical staff, and a director who is responsible for implement-
ing the policies developed by the board and approved by representatives of the State. The board’s
director also authorizes expenditures and issues revenue orders, appoints nonmedical staff, and is the
hospital’s legal representative.

The supervisory role exercised by public authorities in the budget-making process places strict lim-
its on the degree of managerial autonomy enjoyed by public and affiliated hospitals. Administrative su-
pervision of public and PSPH hospitals operates at every level:

« at the national level through the Hospital Department of the Ministry of Health;

« at the regional level through the prefect of the region (appointed by the government), assisted by the
regional Department for Health and Social Services (DRASS); and

= at the district level through the prefect of the district (also appointed), assisted by the district Depart-
ment for Health and Social Services (DDASS).

The social security system, which is the principal source of funds for hospitals, has no formal super-
visory responsibilities but only the right of oversight. Its role has been strengthened over time, however.
Social security sickness funds have contributed to the development of hospital policy at the national
and local levels through representation on various associations and through their significant oversight
rights for financial and medical matters. Additionally, supervisory authorities must consult representa-
tives of sickness funds when drawing up hospital budgets. Furthermore, at the request of the sickness
funds, hospital directors must submit quarterly expenditure commitment statements and provide in-
formation on staffing. The sickness funds also partially supervise medical decisions, which can mean
that a sickness fund would refuse to pay the cost of treatment or would modify the financial terms of a
hospital admission that it deemed unjustified or inappropriate. The sickness funds monitor all hospital
medical activities but (except with regard to nonpayment of services) exercise a passive form of super-
vision, as the funds’ concerns are not backed up by any sanctions (3).

Financial monitoring of hospitals is the responsibility of the district Department for Health and Social
Services; the social security funds, which receive the quarterly expenditure statements; and the hospital
accountant (an official of the public treasury service) who ensures that spending commitments comply
with relevant legislation and regulations and that the necessary appropriations have been made.

costs in subsequent years. Priority is given to fi-
nancing services that have contributed to the sur-
plus. Surpluses that do not result from improved
management (e.g., if services are lower than fore-
casted levels or the surplus arises from daily
charges or outpatient care) are transferred to a
compensation reserve account to cover operating
costs in future years.

Any deficits in the administrative account are
covered by drawing on the compensation reserve

account. If the reserve is not sufficient, the deficit
amount is figured into the budget of two years |at-
er or can be spread over the following two finan-
cial years by adding it to the hospital’ s operating
costs.

Sickness Fund Payments

Each sickness insurance fund in a given hospital’s
catchment area pays the so-called pivot fund (or
main fund in the areq) its share of the hospital’s
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BOX 4-1 (Cont'd.): Hospital Management in France

The budgetary process is relatively long, reflecting the desires of various categories of hospital staff
to be involved in the hospital’s planning and the strict supervision exercised by external authorities. The
director or director-general of the hospital is responsible for preparing and submitting budget propos-
als, taking account of the previous and current years’ activities. Assisted by hospital departments, the
director determines the level of expenditure that is essential for the hospital's operations. The draft
budget is then submitted to a joint consultative committee and a medical staff committee for comment.
Budget proposals are adopted by the hospital’s board (conseil d’ administration), which must express a
formal opinion on the director’s figures. Budget proposals are then sent to administrative authorities and
the regional sickness insurance fund for salaried employees, where they are available for comment.

Hospital budgets, global allocations, and daily service charges are determined by administrative
supervisory authorities by January 1 of the relevant year. With the exception of the Paris hospital service
(responsibility for which devolves on the Minister of Health), the prefect of the district is responsible for
establishing global allocations for the district’s public hospitals. This responsibility also involves a criti-
cal response to hospitals’ budget proposals to ensure that each institution can meet its obligations. The
prefect is empowered to increase income and expenditure estimates for hospitals whose estimates it
considers too low and to remove or reduce items that it considers unnecessary or too high—taking ac-
count of local heath care needs and the federal guideline rate for average increases in hospital expen-
ditures (4). Prefects’ decisions are made only after consultations with the social security funds. The
opinions of the social security funds and the medical supervisory bodies are recorded by the regional
sickness insurance fund.

The district prefect notifies the hospital, the regional sickness fund for salaried employees, and the
fund responsible for paying the global allocation (the “pivot” fund) or main sickness insurance fund in
the area) regarding the final determination of daily service charges and the global allocation, together
with the hospital's approved budget.

The hospital’s director is the principal authorizing officer for the budget and maintains a formal re-
cord of expenditures. The director submits quarterly accounts (upon request) to the prefect. At the end
of each quarter, the director also submits a chart a to the prefect showing the current number of hospi-
tal staff.

global alocation.’At the end of the financial year,
the national sickness insurance fund for salaried
employees draws up a statement of contributions
reguired from each fund based on the number of
days provided to the fund’s members (weighted
according to coefficients that account for the dif-
ferent daily costs of hospital care provided, which
are determined by a joint ministerial order). Be-
fore June 1 of the following budget year, a com-
mittee for the apportionment of hospital global al-

locations must reach a unanimous decision on the
final contribution from each sickness fund, taking
into account the statement drawn up by the nation-
al sickness insurance fund (8).

Recent Reforms

Although the 1991 health reforms did not alter the
basic method of global alocations, major changes
to the budgetary process were introduced. Under
this legislation (whose implementing regulations

4 Under the 1991reform legislation, the pivot sickness fund makes an initial payment of 60 percent of the global allocation to the hospital on
the twenty-fifth day of the month, then 15 percent on the fifth of the following month, and the balance on the fifteenth day of the following

month.
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were unpublished as of this writing), the budget-Daily Rates and Fees
ary process will start earlier in the year, budget nePrivate hospitals’ payments are based on nego-
gotiations will be faster and more streamlined tiated daily rates that comprise a charge for hotel-
management will be more flexible, and the hospitype services and nonmedical personnel services
tal board will have more autonomy particularly (e.g., nurses, social workers, therapists), fees for
with regard to day-to-day matters (e.g., staffingoperating and delivery room services, pharmaceu-
loans, internal organization), which will no longer tical fees, and fees for physician services. Patients
be subject to the district prefect’s prior approval.usually pay physicians’ fees directly and are then
There will be closer cooperation between the aupartially reimbursed by their sickness fund. In the
thorizing officer and the accounting officer. New past physicians have been paid separately from the
provisions will also be made for the investment ofhospital’s charges, but physician payment is in-
and return on funds. Moreover, it will be possiblecreasingly being included in the same schedule as
to revise a hospital’s global allocation in thethe costs for a hospital stay. One advantage of
course of a financial year to reflect changes in thélding in physician payments is that all payments
current volume of services provided as long as imade by the sickness fund for a patient’s hospital
is related to greater patient needs. stay are included in a single document that pro-
Another important innovation included in the vides the fund with an overview of total hospital
1991 reforms and currently being experimentedosts.
with in several hospitals is the determination of Physicians’ services are reimbursed according
charges based on the identification of homogeto a national fee schedule classified as K, Kc, B,
neous patient groupgroupes homogénes de mal-and Z (for diagnostic activities, surgery, biologi-
adeg, which are in turn based on U.S. diagnosis<al analyses, and imaging, respectively). One K is
related groups (DRGs) (5). worth approximately 12 francs, and one Kc is
worth about 13 francs. Reimbursement for physi-
cian or surgeon services is supplemented by an op-

Private Hospitals . ) :
. e o erating or delivery room fee (FSO) paid to the hos-
Private for-profit and nonprofit institutions that pital. The FSO varies according to region and

do not participate in the public hospital sector Opbategory of hospital and by levels of K

er -for- [ [ ; . \
ate on a fee-for-service basis, although fees are Private hospital per diem rates for hotel-type

usually regulated by the central government'sand non-medical staff services are based on a clas-
health ministry. An agreement between hospitals

. . . : ification of the hospital’s specialty and quality
and their regional sickness funds fixes the amounr%anking. Since 1973 the classification system has

of money that the funds will reimburse patients in_"_ . : o :
the coming year. Private hospitals accept a certal‘%SSIgneoI points to an |nd|V|d_uaI hospital fgr ?"?‘Ch
number of service obligations (inpatient days ané)f the following f'\./e a_reas (in order of signifi-
hospital admissions) to sickness fund patients ifance for rate setting):
exchange for guaranteed reimbursement from thé. medical services,

funds. If a private hospital has a surplus when ig- honmedical staffing,

closes its accounts, it is free to distribute that sur3. technical equipment,

plus to shareholders or to reinvest the surplud. hotel facilities, or

funds. If it has an operating loss, the social securP- @ combination thereof.

ty fund does not become involved in any way to Depending on the total number of points ob-

cover the deficib tained, a hospital is classified as A, B, C, D, or E,

5The agreement setting forth the responsibilities of all the parties concerned was drawn up by the Ministry of Health between 1975 and 1978
and approved by the Ministry in 1978.
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each of which has a particular set of rates per spé& required to make the hospital's case before a
cialty. The classification is decided by the regionatommittee of administrators of the regional sick-
prefect after consultation with a joint committeeness funds. A warning or reprimand may be sent
that includes representatives of sickness funds arat, after a complex review procedure, the hospi-
health care providers. tal’s classification may be downgraded. The ulti-
A total of 800 points is required for category A mate sanction (for which there must be serious
classification, which indicates consistently highgrounds) is abrogation of the sickness funds’
performance; rates fall as a hospital’'s classificaagreement; costs are no longer paid in advance,
tion moves from category A to E. Hospitals andand the daily charge is paid at three-quarters of the
clinics classified within each category have theprevious level. Although not applied frequently,
same level of rates wherever they are located in thtbese sanctions have had some effect (17).
region. Hospitals have an incentive to invest in
technologies, equipment, and staff to improve .
. . . . . Supervision
their ranking to receive higher per diem rates. Th . o .
: ) o ) group of sickness fund physicians supervises
process of ranking hospitals is fairly rapid, and a . . :
; ) . agreements between private hospitals and sick-
hospital may even have its ranking changed retro-

spectively. For several years, per diem rates ha%%ess funds that pertain to private hospital staffing

) . qvels, current pharmaceutical regulations, stan-
been regulated and subject to authorized annu .
ards for operating rooms, and standards regard-

increases, expressed in either absolute amountsi%r the size of patient rooms. A compulsory annu
percentage terms. 9 P ' P y

Operating room fees are directly linked to aal statistical survey of private hospitals must also

L . be provided to regional sickness fund organiza-
hospital's rate category. Similarly, the pharmaceu:. - : . : )
. . tions, making it possible to identify any possible
tical fee, formerly based on actual costs, is now

. . Broblems in a range of areas. The standards and
becoming more uniform. Charges and fees ar dherence to them have a direct effect on charges
thus subject to limits and linked to the number of 9

inpatient days delivered by the hospital. There arfeor SErvices.

also government controls on the number of admis-
sions and on the number of authorized beds in prHealth Reforms
vate hospitals. Although the 1991 health reform act initially re-
Despite these measures to limit private hospitaiains the principle of fees and rates for private hos-
rates and the number of services, the total volumgital services, the legal framework and the finan-
of medical services provided by private hospitalsial basis of for-profit institutions have been
has not been brought under control. In responsea]tered. The tripartite system, involving the state,
the regional sickness funds require private hospisickness funds, and hospitals, may gradually be-
tals to supply information on their activities from come the norm in the private sector as it has al-
which averages and comparisons among hospitateady been for some time in the public sector. The
are made. Hospital profiles are also drawn up tstate could become involved in contractual rela-
identify potential abuses. These profiles servdions regarding the volume of services that have
only as indicators of service provision, howeverhitherto been the concern only of hospitals and
and are not used as instruments for setting limitsickness funds.
or preventing abuses. There are no plans at this time to introduce a
As an additional monitoring tool, regular global allocation scheme for the private sector.
checks of hospital practices are conducted to prénstead, there is a global ceiling on private hospi-
vent bad practices. If any are identified, a prelimital expenditures by the sickness funds, subjectto a
nary letter is sent to the director of the hospitaguideline rate of annual increase in this ceiling
asking for remedial action. If the problem is seri-agreed on between the state and the other two
ous or has occurred before, the hospital’s managéraditional partners in the private hospital sector.
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Public and PSPH

TABLE 4-4- Sources of Financing for Hospital Operating Expenses, by Hospital Sector, 1991

Private Total

Percentage of

Percentage of

total public total private Percentage
and PSPH hospital of total
Million operating Million operating Million operating
Source francs expenses francs expenses francs expenses
Sickness insurance funds 179,778 90.0 52,886 83.4 232,664 88,5
Individuals and private insurance 13,116 7,848 12.4 20,964 8.0
Mutual fund associations 3,023 2,329 3.7 5,352 2.0
Federal or local authorities 3,508 342 0.5 3,850 15
Total expenses 199,425 63,405 262,830

SOURCE: Centre de Recherche d’Etude et de Documentation en Economic de la Sante (CREDES) Programme Eco-Sante, 1990 and 1991.

This ceiling is alocated among regions and by
month and may not be exceeded.

The 1991 legidation requires that private insti-
tutions anayze their activities, develop an assess-
ment policy, and implement information systems
(similar to programmed medical des systemes
d’Information, or PMSI). It also makes the sub-
mission of annual forecasts of activity to the sick-
ness funds a precondition for setting rates or for
concluding rate agreements. The implementation
of a cost accounting system and a medical in-
formation system were intended to lead to a DRG-
type of charge system by the end of 1993. An ex-
periment using this new approach was introduced
in obstetrics-gynecology units and in volunteer
institutions for other specialties beginning on July
1, 1992 (5).

oSources of Funds

The social security sickness funds pay for the
lion's share of hospital care in France; they funded
90 percent of public and PSPH hospital operating
expenses and over 83 percent of private hospital
operating costs in 1991 (table 4-4). Private insur-
ance, mutual fund associations, and individual
out-of-pocket payments accounted for a fairly
small share of hospita costs ( 10 percent), even for
private hospitals (16.1 percent). These figures
reflect sickness fund patients' freedom to choose

either a public or a private hospital, and private in-
surers’ and mutual fund associations' minor roles
in the French health care system of mainly provid-
ing supplementary insurance.

The relatively small part that private hospitals
have in France's system is reflected by their share
of total hospital expenditures. In 1991, three-
fourths of all hospital spending was for care pro-
vided in public and PSPH hospitals; the other
fourth was for private hospital care (table 4-4).

Federal and local authorities pay hospitaliza-
tion costs for patients who receive state medical or
social assistance. These payments, financed
through genera revenues, funded 1.5 percent of
hospital expenses in 1991 (table 4-4). (Foreign pa-
tients who are not residents of France must pay
their own hospital bills although there are interna-
tional agreements between France and certain
countries allowing payments to be made through
official channels.)

DAllocation of Operating Funds

Public Hospitals

Public hospital operating costs were F139 billion
in 1988, representing 87.8 percent of aggregate
hospital expenditures (which includes capital ex-
penditures) (table 4-5). The largest single item
(F90.1 hillion, or 65 percent of operating costs)
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TABLE 4-5: Operating Funds in Public Hospitals, 1988

Million Percentage Million Percentage

Operating costs francs of total Operating revenues francs of total
Staff 90,140 64.9 Global allocation 118,074 81.0
Pharmaceuticals, medical 12,792 9.2 Service charges 9,631 6.6

services
Hotel facilities 8,473 6.1 Daily flat rate contributions 1,877 1.3
Repairs, maintenance 3,753 2,7 Outpatient care 2,543 1.7
General management 3,490 2.5 Donations, contributions 219 0.2
Mortgages 2,737 2.0 Sales of products 469 0.3
Other 17,451 12,6 Other 13,121 9.0

Total 138,836 Total 145,934

SOURCES: Ministere de I'Economie des Finances et du Budget, Direction de la Comptabilite Publique, Les Finances du Secteur Public Local, Hopi-

taux Publics 1983-1988.

was for hospital staffing costs. (It is not possible
to distinguish between medical and nonmedical
personnel costs.) Expenses for pharmaceuticals
and medical services accounted for 9 percent of
hospital operating costs in 1988; hotel-type ser-
vices made up 6.1 percent, repairs and mainte-
nance 2.7 percent, and management and transport
2.5 percent (table 4-5).

Public hospital operating revenues were nearly
F146 billion in 1988, of which the global alloca-
tion represented 81 percent, total daily service
charges accounted for 6.6 percent, total daily flat-
rate contributions were 1.3 percent, and outpatient
care charges accounted for 1.7 percent of hospital
operating income (table 4-5) (10).

Private Hospitals

In contrast to public and PSPH hospitals, there are
no systematic statistics on the revenues or costs of
private institutions. A 1985 study by the Centre
d’ Etudes des Coults et des Revenus (CERC) esti-
mated the operating costs of private hospitals and
clinics in 1980 at F11.7 billion. Fifty-five percent
of this was spent on staff; 17.4 percent on pur-
chases; 17.2 percent on repairs, supplies, and ex-
terna services; 4 percent on depreciation and pro-
visions; 2.3 percent and 6.4 percent on other costs

().

[IOperating Expenditures
Total hospital operating expenditures (which in-
clude both operating and capital spending) were
F263 billion in 1991, equaling 3.9 percent of the
gross domestic product (GDP) and 40.7 percent of
national health expenditures (NHE). Hospitals
share of NHE has fallen over the past decade,
which was 44.9 percent in 1980, but hospital ex-
penditures as a share of GDP have increased, start-
ing at 3.6 percent in 1980. These trends indicate
that health care spending in France has comman-
ded a greater share of the country’s financial re-
sources over the past decade, although the hospital
sector has contributed less to this trend than have
other sectors of France's health care system.
Approximately three-fourths of aggregate hos-
pital outlays went to public and PSPH hospitals in
1991—sdlightly less than in 1980, when the public
sector accounted for 78 percent of hospital spend-

ing (2).

HOSPITAL CAPITAL COSTS

Located as they are in a rapidly changing sector
that is strongly affected by technological progress,
and faced with growing patient demands for the
latest technology and more patient amenities, al
hospitals are increasingly sensitive to competition
and have strong incentives to invest. In contrast to
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the private sector, public and PSPH hospital in-
vestments are subject to certain financial
constraints, although they also benefit from spe-
cia public assistance.

The private sector is facing increasing competi-
tion, and its level of required investment is be-
coming more and more onerous; thus hospitals in
this sector find it necessary to seek new investors.
Few figures are available on private sector hospi-
tal investment, and most of the information in this
section relates only to the capital investments of
public and PSPH hospitals. Where appropriate,
legislation concerning the investment process and
current trends are discussed.

[JRelationship of Capital and Operating
costs

In 1988 the aggregate budget for French public
hospitals was approximately Fbillion158, which
represented the purchase of goods and services.
These costs may be either operating or investment
costs, as follows:

* The operating section of the budget includes all
consumable goods and services that are short-
term; such expenditures relate to day-to-day
supplies and to upkeep and maintenance.

» The investment section includes expenditures
that are intended either to maintain a capital
good beyond its budgeted life or to purchase
new capital (3).

The investment section regularly receives
transfers from the operating budget through provi-
sions and depreciation accounts. Such accounts
represent the depreciation of assets with a view to
replacing them; depreciation is recorded as an in-
come item in the investment section and as a cost
item in the operating section. Depreciation costs
are taken into account in determining the global
alocation and daily service charges.

Private for-profit hospitals and certain private
nonprofit institutions, even if they participate in
the public hospital service, are not entitled to di-
rect reimbursement of depreciation costs because
the government is concerned about preventing the
accumulation of private wealth at the expense of

the sick. Such institutions may, however, receive a
remuneration equivalent to 3 percent of their capi-
tal (based on the nonamortized value of their as-
sets, where necessary after revaluation). In addi-
tion, fixed assets in such institutions are almost
never the property of the hospital but are rented.
The depreciation of these assets is included in the
rent, which is an operating cost.

Hospitals that receive a global alocation are al-
lowed to include interest payments on investment
loans as part of their operating costs. This option
does not extend to the repayment of loan princi-
pals, which are included in the investment section
of their budgets.

Another way in which operating and capital
costs are related in French public and PSPH hospi-
tals is through the allocation of operating fund sur-
pluses. Under certain circumstances (discussed
above), surpluses in the operating section can be
used to finance investments that are not expected
to increase operating costs in ensuing years.
Moreover, any surplus in the appended budget is
allocated to the purchase of equipment for hospi-
tals (e.g., blood transfusion centers or computer
centers), to other hospital capital investment, or to
reduce operating costs in succeeding years.

Theimpact of capital costs on future operating
costs is determined informally. Some hospital
boards draw up program budgets as a means of im-
proving quality of forecasting and planning, and
assisting management by highlighting the overall
impact of an activity in operational and invest-
ment terms. Activities examined may cover ener-
gy saving programs, computerization and major
equipment, or hospital buildings.

[ICapital Financing Model

Investments in new construction, new major med-
ical equipment, or replacement equipment in the
public sector can be financed by depreciation (ap-
plied to tangible assets such as hospital plant and
equipment) or amortization (applied to intangible
assets such as insurance policies). In the hospital
sector, however, thisis inadequate due to the rate
of technological innovation, and other funding
sources are often required.



TABLE 4-6: Capital Expenditures and Income in Public Hospitals (1975, 1986, 1988) (in millions of francs)
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Expenditures 1975 1986 1988 Percentage of 1988 total
Direct expenditures 3,722 8,842 13,456 69.9
Tangible assets 812 4,059 5,723 29.7
Real estate investments 169 434 3,171 16,5
Construction 2,741 4,349 4,562 23.7
Indirect expenditures 884 3,464 5,801 30.1
Total expenditures 4,606 12,306 19,257 100.0
Income 1975 1986 1988 Percentage of 1988 total
Subsidies, grants 985 1,707 1,583 7.6
Loans 2,533 3,521 4,545 21.8
Depreciation 1,513 6,989 7,702 36.9
Fixed assets 4,181 20.0
Other income 244 946 2,845 13.6
Total income 5,275 13,163 20,856 100.0

SOURCES: Ministere de I'Economie des Finances et du Budget, Direction de la Comptabilite Publique, Les Finances du Secteur Public Local, Hopi-

taux Publics 1983-1988.

Self-Financing

Hospitals obtain some of their funds from internal
sources, such as the sale of real estate and tangible
assets (afairly unimportant source) and depreci-
ation, which accounted for 37 percent of hospi-
tals' investment funds in 1988 (table 4-6). Since
the mid- 1980s, depreciation funds have increased
in importance because of trends in the structure of
investments and thus their patterns of depreci-
ation. The decline in the acquisition of land and
buildings and of repairs with a long (often 30
years) depreciation period and the increase in tan-
gible acquisitions with a short (around 5 years) de-
preciation life has significantly increased depreci-
ation income and thus the level of self-financing.

Subsidies

Hospitals obtain a portion of their investment
funds from several external sources that may be
free or may incur a cost. State subsidies—which
normally vary between 5 and 40 percent of a hos-
pital’s investment funds, depending on the institu-
tion's capacity for self-financing-and subsidies
from local authorities are free. More than half the
subsidies received by hospitals come from the

state. Of local authority funding, the regions are
the most important source of assistance, followed
by the districts and municipalities (communes). In
1988, subsidies accounted for 7.6 percent of ag-
gregate investment income (table 4-6).

Loans

The sickness funds have been authorized to make
interest-free loans to hospitals, which are required
to repay only the principal amount. For loans that
incur a cost, hospitals normally call on banks for
public authorities (Caisse des Depots et Con-
signations and the Caisse d' Aide a I’ Equipement
des Collectivites Locales). Hospitals may also
borrow from other banks or even, with ministeria
approval, from the financial market (i.e., deben-
ture loans). Such loans represented 21.8 percent of
aggregate investment income in 1988 (table 4-6)
(3).

Today, state subsidies and sickness insurance
fund loans play less of arole in hospital invest-
ment financing than they have in the past. Hospi-
tals' own resources now constitute a key element
of their capital finances. They even appear to be
gaining in importance, given a slight trend toward
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a reduced level of debt and a refocusing of investies (e.g., Paribas, Suez, Lyonnaise des Eaux) and
ment; that is, investment now seems to be gearddreign companies have invested in chains of clin-
toward the acquisition of biomedical equipment,ics in search of profits (17).

which in turn generates a higher level of depreci-

ation. If SUfﬁCiently short periOdS of depreCiation Determining Cap|ta| Requirements

are allowed, a high level of debt generates considrhe entire French health care system (both public
erable resources for investment. In fact, hospitalgng private health institutions) is subject to formal
that have borrowed at high rates have not beeRea|th sector planning (15). In general, public hos-
penalized at all; rather, they have benefited from Bitals are subject to the provision of public law
budgetary bonus, as the financial costs associatggat governs public works and the placing of pub-
with a high level of depreciation form part of the |ic work contracts. Commercial institutions must
base from which the initial budget is calculatedoperating according to private law, which allows
9). them to determine their own investment proce-
Financing from loans is restricted to 60 percentjyres within the limits of the law. Health care leg-
of the estimated cost of an investment. Institutiongsjation in 1970, however, stipulated that repair
are required to meet the other 40 percent of thgrograms and projects relating to the creation, ex-
cost (as well as any associated additional operafensjon, or transformation of public and private
ing costs) from their own financial resources. Tohospitals would be subject to authorization ar-
help cover such costs, hospitals sometimes rgangements. Authorization is forthcoming only if

ceive an additional allocation over and above thg scheme complies with the health megrie sa-
federal guideline rate for updates to global allocanjtajre).

tions, although experience shows that this does
not occur often. Other internal sources include th'leealth Maps

use of surpluses arising from improved Managerne foundation for health sector planning in

ment. In contrast to the private sector, such dec'lfrance is the health map. The health map forms
sions are subject to the approval of supervisory AUhe reference point for public authorities in all de-

thorities (17). cisions relating to the level of public and private
hospital construction of new buildings, additions
Private Hospitals of hospital beds, or the acquisition of major medi-
Private hospitals (often called clinics) are free tacal equipment (15). It is based on a recognition
use their profits for investment or to redistributethat the private sector must operate alongside the
them to shareholders. Private for-profit clinicspublic sector, as the latter is unable to meet all
have traditionally been owned by physicians. Itpublic health care needs. The aim is to meet those
has become increasingly difficult, however, forneeds satisfactorily at the lowest cost by a rational
clinics to finance investments in new major equip-allocation of capital resources.
ment from their own resources, which they need The health map, drawn up by the Ministry of
to keep up with technological progress and the deHealth after consultation with regional and na-
mands of competition (14). Clinics face a difficult tional health resources committees (12) was de-
problem of finding outside investors mainly be-signed to meet three objectives: 1) to control the
cause in most cases there is no guarantee that trepid growth of the hospital sector, 2) to correct re-
investment will be profitable. In recent years thisgional disparities, and 3) to coordinate public and
“crisis” in the private sector has resulted in a transprivate sector development. To accomplish these
formation of the structure of such hospitals, whichaims, the health map establishes the boundaries of
are increasingly passing from the status of a famikealth sectors and regions. Each health sector is a
ly business to that of a limited company belonginggeographical area of about 30,000 to 40,000 in-
to a major financial group. Large French compahabitants centered on a hospital with a certain
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minimum level of technical facilities. There are Reforms
currently 21 regions divided into 284 health sec-The reforms initiated by the 1991 legislation
tors. The health map also establishes the naturgaintain the health map but substantially broaden
extent, and location of health facilities of nationalits scope with the addition of a new document: the
importance or designed to serve several health rgrealth organization scheme. Both the maps and
gions. For each type of facility, the health map fothe schemes are to be drawn up on the basis of the
the particular sector or region concerned specifiefreasurement of needs in the population and their
the buildings and major items of required equipchanges, with regard to demographic data and
ment. Plans are detailed after an analysis of locaéchnical progress in medicine, following a quan-
and regional needs. The health map also includefiative and qualitative analysis of existing care
an inventory of existing or authorized buildings provision.
and a continuously updated record of major items |n carrying out this task, the ministers responsi-
of medical equipment. o ble for health and social security (in the case of na-
_Each region draws up its health map in light ofjona| and inter-regional maps and schemes) and
directives issued by the Ministry of Health. Thehe regional prefects (in the case of their regional
vv_ork is then_ submitted for review t_o sectoranc_i '®and sub-regional equivalents) will be assisted by
gional hospital groups and the regional COmMitteg o i, grganization committees at national and re-

Lor health a.nd t$OC|a1! t;esaurﬁfhs' This t'?thIfIO\c’jve ional levels. To reflect the need for assessment,
y anh examination oftne health map at (n€ federa,, ., regional health organization committee will

level. The Ministry then adopt_s Fhe provisions Oft]ave a committee on regional medical assess-
each map after seeking the opinion of the nationa

: ) ments of hospitals.
committee for health and social resources. The scope of health blanning has been broad-
This approach, it should be noted, is very broad b P 9

and general with indicators of need established fo?lrlleg by ;[(h; healthh (Lrganézayonbsctheme _to grtgdut-
major areas of activity (e.g., medicine, surgery"’l y break down the boundaries between inpatien

obstetrics-gynecology, medium stays). It is nothospital care and outp_atient ambulatory care and
based on epidemiological or population-basedo develop plans to rationally diffuse particularly
data (2,4). expensive or sensitive medical activities associated

The Act of December 31, 1970, requires a”with ambulatory care. The legislation is con-
public and private institutions to secure authoriza¢€"ned with the type of care provided, not with the
tion from the administrative authorities for new Physical structure of the buildings or the legal
buildings or extensions of existing ones with com-contextin which the care takes place. Alternatives
pulsory reference to the health map. (The map'¢0 hospitals are taken into account (particularly
indicators of beds per specialty represent ceilinggmbulatory surgery) by establishing an equiva-
that may not be exceeded.) The Act also makes lignce between hospital beds and the number of
obligatory to obtain prior approval for conver- places providing alternatives to hospital care.
sions of hospital facilities, the merging of hospi- Under the new legislation, public hospitals are
tals, or the installation of major medical equip-also authorized to collaborate with public and pri-
ment. vate legal bodies, including those at the interna-

The prefectis responsible for issuing authorizational level. In connection with these activities,
tions after consulting the Regional Health and Sothey may sign agreements and participate in inter-
cial Resources Committee, except in the case dfospital syndicates and public and financial con-
decisions of national importance; these are the resortia. The creation of such consortia enables
sponsibility of the Health Minister of the central health institutions to pool their operational or in-
government after consultation with the Nationalvestment resources to undertake activities that
Health and Social Resources Committee. their individual resources would not allow. To
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achieve greater uniformity of the two hospital sec-
tors, the new legislation also provides for al care
institutions and providers to be subject to the same
authorization arrangements. The overall aimisto
simplify and decentralize the administrative pro-
cedures for securing capital investment authoriza-
tions.

The reforms also introduce a hospital plan
which sets out (particularly in the context of the
medical plan) each institution’s objectives with
regard to medical and nursing atmospheres, social
policy, training, management, and information
systems. The plan, which must be compatible
with the objectives of the heath organization
scheme, identifies all the resources in terms of
buildings, staff, and equipment that the hospital
requires to achieve its objectives. It is devel oped
for aperiod of up to five years (5).

Traditional Public Hospital Investments (16)
In any major hospital and even those of average
size, new buildings and expansion of existing fa-
cilities form part of an overall medium-term (10-
to 15-year) program. Three types of projects may
be identified: 1) those of nationa significance, for
which the ministry is responsible; 2) capital proj-
ects that are unique to aregion and for which the
regional prefect is responsible; and 3) capital proj-
ects that are the responsibility of the district pre-
fect, who gives approval in view of the overal re-
sources alocated to each district.

Because most investments are carried out with
state assistance, investment priorities are spelled
out in the national economic and social develop-
ment plans, which effectively determine the al-
location of financial resources set aside for the dif-
ferent sectors of public investment. Receipt of
state subsidies for new capital investment is con-
tingent on the proposed investments' inclusion in
the plan.

Any building and magjor medical equipment in-
vestment project must pass through several stages
(e.g., purchase of a site, initial preliminary design,
final proposal) each of which must be approved by
the hospital board after they have been considered
by the hospital’s medical staff committee and the

joint technical committee. Each stage is subject to
final approval by the supervisory authority.

= The financial appraisal of the project is accom-
panied by a financing scheme. The financing
rules are as follows:

= When state funding is provided, it is aways
equal to 40 percent of the capital expenditure
qualifying for subsidy.

= | ocal authorities may also contribute to this as-
sistance, bringing the rate of subsidy above 40
percent.

= The balance is met by the hospital from its own
resources, by loans from the Caisse des Depots
et Consignations or the Caisse ‘Aide a I’ Equip -
ment des Collectives Locales. In the case of in-
vestments that do not receive state funding, the
proportion of the cost met from borrowing may
not exceed 60 percent.

The different categories of equipment and ma-
terials subject to approval are care units equip-
ment, ancillary care and technical medical equip-
ment, and equipment for general services.

In 1974 a national center for hospital equip-
ment (CNEH) was established that reports to the
Ministry of Health. It has responsibility for con-
sidering problems associated with the functioning
of hospitals. The rules governing the financing of
the provision of medical equipment are the same
as those relating to the building process.

Under the new legidation the supervisory au-
thority will monitor only the legality of contracts
entered into by hospital directors. Such contracts
will come into force as soon as they are received
by the prefect’s office.

Private Hospital Investment

Once a private hospital decides to adopt new
technologies, provide new services, or expand its
hospital beds, it can acquire the necessary physi-
cal and staff resources and place them at their pa-
tient’s disposal, thus putting them to profitable
use more quickly than the public sector. Private
hospitals can also more quickly provide the re-
sources required to meet an existing need. If anin-
vestment turns out to be profitable after the facili-
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ties are in place, they can be adjusted to a certapatients. The funds would not hesitate to pay their
extent by the constant redeployment of resourceshare of expenses, and little attention was given to
(particularly of staff), as there are few statutorydetailed analyses of hospital bills. Only in the
constraints. Private hospitals face no major im1970s did national economic conditions demand
pediments to increasing and modernizing their facloser scrutiny of the economics of hospital care.
cilities as soon as a decision has been made (1By the end of the 1970s, containment of hospital
costs had become a high-priority issue and the pri-
[ Capital Expenditures mary goal of all reforms aimed at reducing health

Capital expenditures do not correspond to a sin ngpenditures since then.
P P P 9 Understandably, it is the public hospital sector

year’s costs and may figure into the calculation o hat has been most influenced by cost-contain-

more than just one year’s global allocation an : . ]
charges. In 1988, capital expenditures of publicment reforms. In 1983, prospective budgeting be

hospitals equaled F19.3 billion, or 12.2 percent ofame the stan_dard n .thls se_ctor. It_s Purpose was ©
control spending by imposing guideline growth

aggregate hospital e_xpendltures. This representsrgtes for hospital spending. However, the deter-
more than threefold increase over 1975. (Expendi-_. "~ . ;
. L . . mination of budgets across hospitals takes no con-

tures for different capital investments are givenin_. . : -
. : ._Sideration of changes in activity or volume of ser-

table 4-6.) Since 1975 the structure of direct in- . Cn .
. . vices demanded from individual hospitals but

vestment expenditure has changed, with the pro-

) X : merely applies a predetermined increase rate (the
portion funding real estate investments (e.g. S . ,
) ) : . federal guideline rate) to the previous year’s budg-
construction of new hospital wings) falling from

78.2 percent in 1975 to 57.5 percent in 1988et. Budgets are based on historical levels of expen-

. e diture, and rates of increase are determined cen-
There has been an equivalent rise in investment in o e

: trally, with little scope for local deviation (11).
other capital assets.

Total investment income in 1988 was F20.9(P|-\r/|hsﬁ) v%idéfggtfﬁg?&ietléogryﬁgﬁ;nS);St:t?m
billion (shown by funding source in table 4-6). gsy

: . more reflective of an individual hospital’s activity
This amount represents a corresponding threefold . ) )
. o ; and to encourage continuous evaluation. This pro-
increase in investment income over 1975. Over : . .
. : gram systematically produces a standardized dis-

the last decade, the proportion of capital expendi . o
) . ._charge form at the completion of each patient’s

tures paid for from internal funds has tended to in-

crease, while the proportion met by grants, and e hospital stay and enters the form’s data into a pa-

: . Yient database. The system allows for detailed
pecially by loans, has declined (table 4-6) (13). analysis of hospital activity to enable compari-

sons of patient volume among departments or hos-
FUTURE DIRECTIONS pitals and to detect morbidity trends. The PMSI
The containment of health expenditures is a majowas implemented as an initial move toward devel-
concern in France. The costs of hospital care re@ping a DRG-type system of homogeneous pa-
resent half of national health expenditures, maktient groups and incorporating this classification
ing the hospital sector a primary target of France’system into the hospital financing scheme. Imple-
cost containment efforts. The hospital sector hamentation of the PMSI is proving to be complex
always expanded without much control, and itsand involved, however, and the full achievement
evolution has been marked by the constant neeaf a DRG-based system in France remains a long-
for an urgent response to perpetually growing determ objective.
mand. The urgent nature of hospital care has often A large gap still exists between the public and
taken precedence over economic rules of efficienprivate hospital sectors in France. The allocation
cy and better management. Prior to 1971, hospif funds to each sector is based on different mech-
tals would present their bills to the sickness insuranisms, and despite the sickness insurance funds’
ance funds after having satisfactorily treatedncreasing control over the private sector, cost
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containment efforts for this sector have not been3.
very successful. A serious shortcoming of the
present financing scheme is that private institu- 4.
tions have an incentive to increase the number of
medical procedures to compensate for rigidly im- 5.
posed fees and daily rates.

The 1991 health reform legislation in France is
designed to extend government control over the6.
private sector and to narrow the gap between the
public and private sectors. The legislation rede-
fines hospitals according to general guidelines, 7.
thus providing the private sector with the same
“public interest” mission as the public sector. The
reform also emphasizes the complementary role8.
of the public and private sectors. Private hospitals
are not yet paid through a global allocation 9.
scheme, but growth in expenditures for private

hospital services are capped under the reformg0.

Additionally, the PMSI is planned to be extended
to the private sector, and current experimentation
with a DRG-type system is in place for some spe-

cial services. Now that the philosophy underlying11.

the DRG system is being tested in the public hos-
pital sector, a relatively smoother implementation
of the DRG system in the private sector is likely.
Implementation of the necessary structural arl
rangements to achieve the objectives of recent re-

forms will be a long-term task. Both private and13:

public hospitals face new obligations, including
maintaining medical records that are readily avail-

able for consultation by the patient or the patient’§4-

physician, evaluating professional practice, reor-
ganizing health care, analyzing service activity,

and implementing information systems that docul
ment different conditions and modes of care and
treatment (5).
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Hospital
Financing
In Germany 5

by Reiner Leidl

ermany has a federal political system and 16 states with

state-level governments. Like its political system, Ger-

many’s health care system is strongly influenced by both

the federal and state governments. Germany has both pri-
vate and public provision of health care. On the supply side, doc-
tors and pharmacists are independent, private providers. Most
hospitals are not publicly owned, but more than half of all hospital
beds are in public hospitals. On the demand side, statutory health
insurance—compulsory for many employees—is organized by
associations (called sickness funds) under public law and covers
almost 90 percent of the population; private health insurance cov-
ers most of the rest.

The statutory sickness funds are primarily financed through in-
come-related premiums. Premium stability requires that the
growth of health care expenditures not exceed the growth of em-
ployees’ incomes. Stability of income contributions has been
made a cornerstone of German health policy, which also applies |
to the hospital sector.

Germany’s pluralism in health care is also marked by the influ-
ence of several interest groups. Sickness fund and provider orga
nizations exist at different regional levels (including federal
associations). These interest groups play a prominent and well-
defined role in regulating the provision and financing of health
care, subject to legal control by public authorities. An example of
a nonpublic regulatory entity is Concerted Action in Health Care
(Konzertierte Aktion im Gesundheitswesem)ich includes all |
the major parties involved in the provision of health care and
health insurance as well as representatives from labor unions, em-
ployers, and public authorities from the community to the federal
level. The group issues proposals for problems concerning health | 75
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care organization, delivery, and financing, includ-the capital’'s possible economic impacts on operat-
ing guidelines for payment negotiations betweering costs), the system has survived until today.
sickness funds and hospitals. Although Concerted States are responsible for implementing the
Action has not managed to keep health care cosi®72 federal framework law and have established
within the constraint of income growth through itsindividual state hospital laws for this purpose.
statements (which are not legally binding for theOne major state activity is the development of the
negotiating parties), the group has functioned agnnual hospital plan, which defines hospital capa-
a forum for the exchange of ideas; it has thugities and new capital that will be publicly funded.
played a highly relevant role in the developmentyjithin this comprehensive framework of regula-
and discussion of reform proposals (9). tion, the hospitals are independent economic enti-
The roles of interest groups are quite differenjes. They act on their own behalf and are responsi-
in ambulatory and hospital care, which are disyje for their own economic performance.
tinctly separate sectors in Germany. In ambulatory Major changes in the German health care sys-
care, physicians who provide care to sickness fungy, and in hospital financing have taken place in
patients must belong to regional and federalecent years. Two events impede a comprehensive
associations of office-based physicians, which negescription of the current national hospital financ-
gotiate payments with sickness funds and regulatgg system: the unification of East and West Ger-
the entry of new physicians. In contrast, the r€9Urany, and recent approval of a far-reaching health

lation of the hospital sector relies much less on iNz5re"reform act.

terest groups. Membership in hospital associa- the nification of Germany in October 1990

tions Is vqun_tary, |nd|V|du_aI hosplta_ls SGp"."r""te'yadmitted five new states in which West German
negotiate their budgets with the reglpnal ?'Ckneséconomic and political systems were established.
funds, and market access of hospitals is dete':I'he structure of the former West German health

ml)r;efgilgn]?sg excl:lfuswely byk The Stati' h system was also adopted for the new states, fol-
ederal framework lagkrankenhaus- lowing a transition period. Restructuring of the

finanzierungsgesetgddresses the basic regu"”“former East German health care system involved

tion of hospital care, including the guidelines forestablishing new state administrative agencies,

hospital'pg;lgnifn% an(il ﬁrlar:ﬁirlg. This I;W is T}C'sickness funds, and doctor and hospital associa-
companied by federal acts that specify the tec Mions. It also required state legislation for hospital

cal aspects for financing hospital operating_ costBIanning discussion of hospital investment
(Bundespflegesatzv_(_erordnunga)nd accounting needs, and establishment of new documentation
(Krankenhausbuchfuihrungsverordnung). The systems. The federal hospital financing law came

ﬁg;zitl:;’\éze;far);;g ;\Ng-rgz;syj;ergnfsoer;manmnqnto full force in the new states at the beginning of
P P P g exp ' 1991. Transitional rules—for example, on special

1. Public authorities at the state level finance hOS‘nvestment funding or reduced documentation re-
pital buildings, beds, and medical equipmentyuirements—were to continue until the end of
and are responsible for hospital planning.  1993; federal accounting rules came into force

2. Operating costs are covered by patients and/@jnly at the beginning of 1993. Consequently,
their third-party insurers. comparable financial data for unified Germany
The two-tier system was established at a timéaave not yet become available, and this chapter’s

when hospitals faced tremendous problems witlobservations are often restricted to the situation in
financing their investment needs. This task waghe former West German states. (An investigation
thus shifted to the public budget. Despite the twoef the restructuring process, though quite interest-
tier system’s difficult design (i.e., those responsiing, has also been left out as it is not likely to con-
ble for authorizing hospital capacity and large-tribute to the clarity of the health care system’s de-
scale medical technologies are not responsible facription).



The second recent change is the adoption of the
Health Sector Act (Gesundheitsstrukturgesetz) ef-
fective January 1, 1993 (HSA of 1993). The HSA
is designed to protect and improve the structure of
the statutory health insurance system (5). The new
act introduced important rules regarding hospital
care and financing; many of the changes have not
yet been implemented. Some rules are transition-
al, and others establish a schedule for changes to
be implemented during the next few years.

The ongoing changes in Germany make it diffi-
cult to provide a description of Germany’s current
health care system. The data presented in this
chapter were produced under the old system; how-
ever, the paper does represent Germany’s hospital
financing system as of the beginning of 1995. It
discusses reforms included in the HSA, as well as
hospital reforms set out in Germany’ s new act on
the financing of hospital operating costs, adopted
July 8, 1994. The rules established in this act will
come into force for all hospitals by January 1,
1996. Individual hospitals, however, were a-
lowed to implement the new financing system as
early as January 1, 1995. The paper also explains
relevant parts of Germany’s former hospita fi-
nancing system and its philosophy, which are im-
portant for understanding the new acts.

STRUCTURE OF THE HOSPITAL SECTOR

Since 1990, German hospitals statistics have not
differentiated between acute and nonacute care

Percentage of

TABLE 5-1: General Hospitals (Excluding Psychiatric Hospitals)
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hospitals but rather between general and “other”
hospitals. General hospitals, which are the focus
of this chapter, provide beds in inpatient depart-
ments. The definition excludes hospitals that pro-
vide beds only for psychiatric and necrologic pa-
tients; the latter belong to the “other” hospital
category, which aso includes day clinics and
night clinics. About 90 percent of all hospitals are
general, and about 90 percent of all hospital beds
are in general hospitals. Inpatient institutions for
preventive care and rehabilitation also exist but
are not discussed in this chapter.

Genera hospitals are categorized as public, pri-
vate nonprofit (voluntary), or private for-profit.
One of the hospital law’s goals is pluraism of
owners. Public hospitals are owned by public au-
thorities at the federal, state, regional, or commu-
nity level; they accounted for 62 percent of hospi-
tal beds in 1990 (table 5-1). Some public hospitals
are owned by associations of public authorities or
by corporations under public law. Because univer-
sities are run by states, an important category of
public hospitals are the large university hospitals,
which accounted for a little more than 8 percent of
general hospital beds in 1990 (20). Private non-
profit (voluntary) hospitals, which are owned by
churches, welfare organizations, foundations, or
other nonprofit associations, accounted for about
a third of hospital beds in 1990. Private for-profit
hospitals, which are often owned by a head physi-
cian, accounted for aimost 4 percent of hospital

and Hospital Beds by Ownership, 1990

Percentage of Total number

Percentage of private, nonprofit private, for-profit of hospitals
public hospitals hospitals hospitals and beds

Former West German states

Hospitals 40.0'% 42.5% 17.5% 1,818

Beds 53.9 41,4 4.8 474,083
Former East German states

Hospitals 82.2 17.3 0.5 365

Beds 92.8 7.0 0.2 131,160
All German states

Hospitals 47.0 38.3 14.7 2,183

Beds 62.3 33.9 3.8 605,243

SOURCE: Statistisches Bundesamt, Grunddaten der Krankenhauser und Vorsorge-oder Rehabilitationseinrichtungen 1990, Fachserie 12, Wiesha-

den, 1992.
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FIGURE 5-1: Operating Cost in German Hospitals

by Ownership and Hospital Size, 1990

Total cost in DM billions

A O o
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Public hospital 64
_ ] Voluntary hospital
14 | Il Private hospital
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NOTE Former West German states only, data for 2 of 1,818 hospitals
are missing; the height of the bar equals total cost, while the figure
above the bar equals average cost per day

SOURCE. Statistisches Bundesamt, Kostennachweise Krankenhauser
1990, Fachserie 12, Wiesbaden, 1992

beds (table 5-1). If they render care to patients who
are insured by statutory sickness funds (which
they must do to be integrated into the hospital plan
and receive funding for capital expenses, as ex-
plained below), private hospitals are subject to the
same financing and payment rules as other types
of hospitals. Prospectively fixed budgets for sick-
ness fund expenditures constrain excess revenues
in private hospitals. An important source of reve-
nues for private hospitals, specificaly if physi-
cians own the hospital, stems from care provided
to privately insured patients.

In summary, nonprofit voluntary hospitals and
for-profit private hospitals together account for
the largest proportion of hospitals, but public hos-
pitals have the largest share of beds; private own-
ers play only a minor role in the provision of beds.
Total operating costs and average inpatient costs
per day, by type and size of hospital, are displayed
in figure 5-1.

Access to hospitals, except for emergencies, is
determinedly referral from an office-based physi-
cian. Privately insured people and sickness fund

members have equal access to all hospitals in-
cluded in the hospital plan. Access to departments
for private patientsin al types of hospitalsis re-
stricted to those patients who choose a specific
physician and pay extra for that physician’s ser-
vices. In afew cases, private clinics do not partici-
pate in the provision of care for sickness fund pa-
tients and are accessible only to privately paying
patients. However, they do not receive any public
funding for capital expenses.

PHYSICIANS

Office-based physicians (both general practitio-
ners and specialists) play a centra role in Germa-
ny's health care system. The association of office-
based physicians holds the right and obligation to
ensure medical care for sickness fund members.
Physicians fulfill this task and, when necessary,
refer their patients to hospitals. Fees for ambulato-
ry services for sickness fund patients are nego-
tiated between sickness fund and physician
associations. Physicians can charge privately in-
sured patients up to 2.3 times the fee for statutorily
insured patients. In those cases in which hospital-
based physicians render ambulatory services, they
are reimbursed according to the fee schedule for
office-based physicians.

Hospital-based doctors are generally paid a
salary. They hill private-paying patients for hospi-
tal services according to a federal fee schedule. All
revenues from private patients are collected by the
head physician of a unit. A portion of the revenues
is then distributed to a pool for physicians work-
ing in the hospital, either on a compulsory or avol-
untary basis, depending on the hospital law in the
respective state. Physicians are aso required tore-
imburse the hospital for the use of hospital facili-
ties to treat their private patients. Prior to the HSA,
there was only minor federal regulation of hospi-
tal cost reimbursement. Reimbursement rules
were typicaly established in the working contract
between the head physician and the hospital. The
new hospital financing act, however, mandates
that 40 percent of private fees (for some types of
services, only 20 percent) must be included in the
hospital’s budget as costs already reimbursed.
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This reduces the budget available for other sersured patients who chose the service of a specific

vices. An estimate of the total revenue receivegbhysician paid a 5 percent reduced daily rate and

from privately billed services delivered by hospi- were extra-billed separately by the physician. Un-

tal doctors is not available. der the new hospital financing act, private patients
Although the ambulatory care and hospital cargoay the full daily rate to the hospital and a reduced

sectors are usually separated in Germany, therelil to their private physician.

a number of office-based physicians who hold the

right to treat patients in hospitals. These physigjexiple Budgets

cians bill thgir patignts for hospital se_rvices ON &3ermany’s current prospective budgeting system
fee-for-service basis, and have to reimburse thgas grown out of a system in which the full costs
hospitals for costs incurred. The hospital in turn,s hospital operations were reimbursed retrospec-

bills patients at reduced rates and fees. tively (11). Beginning in 1985, a “flexible” pro-
spective budgeting system was introduced, which
HOSPITAL OPERATING COSTS was designed to fully reimburse costs only for
) ) those hospitals that operated efficiedtjo as-
[ Financing Model sess efficient operation, hospitals were classified

Operating costs in German hospitals that servmto similar groups by types and intensity of care
sickness fund patients (almost all hospitals, inand then compared with respect to cost and activi-
cluding public, voluntary, and private for-profit ty data. A hospital’s budget for the coming year
hospitals) are financed primarily through annualwas influenced by cost comparisons with efficient
prospective budgets. A hospital’s budget is negohospitals in its group.
tiated each year between the hospital and those Under flexible budgets, when the actual num-
statutory sickness funds that paid more than 5 peber of inpatient days delivered was less than the
cent of the hospital’s previous year’s revenues. lplanned number, the hospital still received 75 per-
practice, the sickness funds form working groupsent of the daily rate for the missing days in the
to represent them in negotiations. The regionahext round of budget negotiations; when it deliv-
association of the statutory sickness funds, the oered more than the planned amount, the hospital
ganizations of private health insurers, and hospihad to pay back 75 percent of the excess daily rates
tals participate in budget negotiations. that it had already collected. Hospitals were there-
Negotiations focus on the services that a hospiore partially at risk for overprovision of services.
tal expects to render to sickness fund members and Negotiations on flexible hospital budgets were
to the costs that can legally be charged for thesguite unfettered. The only external reference for
services. A prospective daily rate is simultaneousthe negotiations—apart from the aim of financing
ly determined with the budget. This daily rate—only “efficiently working hospitals”™—was Con-
the result of dividing the budgeted amount by thecerted Action’s guidelines, which served as pro-
expected number of inpatient days—functions aposals for the negotiations. Their nonbinding
the primary payment unit for patients and sicknessharacter is underlined by the fact that Concerted
funds. The daily rate is supplemented by speciahction itself did not always reach agreement on
fees for costly services, and beginning in 1995, byhe guidelines (sometimes providing none at all)
case-based rates also. and sometimes sickness funds and hospital
Regardless of their insurance, all patients genassociations had divergent guidelines. Concerted
erally pay the same rates. In the past, privately inAction did not effectively limit the growth of hos-

1 All budget concepts discussed do not include physicians’ earnings for treating private patients in hospitals or hospital revenues from elec-
tive services, such as private rooms, for which patients are billed directly.
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pital expenditures to that of the sickness funds' in-
comes, as desired.

Fixed Budgets for 1993 to 1995

The HSA of 1993 establishes steps to reform hos-
pital financing, which will be implemented se-
quentially over a number of years. With cost con-
tainment as a top political priority, the HSA
enforces the income-oriented policy on growth in
individual hospital budgets for the period 1993 to
1995. For these three years, the HSA requires a
“fixed” prospective budget that can no longer be
adjusted for the difference in the number of inpa-
tient days delivered from the negotiated number.
A hospital’s 1992 budget will be used as its base,
with increases in its budget limited to income
growth of the sickness funds. The federal minister
of health is to estimate the national increase in
sickness funds' incomes by February 15, so asto
determine the maximum growth rate for the com-
ing year.

The hospital budget growth rate constraint ap-
plies to the sum of the hospital’s budget and the
revenues from special fee categories, which ex-
isted outside of hospital budgets in 1992. The
growth rate may be corrected for some factors
such as wage increases, as wages for hospital per-
sonnel are determined in negotiations between
unions and general employers. Budgets may also
be corrected for cost increases due to unforeseen
legal changes that affect hospital expenses.

Flexlble Budgets in 1996

From 1996 forward, hospitals will again be sub-
ject to flexible budgets. The HSA has established
that a hospital’s budget must provide sufficient
revenues for the hospital to provide al of the care
needed by its catchment population, based on its
function as defined in the hospital plan. In cases
in which the hospital cannot meet its obligations,
the hospital will even be allowed to receive fund-
ing that is greater than the growth in sickness
finds' incomes. The basic mechanism of flexible
budgets will be the same as that adopted in 1985.

Other Hospital Payments

Although most hospital services are financed
through prospective budgets, other payment com-
ponents received a much greater role in hospital fi-
nancing under the HSA than they had previously.
In addition to the general daily rate, other types of
payments for hospital inpatient costsinclude:

= gpecia daily rates for some hospital depart-
ments;

= gpecial feesfor costly services, hilled in addi-
tion to the general daily rate; and

= case-based lump sums, which cover the total
cost of inpatient care for a particular hospital
admission.

A number of specia daily rates for hospital de-
partments have been used in the past. The 1985
federal financing law defined 10 categories,
among them high-cost categories (e.g., care for se-
verely burned patients or neonatal intensive care)
and low-cost categories (e.g., psychiatric day
care) that are financed through special daily rates.
The 1994 act on the financing of hospital operat-
ing costs requires special rates for all hospitals and
all departments beginning in 1996. In fact, the for-
mer genera daily rate will vanish and will be sub-
stituted by two new types of rates. The first type
will pay for physician and nursing services that are
specific to a given hospital department; this rate
will vary depending on the medical department
that admits the patient. The second type, the “ba-
sic daily rate,” will cover the remaining nonde-
partment-specific costs of hospital stays, such as
food and housekeeping, that are common to all de-
partments. The new act envisions that sickness
funds and hospitals will agree on a state-level
standard price for these “hotel-type” services.

In 1985 the first federal fee schedule for costly
services to be funded through special fees in-
cluded 16 items, among them open-heart opera-
tions, transplantations, implantations, and litho-
tripter treatment. More services could be defined
for specia fee financing or for case-based rates at
the state level. Actua rates were determined in in-
dividual negotiations between the hospital and
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TABLE 5-2: Examples of Relative Prices for Case-Based Rates and Special Fees in Germany,

beginning in 1995 (federal point values)

Point values Length of stay

Personnel Equipment Total

Average Threshold

Done by hospital physician
12.06: appendicitis non perforata;
appendectomy, laparoscopic

16.01: delivery after completed
37th week of pregnancy;
vaginal delivery up to 8 hours,
normal presentation

Done by practice-based physician
12.06: appendicitis non perforata;
appendectomy, laparoscopic

Case definition

16.01: delivery after completed
37th week of pregnancy; vaginal
delivery up to 8 hours, normal
presentation

2,250

2,360

1,560

2,010

1,330 3,580 6.04 14
600 2,960 4,90 13
1,250

2,810 5.20 13

590 2,600 4,90 13

Done by hospital physician
12.1 7: appendectomy,
laparoscopic

Special fee

Done by practice-based physician
12,1 7: appendectomy, laparoscopic

1,040

650 1,690 NA NA

650 1,340 NA NA

NOTES: NA = not applicable; positions for special fees concerning delivery have not yet been defined; the calculation basis for the development of

these schedules has been 1993, with a basis of DM1.00 per point; prices differ as to whether a patient is served by a hospital physician or by a
practice-based physician who holds a right to provide care in hospitals (the case of the practice-based surgeon has been chosen here, another

schedule applies to practice-based anesthesiologists); average length of stay refers to the population from which this schedule was calculated,

outlier patients beyond the threshold length of stay will be billed on a daily rate basis for their excess days. For further explanation, see text

SOURCES: Federal Act on Financing of Hospital Operating Cost (Bundespflegesatzverordnung) of 8 July 1994 (author’s translation)

sickness funds. These options have been used to
some extent but so far have made up only a minor
share of total hospital revenues.

The HSA of 1993 clearly aimed to extend these
types of financing to achieve more performance-
related payments for individual hospitals. The fi-
nal results from a working group defines 104 spe-
cia fees and 40 cases in the 1994 hospital
financing act. Another 37 special fees and 13 case
definitions are expected to be added in 1995 (6).
Each of the services or cases carries a point value
as arelative price tag, with one point value for per-

sonnel input and the other for equipment (table
5-2).*The monetary value (i.e., conversion rates)
of the fees and case-rates will be determined in
state-level negotiations between sickness funds
and hospital associations. If the population in a
hospital’s catchment area has specific needs, rates
higher than state-level determined prices can be
agreed on during budget negotiations. Additional-
ly, hospitals that are highly specialized might re-
ceive lower rates than the state-level prices. It re-
mains to be seen how often these exceptions will
be used. At the state level, sickness fund and hos-

2 The point values were constructed on the basis of 1993 cost and utilization figures (1). Because it was expected that the average length of

stay will decline by 30 percent in the next few years, the calculations accounted for half of this decline (19). Point values are lower for casesin
which an office-based physician delivers the service (see table 5-2). To account for lower wage levels in the new states, lower point values for

personnel input will be used in state-level negotiations.
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pital associations may also agree to introduce
more case definitions and special fees.’

Outpatient Care
The HSA establishes special financing for hospi-
tal outpatient care. Prior to 1992, a standard hospi-
tal did not have an outpatient department. The
property right for providing ambulatory care ser-
vices was held by office-based physicians. Outpa-
tient services could be provided by hospitals only
in specia cases. For instance, a hospital-based
physician could provide ambulatory care if a qual-
ified office-based specialist was not available in
the area. Hospital departments had to be autho-
rized by the sickness funds or hospital physicians
had to be acknowledged as members of the
association of office-based physicians to provide
the care. Because of their teaching function, out-
patient departments in university hospitals also
held the right to provide ambulatory care. All am-
bulatory services were reimbursed by the associa-
tion of office-based physicians.

The HSA of 1993 now entitles hospitals to ren-
der outpatient care on three occasions.

= if it isrequired to determine whether inpatient
treatment is necessary (pre-inpatient care),

= if it isrequired to assure and improve the effec-
tiveness of inpatient treatment (post-inpatient
care), or

- if ambulatory surgery can be substituted for in-
patient surgery.

Thefirst two cases are paid by lump sums, the
last by a fee schedule that is being developed. The
revenue for all three types of services will be in-
cluded as part of a hospital’s prospective budget
until 1996.

Coordination of Payment Components

After 1995

An important feature of the new financing system
for hospital operating costs is how the different
payment components will be coordinated. With
respect to inpatient care, hospitals will be paid for
two main categories of care:

1. care that is reimbursed by the daily rates (de-
partmental and the basic daily rate), and

2. care that is reimbursed by special fees and case-
based rates.

Special fees will be added to the daily rates (for
surgical interventions, the departmental rates will
be reduced by 20 percent), while case-based rates
will fully cover the cost of a hospital admission. If
a case-hased rate can be calculated, the hospital
may not bill its patients through special fees and
daily rates.

The interplay between the hospital’ s prospec-
tive budget and the other payment componentsis
complex and will change during Germany’s tran-
sition to a performance-related hospital payment
system. Currently, anticipated revenues from
case-based rates and special fees, as well as ex-
pected revenues from outpatient care, are sub-
tracted from the hospital’ s accountable costs for
calculating the hospital’s budget.’Until 1998, if
revenues from special fees and case-based rates
are different from negotiated revenues, half of this
deviation will be compensated in the next round of
budget negotiations. This means that unexpected-
ly high volumes of hospital services will be par-
tially compensated. Until 1998, it will also be pos-
sible to mutually compensate deviations of actual
revenues from negotiated revenues that occur in

3 Another important change introduced in the 1994 act is that inpatient days delivered in a particular case category that are above the federal-
ly defined length-of-stay threshold must be reimbursed through the daily rate. However, the hospital will not be paid for days of care for patients
readmitted to the hospital for complicationsif the number of days iswithin the length-of-stay threshold.

4 Until 1997, however, only 95 percent of the expected revenues from case-based rates and specia fees will be subtracted in order to reduce

hospitals' financial risks during the introductory period.
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opposite directions in the two categories. Thiswill  If an agreement among the negotiating parties
smooth the planning of care in the negotiations. is reached, the result has to be approved by the re-
Beginning in 1998, however, revenues fromsponsible state authority. In case of disagreement
case-based rates and special fees will be complet@t the latest after six weeks of negotiation), a ref-
ly separated from the hospital's budget. Surpriseree commission can set the daily rates on applica-
ingly, the new act on financing hospital operatingtion from one of the negotiating parties. This com-
costs envisions that the volume of care for theseission consists of a neutral chairperson and the
categories of services will no longer be negosame number of delegates from the hospital and
tiated, but will be reimbursed by sickness fundghe sickness funds, including private health insur-
and insurance companies as the services are prers. The referee commission, the decisionmaking
vided, releasing hospitals from a negotiated volprocess, and the legal control of its activities are

ume constraint. regulated by state law.
In addition to the inpatient components of the
Payment Negotiations budget, lump sums are negotiated at the state level

In budget negotiations each hospital has to presefr pre- and post-inpatient treatment. Sickness
its current cost and service figures according to thiinds and hospital associations have to consider
types of data required by the hospital law (e.g.the opinions of the regional associations of office-
number of admissions, number of operationsbased physicians. The same associations at the
lengths of stays per department). Each hospitdederal level currently negotiate the fee schedule
also has to present projections of those factors fd@r ambulatory surgery, which will be used by
the coming year. Under the new financing systempoth hospitals and office-based physicians who
the number of special services performed and th@eliver those services.
number of (defined) cases treated will also have to Once a hospital’s budget and other payment
be presented and projected so that revenues frop@mponents are determined, the hospital is free to
these services can be accounted for in the hospiperate as it deems appropriate. Hospitals retain
tal's budget. all surpluses and are responsible for all deficits in
For cost comparisons, a hospital’s figures ardheir operating budget. There are no general rules
compared with those of other hospitals that aréor the internal allocation of funds within the hos-
similar in departmental structure and in the generpital. Because all payment arrangements are
al level of care. Cost information from earlier ne-derived from cost estimates, however, cross-sub-
gotiations is available to both hospitals and sicksidizing across cost centers in the hospital is re-
ness funds. Hospital associations sometimestricted compared with systems based on charges.
compile comparative information in advance for Because negotiations take place each year,
their members. Because some sickness funds cotitere is some danger that individual hospitals will
tract with all of the hospitals, the sickness fundose surpluses that result from greater efficiency in
association has a complete picture of comparabkubsequent year negotiations. The HSA intends to
hospital costs at the end of a negotiation round. eliminate this disincentive by prohibiting sick-
The actual negotiation process is not publichess funds from negotiating away such surplus
and little is known about the strategies and tacticBinds. There is a clear need to develop more so-
of the negotiating parties. From the sicknesgphisticated incentive structures in Germany'’s pre-
funds’ perspective, the total budget for hospitaldominantly nonprofit environment.
services for the forthcoming year is constrained by The financing law requires a tremendous
the growth rate of wages and salaries of the inamount of cost information for the negotiations
sured individuals from whom they receive theirbetween hospitals and sickness funds. In addition
premiums. Hospitals try at least to recover theito the cost and service figures required, informa-
full costs. tion on diagnoses and surgical services delivered
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has also been required since 1985, but this has
been difficult to obtain. Furthermore, prospective
budgeting requires projections of these data. In-
formation on the different types of costs at the hos-
pital level and indicators such as inpatient days by
department have always been well documented.
Nationwide documentation for these statistics has
been available from the Federal Office of Statis-
tics since 1990. In 1993, statistics on hospital dis-
charge by diagnosis began to be produced nation-
wide. Germany’s increasingly case-based payment
system will heighten the need for much more so-
phisticated information on hospital production.

OSources of Funding’

Insurance covered about four-fifths of hospital op-
erating costs in 1990 (sickness funds paid 70.7
percent and private insurers paid 8.1 percent).
Public authorities directly covered 14.3 percent of
hospital expenditures and employers directly paid
5.6 percent (4). (Employers 50 percent contribu-
tion to sickness fund premiums is included in the
sickness fund figures.) Public employers also con-
tributed to private patients' hospital costs through
the so-called Beihilfe, which covers up to 50 per-
cent of hospital care for civil servants. Patients in-
sured by sickness funds directly payDM116 each
day for the first two weeks of a hospital stay. Out-
of-pocket payments by private patients depend on
individual cost-sharing arrangements with private
insurance companies. In total, the contribution of
direct patient payments is small, accounting for
just 1.3 percent of the total bill for hospital care in
1990.

The relative contributions from the various
payers for individual hospital revenues depend on
the hospital’s patient and services mix. Prior to the
HSA reforms, the main revenue of a hospital came
from the general daily rate. Other revenue sources

include special departmental rates, specia fees for
costly medical services, and specia charges for
hotel-type services (e.g., private or semiprivate
rooms). Prices for additional hotel services are es-
tablished by the hospital and are paid directly by
patients.”Special daily rates and special fees var-
ied by hospital under the old system.”Of the
DM56.3 billion in revenue reported in 1990 for all
hospitals that contracted with sickness funds
(which only excluded some specialized private
clinics), 93.5 percent came from the general daily
rate, 4.2 percent from specia charges, and 2.2 per-
cent from special fees (16).

0Operating Costs and Expenditures

Personnel salaries made up almost two-thirds of
German hospital operating expenses in 1990
(table 5-3). Medical equipment and supplies ac-
counted for the other third of operating costs. Cap-
ital-related costs do not (yet) play arole in Germa-

TABLE 5-3: Distribution of Operating Costs
in General Hospitals, 1990 (percentages)

Personnel 66.0
Physicians 14.1
Nurses 123.1
Other staff 28.8

Equipment 331
Medical needs 16.6
Other 16.5

Miscellaneous costs 0.9
Total 100.0

NOTE: Former West German states only; data for 2 of 1,818 hospitals
are missing; miscellaneous costs are composed of the cost of nursing
education (0.7%) and the cost of interest on debts incurred during op-
eration (0.2%); total costs were DM59.9 billion, cost per day was
DM400.55, cost per case was DM5,384.22, and cost per bed was
DM126,308.65.

SOURCE: Statistisches Bundesamt, Kostennachweise Kran-
kenhauser 1990, Fachserie 12, Wiesbaden, 1992.

5 The distribution of financing by payer does not refer solely to acute care expenditures but includes all hospital care and capital expenses.

6The exchange rate in January 1994 was approximately $US0.58 to DM1.00.

7 In June 1994, the general daily rate ranged from DM332 to DM656 at the state level; the extrarate for a private room was between DM1 11
and DM205 and for semi-private rooms, rates were between DM58 and DM117 (8).

8 Averages are not available at the federal level.
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TABLE 5-4: Hospital Expenditureé and Costs, 1990

Numerator
total hospital

Total hospital expenditures, Hospital operating Hospital

expenditures, FOS FOS/OECD costs, FOS investment, SVR
Denominator DM65,977 million DM73,651 million DM63,577 million DM5,074 million
Gross national product,
FOS, DM2,439,100 million 2.70 3.02 2.61 0.21
Gross domestic product,
FOS, DM2,417,830 million 2.73 3.05 2.63 0.21
Total hospital expenditures,
DMFOS, 65,977 million 100.00 111.63 96.36 7.69
Total hospital expenditures,
DMFOS/OECD 73,651 million 89.58 100.00 86.32 6.89
National health care expenditures,
OECD, DM201,220 million 32.79 36.30 31.60 2.52
National health expenditures,
FOS, DM303,972 million 21.70 24.23 20.92 1,67

NOTE: Former West German states only; FOS indicators from the financial statistics of the Federal Off Ice of Statistics; FOS/OECD indicator on total
hospital expenditure includes DM7.7 million for inpatient rehabilitation expenditures; FOS cost indicators from federal hospital statistics, author’s
calculations.

SOURCES: Bundesministerium fur Gesundheit, Statistisches Taschenbuch Gesundheit, Bonn, Dezember, 1992; Federal Office of Statistics, person-
al communication, August 1993; Statistisches Bundesamt, Kostennachweise Krankenhauser 1990, Fachserie 12, Wiesbaden, 1992; Organisation
for Economic Cooperation and Development, OECD Health Data File, 1993, SVR: Sachverstandigenrat fur die Konzertierte Aktion im Gesundheits-

wesen (Baden-Baden, Nomos, 1992).

ny’s hospital budgets because the costs of capital
are borne almost entirely by state governments and
do not show up in hospitals’ operating expenses.
The Federa Office of Statistics (FOS) reported
DM66 hillion in total expenditures for hospital in-
patient care in 1990 (this refers to the former West
German states only) (table 5-4, column 1). Of the
DM66 hillion, the statutory sickness funds spent
DM45 hillion on hospital services (which cannot
be disaggregate into acute and nonacute care).
This equals about one-third of total health care ex-
penditures by sickness funds. Almost one-third of
hospital expenditures (the other DM22 billion)
came from private health insurers, employers,
public authorities, and directly from patients.
The DM73.7 hillion figure used by Organisa-
tion for Economic Cooperation and Development
(OECD) to represent total expenditures for inpa-
tient care adds DM 7.7 billion for inpatient reha-

bilitation expenditures to the DM66 hillion figure
(table 5-4, column 2) (12). The amount of DM56.3
billion has been cited as the total revenue for hos-
pitals in the same year (16), whereas the total sum
of operating costs reported in federal hospital sta-
tistics is DM63.6 hillion, exceeding the revenue
figure (table 5-4, column 3). Not all costs listed in
accounting statements are automatically financed
in a prospective budgeting system, but before con-
cluding that the difference between aggregate cost
and revenue figures is the result of operating defi-
cits, more detailed analysis would be required.
Hospital expenditures are related to six refer-
ence variables in table 5-4. (Investment data are
covered later in this chapter.) The reference vari-
ables include the OECD’s definition of national
health expenditures and the Federal Office of
Statistics' definition of national health expendi-
tures which includes cash and in-kind benefits re-

9 National health expenditures data from the Federal Office of Statistics that include expenditures for curative and preventive care but not
cash and in-kind benefits lies within a 1 percentage point range of OECD’s national health expenditures figure and is not reported in table 5-4.
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lated to illness. The almost DM8 billion differ- capacities included in the hospital plan must be fi-
ence arising from the OECD’s and FOS's differenthanced through operating revenues. This dispute
definitions of hospital expenditures causes hospiis likely to obtain greater relevance as hospital op-
tal expenditures as a share of gross national (@rating revenues are increasingly based on nego-
gross domestic) product to increase from 2.7 petiated volumes of specific types of hospital ser-
cent according to FOS's figures to over 3 percentices (2).
according to OECD’s figures. Both definitions  The lack of integration of economic responsibi-
produce ratios of hospital expenditures tolities in Germany’s two-tier system has been criti-
OECD’s national health care expenditures ofcized for many years. It has survived because of
about one-third, similar to the figure reported bythe unwillingness of state authorities to waive
the sickness funds. The FOS’s more inclusive deftheir planning powers. State authorities have a
inition of national health expenditures results in aseat in the legislature’s second chamber, which
22 to 24 percent hospital expenditures share. must approve every federal law. The HSA states
the intent of eventually integrating the two sepa-

HOSPITAL CAPITAL COSTS rate lines of authority and the financing of capital
and operating expenses, while leaving legal con-
[J Relationship of Capital and Operating trol with state authorities.
Costs The 1985 revision of hospital financing al-

There is almost no link between operating andpwed for one_instance in _Which capital acqui_si-
capital costs in Germany’s health care systenfions can be linked to their effects on operating
Hospital capacities are established according t6°StS: Sickness funds and hospitals can contract
hospital plans (described below), and auowameformvestmentpro_Jects that are expected to redqce
operating expenses are financed as described prPsequent hospital operating costs, called “ratio-
viously. Generally, capital depreciation and inter_nahzatlon_” projects. The capltal—relate_d costs of
est costs for capital debt are not allowable operaf'€S€ projects can be added to a hospital’s operat-
ing costs for hospitals included in the hospitaliNd €XPenses. Because c_Jf resistance from the sick-
plan, as capital investments are usually funded bj€SS funds, however, this regulation has not been
state authorities. used often (13). o

Integrated economic decisionmaking is lack- Another exception to the principle of not pass-
ing with respect to the possible impact of new capind capital costs to payers through operating
ital purchases on hospital operating costs. Alchargeswas introduced in the HSA. Under the act,
though the hospital law formally requires hospitalc@Pital expenditures for investment projects in-
planners to consider the impact of investment decluded in the hospital plan may be partially funded
cisions on operating costs, quantitative economita private funds and hospitals will be allowed to
evaluations of such decisions do not take place dficlude the respective capital depreciation in the
a regular basis. Hearings are held to solicit inpuglculation of their operating costs.
from the sickness funds, which are ultimately re- ) ) ]
sponsible for paying for any associated increase ih! Capital Financing Model
operating costs, but sickness funds do not havePRrior to adoption of the Health Sector Act, almost
right to veto investment decisions. all hospital capital expenditures in Germany were

Sickness funds, however, are only required tdunded by state governments (and most funding
finance the costs of efficiently working hospitals. still comes from the states). Expenditures for hos-
This has led to conflicts about the issue of hospitgbital construction and medical equipment are part
capacity: sickness funds claim that hospitals opemf a state’s budget, which is derived from general
ate inefficiently because there is more capacityax revenues. Several taxes contribute to a state’s
than needed, while hospitals claim that hospitatevenues, including large revenue sources such as
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income and value-added taxes. The financial bur- The general legal framework for hospital plan-
dens of these taxes fall differently on different in-ning and investment financing is determined at the
come groups in the population and on businessdederal level, but implementation is left to state
and households. Therefore, a person’s share aiuthorities who issue the hospital plan. Planning
payments for hospital capital expenditures demethods are also subject to state law and regula-
pends on the person’s share of federal and state tdan. Their implementation differs among the 16
revenues. There is also no direct link between thstates of the Federal Republic of Germany.
source of general tax revenue and the type of gov-

ernment expenditure. A state’s treasury deter

mines the amount of funds available for hospitaID Determlnlng Qapltal R.equwement.s ]
capital investment as part of its decisions on how "€ hospital capital planning process is ostensibly

to allocate the state’s budget. Until 1985 both statBased on bed-to-population ratios, which estab-
and federal authorities paid a share of the investiSh the number of beds needed in a region. The
ment budget; since then, however, only states pdg,lanmng formula is a simple equation: the number
for capital expenditures. Special federal subsidie€f hospital beds needed equals the number of pre-
have been reintroduced for investment needs iflicted inpatient admissions times the predicted
the five former East German states. average length of stay (corrected for trends), di-
Financing of hospital capital is fully integrated Vided by the occupancy-rate standard (85 per-
with hospital planning. The key reference pointcent), times 365 (the number of days in a year). In
for funding is a state’s annual hospital plan. Thesome states the bed-to-population ratio is differ-
state’s plan—which includes public, nonprofit €ntiated by hospital department and/or by region.
voluntary, and private for-profit hospitals—de- Despite the establishment of a formal planning al-
fines the location of each hospital, its specialtiesgorithm, there is no evidence that the ratios are
the number of the hospital's beds that will beused inany regular or fixed way to determine capi-
funded, and the level of the hospital's care (e.glal funding patterns. Hospital plans are published,
general care, specialty care only, or top-levePut they report on current hospital capacities rath-
care). Some states issue more detailed plans—féf than on future plans or options.
example, by determining the number of funded The federal hospital financing law has estab-
beds for each hospital specialty. The specific critelished a right for hospital owners, and other sub-
ria used to determine whether a particular hospitatantially affected parties, to present their views to
is admitted to the state’s hospital plan are not putstate authorities during the state’s process of deter-
licly available. mining hospital capacities and approving applica-
If a hospital is admitted to the plan, it will re- tions for new capital purchases. The law’s objec-
ceive capital funding from the state, both in termgive is to achieve a consensus among all par-
of lump sums and through special capital grantdicipants. States have the authority to implement
described below. Hospitals not included in thethe federal law. In all states the hospital associa-
annual hospital plan do not receive public fundingions, sickness fund associations, and private
for capital investments. Moreover, they cannothealth insurers participate in such hearings. Other
claim higher operating costs than comparable hosrganizations, such as community associations or
pitals that receive public funding in order to fi- city and community governments, are repre-
nance their investments from internal funds. Thissented; for example, there are seven participants
mechanism makes the integrated capital planningn Bavaria and six in Baden-Wirthemberg (18).
and financing system almost universal in GermaThe state authority ultimately retains the right to
ny. In 1990, more than 96 percent of all beds irmake final decisions. The actual decisionmaking
general hospitals were included in hospital planprocess (specifically decisions on how to allocate
(of the prior West German states) (20). the state’s budget by region or by hospital) cannot
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be observed by outside researchers and invest-
ment schedules are not published.

Applications for large-scale capital invest-
ments are drawn up by the hospita’s management
and sent to state authorities. Once application
hearings have been held, the state authorities de-
cide which projects will be funded. Approved
investment projects are included in the state’s
hospital plan and in the individual hospital’s
construction or investment plans. The rules and
procedures governing hospital construction plans
are not publicly available. There is no established
policy for estimating the revenue implications or
costs and benefits arising from new hospital capa-
cities except for the cost-saving rationalization
projects described above.

The purchase of construction and eguipment by
state authorities is subject to general public bid-
ding rules. There are no specific guidelines con-
cerning resale of hospital plant or equipment. Re-
sale of equipment and the use of these funds,
however, must be in accordance with the hospital
plan. Each state funds capital requirements sub-
ject to a binding planning process under which the
use and purpose of the investment is exclusively
defined in the plan; the capital asset may not be
used for other purposes.

All public and private hospitals included in a
state’ s hospital plan are subject to the capital plan-
ning and approval process. An important factor

undermining the closed-shop system of capital ac-
quisition in Germany’s hospital sector is private
investment by office-based physicians. In contrast
to the strictly regulated hospital system, office-
based physicians run their businesses as free en-
terprises, determine their own capital needs, and
have in the past notified the association of office-
based physicians only about purchases of large
medical equipment. Because of constrained hos-
pital budgets, office-based physicians have sub-
stantially influenced the diffusion of many tech-
nologies, such as computed tomography, gamma
cameras, and nuclear magnetic resonance imagers
(table 5-5).

Germany’s 1989 hedth reform law changed
this loophole by requiring the coordination of
planning for large medical technologies between
the hospital and ambulatory care sectors (3). A
coordination committee comprising physician
associations, hospital associations, and sickness
funds was established. The committee defines
what is considered to be a large-scale technology,
determines the need for these technologies, and
decides on the types of setting where they will be
provided (e.g., in hospitals or physicians' offices).
The committee's decisions are binding in the hos-
pital sector because big-ticket technologies that
are not included in the hospital plan (which the
hospital associations review) do not receive pub-
lic funding, and any associated operating costs do

TABLE 5-5: Large-Scale Medical Technology, 1991

Percentage in

Percentage In

Technology hospitals doctors’ practices  Total number
Left ventricular catheterization sites 97 3 230
Digital subtraction angiography 78 22 531
Computer tomographs 58 42 707
Nuclear magnetic resonance imagers 51 49 159
Gamma cameras, single photon emission CT 56 44 1,257
Linear accelerator 97 3 166
Telecobalt machine 91 9 171
Extracorporeal shockwave lithotripter 96 4 89

NOTE: Former West German states only; author's calculations.

SOURCE: Sachverstandigenratfur die Konzertierte Aktion im Gesundheitswesen (Baden-Baden, Nomos, 1992).
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not have to be reimbursed by sickness funds. Thadded tax). The hospital is free to decide how to
law also prohibits reimbursement for services prouse lump-sum payments to purchase these types
vided by large-scale technologies in physiciansof capital goods. Because the payment per hospi-
offices if the coordination committee has not ap-+al bed provides disincentives for hospitals to re-
proved the technology. duce the number of beds, the HSA has introduced

The coordination committees have not yet efthe possibility of using other factors for determin-
fectively integrated major capital purchases in theng [ump-sum payments.
hospital and ambulatory sectors. Establishment of | arge investment projects approved by the
the coordination committees has been slow (15ktate are funded from state revenues. Real estate,
Moreover, the HSA generally assumed that largemedium and major construction, reconstruction
scale technologies in physicians’ offices that hadr restructuring, medical equipment to provide
been applied for and were in use in 1992 were aprew services, and all large-scale equipment ex-
proved by the coordination committees, thus rependitures are subject to the procedure described
solving all pending decisions in favor of office- above.
based physicians. In contrast to the previous policy of allowing

Since 1990, capital inventories of large-scaleonly state funding for capital investments, the
medical technologies have been published regutHSA has enabled state authorities and hospitals to
larly at the state and federal levels. Aside from thisgree to partial funding of an investment project
inventory and the usual statistics on hospital refor hospitals not included in the hospital plan. The
sources, such as number of beds and departmemgspital is allowed to enter capital depreciation
by specialty, information on total hospital capitaland interest expenses in its calculation of operat-
stock is not available. ing costs. State authorities and hospitals are sup-
posed to first achieve a consensus with the sick-
[ Sources of Capital Funds ness funds to cover these costs.

i i o Additionally, capital expenditures for cost-sav-

The state’s capital budget is split into lump SuMpq investments (rationalization projects) may be
payments for small projects and a part payable ofjnanced through operating cost charges. Savings
approval for large investment projects. LUMP-in gperating expenses must be large enough to off-
sum amounts are determined annually by Statget the cost of the investment in at most seven
governments and are based on the number of bedsars, however. This regulation thus requires an
in a hospital and its level of care. State rules diffegxact calculation of the capital costs and projected
as to how the amounts are determined; overviewsssociated operating costs. Sickness funds and
of these determinations are not pUb“CIy availablehospita|s must contract for rationalization proj-
At the end of the 1980s, lump sums of DM2,500ects. Because of the sickness funds’ resistance to
to DM4,500 per bed had been reported for differthis method of hospital capital financing, the HSA
ent levels of hospital care (3). The federal hospitaénables hospitals to call on a referee commission
financing law set higher sums for the new formeiin cases in which sickness funds refuse to contract.
East German states for the period from 1991 to Over the long run, the German parliament has
1993; they vary between DM8,000 per bed fordeclared its goal to substitute for the two-tier fi-
hospitals rendering basic care up to DM15,000 fonancing system a single system that would cover
top-level care and specialty hospitals. both operating and capital costs. In addition, re-

Lump-sum payments cover short-term capitakponsibility for planning and financing is to be in-
goods with an economic life of less than thregegrated in the hands of the sickness funds, al-
years and small construction work, defined ashough legal control by state authorities would be
costing less than DM100,000 (net of the valuemaintained.
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(1) Hospital beds:
75.2 per 10,000 population

(2) Hospital doctors:
16.14 per 100 beds

(3) Hospital admissions:

176.4 per 1,000 population
(4) Inpatient days:

2.37 per population

TABLE 5-6: Key Indicators of the Hospital System, 1990

(5) Average length of stay:
13.4 days

(6) Occupancy rate:
86.4 % of beds

(7) Operating cost per day in
general hospitals: DM400.55
(8) Expenditures for inpatient

care per sickness fund member:
DM820.30

NOTES: Figures refer to the former West German states only; figures 1 and 3-7 refer to general hospitals, figures 2 and 8 to all
inpatient care (for definitions, see text); for figure 2, the 1991 number of doctors was used because this figure was not collected
in 1990; figure 8 refers to about 90 percent of the German population; figures 7 and 8 are in current prices.

SOURCES: Statistisches Bundesamt, Grunddaten der Krankenhauser und Vorsorge-oder Rehabilitationseinrichtungen
1990, Fachserie 12, Wiesbaden, 1992; Sachverstandigenrat fur die Konzertierte Aktion im Gesundheitswesen (Baden-Ba-

den, Nomos, 1992).

OCapital Expenditures

Investment expenditures by state authorities in
1990 totaled DM5,074 million, equaling 0.21 per-
cent of gross domestic product (for the former
West German states only) (table 5-4, column 4)
(16). This amount corresponds to about DM 80 per
capita. Among the 11 former West German states,
there was a remarkable variation in capital expen-
ditures. In 1990 Schleswig-Holstein spent a low
of DM50 per capita and West Berlin spent ahigh
of DM230 per capita. Breakdowns of these fig-
ures into expenditures for plant and equipment at
the federal level is not available. Capital expendi-
tures ranged from 6.9 to 7.7 percent of aggregate
hospital expenditures depending on the definition
of hospital expenditures used, and from 1.7 to 2.5
percent of national health expenditures, again de-
pending on the definition of national health ex-
penditures used (table 5-4).

HOSPITAL INDICATORS AND TRENDS

Eight key hospital indicators are presented at the
nationa level for 1990 in table 5-6. Because of

10 Figures are rounded and based on the author’s calculations.
11 Similar
because of the lack of directly comparable data.

data availability, the datarefer only to the former
West German states. Most of the eight indicators
are applicable to general hospitals, although some
are for al types of inpatient care. The number of
beds, hospital admissions, inpatient days, average
length of stay, and occupancy rates in German
hospitals tend to be high in a number of intern-
ational comparisons-for example, with other
member states of the European Community and
the United States.” Comparative analyses of the
cost and performance of acute hospital care in
Germany, Austria, the Netherlands, France, Swe-
den, and the United States generally indicate that
Germany, in spite of ranking high in the number
of beds and inpatient days provided, had very low
hospital costs (in fact, the lowest per inpatient
day)—although it has not always reached the top
level in the quality of care (10).

FUTURE DIRECTIONS

Two major perceived problems with its prior
health care system contributed to Germany’s re-
cent health reform measures in the hospital sector:

mmmmmm of the numbers of physicians per bed, daily hospital rates, and hospital expenditures per insured are difficult to make



the ever present problem of cost containment and
problems in the regulation of hospital financing.
Cost containment became a major political issue
by the mid- 1970s in Germany, leading to almost
60 cost containment measures incorporated with-
in eight health reform acts in the past two decades;
this figure does not even include the HSA legida
tion (17). Many of the interventions worked for
some time and in the aggregate contained growth
in health expenditures to some extent. Y et they did
not completely control costs, nor did they achieve
arationally regulated system of health care financ-
ing. Like the other health care sectors, the hospital
sector has been the target of cost containment
measures—but it is not the chief culprit as is
sometimes claimed. The OECD reports a moder-
ate 0.9 percentage point rise in hospitals share in
national health expenditures from 1970 to 1990
(14).

Following a steep rise in health care expendi-
tures, in contrast to prior cost containment acts,
the Health Sector Act of 1993 began tackling the
basic structure of the health care system, including
the role of hospitals and their financing. The main
problems with Germany’s system of hospital fi-
nancing have been as follows:

. The daily rate for operating charges is too rough
a definition of the services that hospitals deliv-
er. New payment units were introduced in 1985
but have not yet played a major role in hospital
financing.

« The full-cost reimbursement principle for oper-
ating expenses was formally abandoned in
1985 but continued to be the financing promise
for hospitals that indicate efficient operation.

= A two-tier system splits responsibility between
those who determine the capacities of the hos-
pital system and those who are responsible for
its operation and financing. This problem was
tackled with little successin 1985.

The Health Sector Act of 1993 has addressed
all three of the foregoing problems. It tightened
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the budgeting process, linked hospital budget up-
dates to sickness fund income growth, and worked
toward the full abandonment of hospital cost re-
imbursement. It has also set forth amajor plan to
expand performance-related financing of operat-
ing costs by introducing more greatly differen-
tiated payment units. Finally, it has further tom
down the borders between the financing of operat-
ing costs and capital expenditures, aiming at full
integration in the future. (The historical develop-
ment of hospital financing and its major changes
are summarized in table 5-7.)

Because the Health Sector Act was enacted
only recently and because it contains detailed
plans for future changes, its full implementation
and effects are not yet clear. Evaluation will not be
easy. There are several payment components for
hospital costs, with different groups deciding on
price and quantity levels; substitution may occur
between various payment components; and differ-
ent time paths have been set for further develop-
ment of the various components. It will be diffi-
cult to assess the separate impact of various
regulations on changes in the growth rate of hospi-
tal expenditures and on the efficiency, quality, and
availability of hospital care.

Recognizing these problems, anew federal act
addressing the financing of hospital operating
costs requires that the new system be evaluated by
a scientific working group at least over the next
three years. The results will be discussed by an ad-
visory committee composed of all maor actors in
hospital care delivery, planning, and financing.

The Health Sector Act has brought about fun-
damental innovations in hospital financing policy
in Germany. It has not only altered the existing
rules of the system but has also explicitly
introduced an ongoing process of change. Be-
cause the financing rules are defined for certain
time periods, future adaptation, evaluation, recon-
sideration, and further elaboration will be inevita-
ble elements of the process.
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Payment unit,
product definitions

TABLE 5-7: Overview of Important Changes in Hospital Financing

Budgeting philosophy

Overall financing design

1972 (1) Daily rate Full-cost reimbursement (1) Two-tier system for operating
and capital expenses
1985 (1) Continued Flexible budgeting equal ) Continued
(2) Some departmental rates  to the cost of an efficiently (I Option to finance cost-saving
3 Some special fees operating hospital investments via operating
charges
1993 (1-2) Continued Fixed budget capped by (1) Continued
(3) Expanded employee wage and salary (1 Expanded to include the option
(4) Some case-based rates growth to partially finance investments
(5) Outpatient lump sums via operating charges
(6) Fees for outpatient surgery
1995 and (1) Abandoned Performance-related pay, and Approaching single financing
beyond 2 Departmental rates only flexible budget constrained by system
(3-4) Expanded employee wage and salary growth
(5-6)  Continued
Ul Base rate for hotel services

NOTE: All budgeting concepts exclude earnings of hospital physicians for services provided to private patients and revenues from hotel-type ser-
vices extra-billed by hospitals

SOURCE. R. Leidl, 1994.
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Hospital
Financing

Netherlands 6

s in other industrialized countries, the health care sector

is an important element of the Netherlands’ economy. As

a share of gross domestic product (GDP), national health

expenditures in the Netherlands rose from 6 percent in
1970 to 8.2 percent in 1980 (23). The growth rate slowed in the
1980s; by 1991, national health expenditures accounted for only a
slightly higher share of GDP at 8.3 percéHealth care expendi-
tures grew by a cumulative increase of 185 percent from 1970 to
1981 but by a cumulative increase of only 51 percent from 1981 to
1991 (2). The importance of health care to the Dutch economy is
also illustrated by the fact that health care employment accounted
for over one-tenth of total employment in 1991, and investments
in the health care sector amounted to 8.4 percent of total invest-
ments in the economy (18).

Despite the relatively constant ratio of national health expendi-
tures to GDP over the past few years, major reforms of the Dutch
health care system initiated in the late 1980s arguably belong to
the most radical planned so far for the 1990s in any OECD coun-
try (4,22,24). The main objective of the reforms (which are based
on a report of the so-called Dekker Committ@&lJingness to
Changé (4) was to combine a national health insurance system
with managed competition to improve efficiency and achieve
more effective cost containment. Currently, however, there is
substantial uncertainty about the future of the Netherlands’ re-

11n some publications a higher percentage is found. For exampkintneial Re-
port on Health{Financieel Overzicht Zojgannually published by the Ministry of Health,
mentions a figure of 9.8 percent for 1991 (16). This percentage, however, includes a num-

ber of health-related social expenses and, for that reason, should be used carefully in in-

ternational comparisons.

In the

by J.A.M. Maarse
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form process. The stepwise implementation of theickness funds, but they are more flexible with re-
Dekker Committee reforms has stopped becausspect to copayment rates and amenities (e.g., cov-
of increasing doubts about the ability of manageerage of private hospital rooms). These arrange-
competition to contain costs and because of strongents, combined with different risk structures of
opposition from some interest groups. The newnsurance plans, has led to considerable variation
government that took office in August 1994 hasin private health insurance premiums. Private
rejected the approach of implementing major rehealth insurers are not allowed to terminate insur-
forms to the system, preferring to change its healthnce coverage for high-risk subscribers.
care system on an incremental basis. Therefore, it The private health insurance industry has a
is not clear which of the Dekker Committee re-complicated structure. Private health insurers can
forms will be adopted in the future. This chapteroperate on a for-profit or not-for-profit basis. Ad-
presents changes to the system that have occurrggiionally, sickness funds have collectively orga-
and discusses several pOSSible future ScenariOSnized their own private health insurance p|ans to
Prior to the reforms, the Dutch system had (anletain subscribers who pass the income ceiling set
still has, until or if the reforms are fully imple- for the sickness fund scheme. Private insurers may
mented) two important social health insurancey|so offer other kinds of insurance besides health
schemes. The first, theickness fund scheme cqyerage to subscribers. In contrast to the sickness
which came into force in 1965-66, provides mansnys that traditionally were regionally organized
datory health insurance to people earning less thqfiih aimost no competition among them (i.e.,
a given income and is administered by indepenr—nost have been regional monopolies), private

dent, nonp_roflt S|c!<ne.ss funds. 1t coyers baSI(health insurers have operated nationwide in a
health services, which include the services of gen-

eral practitioners and specialists, ambulator anﬁompetitive market. Since 1994, however, sick-
pr P » amull y ess funds have been allowed to operate nation-
outpatient care, and acute hospital care. The

. . wide to stimulate competition between sickness
scheme is financed by income-dependent co

tributions from employers and employees (i.e.r}uq(_j: and prr::j/ail:;r her?Itnht Lnsure;sh(liizr.] insuran
payroll taxes), determined annually by the central € Seco portant type ot hea surance

government. In 1991 about 61 percent of the pop'—n the Netherlands is trexceptional medical ex-

ulation was enrolled in the sickness fund schemd€NSes schemestablished in 1968, which is na-

People who earn more than the income ceilingiOn@! in scope. The entire population, irrespective
are not entitled to join a sickness fund. Most ofof INcome status, is compulsorily insured through
these people voluntarily enroll in a private healtiliS system, which is financed primarily from in-
insurance plan and pay risk-related premiumscome-related contributions _ (22)Originally it .
The income ceiling explains why the Netherlandscovered long-term or chronic care (e.g., nursing
has the highest percentage of any national popul&0omes, psychiatric hospitals, care for the mentally
tion within the European Community (39 percent)handicapped), but as part of the health care reform
with private health insurance for basic health serprocess, the scheme now also provides some
vices. This share is still relatively small, however,benefits (e.g., pharmaceuticals) formerly covered
compared with the share of the U.S. populatiorby the basic sickness fund scheme or private
that is covered through employer-based privatéealth insurance. The administration of long-term
health insurance. Private insurers in the Nethemenefits is handled by the individual’s insurer for
lands offer the same basic benefit package as thmsic services (22).

2The exceptional medical expenses scheme also partially funds social services. The whole population is eligible for social services, which
includes domiciliary care and old peoples’ homes. These services are financed by the exceptional medical expenses fund, general taxation, and
patient out-of-pocket payments (22).
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Health care funding is derived from severalernment regulation to counteract possible nega-
sources. In 1991, almost two-thirds (64.2 percentjive effects of free-market competition (6). Gov-
of health expenditures were paid by the social inernment regulation strictly precludes adverse
surance sickness funds, 16.4 percent came froselection, although there are doubts about the ef-
private health insurance (which includes the sepdectiveness of this regulation (27). Sickness funds
rate system for civil servants), 10.3 percent weravill no longer be required to contract with all pro-
paid from general tax revenues, and the remainingiders; all insurers will be free to contract with the
9.1 percent was paid directly by patients out-of-most efficient providers of care (22).
pocket. (The greater part of patient payments are To date, implementation of the managed com-
contributions for the “hotel” costs of long-term petition health reforms is still not complete be-
care facilities.) cause of political obstacles and many uncertain-

One of the cornerstones of the health reformies about the reforms’ potential to contain health
process in the Netherlands is the introduction of aare costs. Several major policy issues still need to
compulsory, unified basic health insurance be resolved including the following:

schemdor people of allincome levels designedto, the relative shares of income-dependent con-
eventually replace both the sickness fund and ex- vy, tions versus flat-rate premiums for financ-

ceptional medical expenses schemes. According ing the basic health insurance scheme

to the Dekker Committee, basic insurance would, ’
cover the bulk of health and social services, per-
haps accounting for as much as 85 percent of ex-

penditures_on these se_r\_/ices,'but th_ere has alwa_lysthe development of a system of risk-adjusted
been considerable political dl_scussmn about this payments from the central fund to the health in-
perce”t,age (26). Health services not covered by surance agencies that administer the basic
the basic insurance scheme (e.g., some drugs, den'health insurance scheme (9,13).
tal care for adults, cosmetic surgery (22)) could be
covered by voluntary supplemental health insur-
ance. Health insurers would decide the premiumgrRUCTl-JRE OF THE HOSPITAL SECTOR
for these supplemental services. Hospital care in the Netherlands is delivered pri-
Sickness funds and private health insurers wilmarily by private, nonprofit, voluntary institu-
administer the new scheme and the traditionaions. Most former public hospitals (which were
boundaries between them will probably be elimi-often owned by local governments) have been
nated. The basic health insurance scheme is to b@nsformed into private entities. Usually, the
partially financed by means of income-dependenpublic proprietor has only formal authority to ap-
contributions determined by the national governpoint the members of the hospital board. About 15
ment and paid into a central fund (tentatively estipercent of acute care hospitals are still public (22).
mated to cover 85 percent of health expendituredjor-profit hospitals were prohibited in 1971 by
and partially by competitive flat-rate premiumsthe Hospital Facilities AcfWet Ziekenhuisvoor-
paid directly by individuals to insurers (the otherzieningen)(Although most hospitals are nonprof-
15 percent) (22). The central fund, in turn, will payit institutions, they can earn surplus revenues.) In
a risk-related premium to the insurer (either a priaddition, the Sickness Fund Agliekenfondswet)
vate carrier or a sickness fund) chosen by an indand the Exceptional Medical Expenses @dge-
vidual. Insurers would have an incentive to keepnene Wet Bijzondere Ziektekosterghibit reim-
flat-rate premiums low (which could differ among bursement of health services provided by for-prof-
insurers) and the quality of care high to attracit health centers or private clinics.
consumers (25). Acute hospitals can be divided into three cate-
The competitive process envisaged for theyories: general, academic, and special hospitals.
health insurance market will be managed by govGeneral hospitals accounted for almost three-

which health services should be covered
through supplemental instead of basic health
insurance, and
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fourths of all acute care hospitals in 1990. SpecidHealth InsurergKontaktorgaan Landelijke Orga-
(or categorical) hospitals (about 22 percent ohisatie van Ziektekostenverzekeraarahd the
acute hospitals) perform only a limited number ofNational Association of Medical Specialitsn-
medical functions directed at a single category oflelijke SpecialisteMereniging).Negotiated fees
patients. Examples of services offered by speciakquire approval by the Central Agency for Health
hospitals include asthma treatment, pediatric careGare Tariffs (COTG) (see the discussion of hospi-
rehabilitation, and epilepsy treatment. Academical operating costs). If the parties do not reach an
hospitals (about 5 percent of acute hospitals) aragreement, the COTG is authorized to establish
best understood as quasi-public entities. The Minfees unilaterally. According to the Health Care
ister of Education appoints the members of théTariffs Act, the Minister of Health may give bind-
board, and employees have the status of publing instructions to the COTG for specialists’ fees
servants. Academic hospitals receive supplemer{10).

tal funds from the Ministry of Education forteach- A continuing inefficiency in Dutch health care

ing and research activities. is that specialists’ compensation is often very gen-
erous. Since the end of the 1970s, expenditures for
PHYSICIANS specialist care have been a source of great concern

Acute care hospita|s are the domain of medica@nd several initiatives to reduce them have not had

specialists. Organized in small professional unitsuch success. In 1984 the Ministry of Health and
specialists deliver inpatient and ambulatory caréhe National Association of Medical Specialists
and daycare within hospitals. Only a small grougegotiated an agreement that in part extended the
of hospital physicians, such as ophthalmologistspractice of reducing fees when specialists over-
psychiatrists, plastic surgeons, and orthopedigrovided services. Implementation of the agree-
surgeons, practice part-time outside of a hospitament was a great failure, however, because in part
This may change in the near future, however, a was impossible to detect when individual spe-
the number of freestanding ambulatory care cercialists overprovided services and there was no
ters increases. explicit expenditure target in place.

The majority of medical specialists are paid on Patient cost sharing was introduced in 1988 as a
afee-for-service basis. Although the exact numbemeans of curbing the costs of specialist care. Sick-
of medical specialists who receive fees for serness fund patients were required to pay out-of-
vices is not available, a rough indication is that inpocket Dfl25 when visiting a medical speciafist.
1986 about 63 percent of all registered specialistsleavy criticism of this requirement (which was
worked on a fee-for-service basis. Unlike the in-echoed by critics in the parliament) brought an
comes of salaried specialists, their earnings arearly end to this practice (10).
not included in a hospital's budget. Fee-for-ser- An interesting development took place in 1989
vice specialists often pay the hospital in whichwhen a Five-Parties AgreemeNtjf Partijen Ac-
they work for the use of certain facilities (e.g., per<coord, or VPAwas negotiated among the Nation-
sonnel in the outpatient setting, supporting physial Association of Sickness Funds, the National
cians, space). Not much is known about these aAssociation of Private Health Insurers, the Na-
rangements. tional Association of Civil Servants Health Insur-

Fees for specialist care are determined in neance, the National Association of Medical Spe-
gotiations among the National Association ofcialists, and the National Hospital Association.
Sickness Fundd/ereniging van Nederlandse Zie- The VPA is a good example of self-regulation: the
kenfondsen)the National Association of Private Ministry of Health did not act as a formal partici-

3The exchange rate in January 1994 was approximately SENDIXESs2 to pfin.00.
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pant in the negotiations but merely approved the
results. The VPA had important repercussions for
speciaists fees. First, the 1989 level of expendi-
tures was accepted as an expenditure target for
specialist care for the 1990 to 1992 period. If the
target were exceeded, fees would be retrospective-
ly reduced to compensate for the difference be-
tween target and actual expenditures. A second
part of the agreement further equalized fees paid
by the sickness funds and private health insurers.
(Private insurance fees had always been much
more generous than sickness fund fees.) Third,
fees were restructured to reduce the income in-
equality among different medical specidties. Fees
for some speciaties were lowered (e.g., cardiac
surgical fees were reduced by 30 percent, cardiol-
ogy fees by 12.5 percent, and radiodiagnostics
fees by 15 percent), and fees for other specialties
were raised (e.g., pediatrics fees were increased by
10 percent, and psychiatry and rehabilitation fees
by 25 percent) (10).

Not surprisingly, specialists who lost income
under the agreement heavily opposed the VPA.
Some blamed the National Association of Medi-
cal Specidists for the poor bargaining outcome
and founded their own association (Nederlandse
Soecialisten Federate). At the other end of the
spectrum, another association (Netherlandse Spe-
cialisten Genootschap) was formed that criticized
the National Association of Medical Specialists
for its exaggerated attention to earnings and its
lack of attention to the quality of care.

Aggregate expenditures for fee-for-service spe-
cidist care increased moderately in the 1980s
(table 6-1). The ratio of expenditures for specialist
care to expenditures for general and specia hospi-

TABLE 6-2: Hospital Expenditures, 1983-91

TABLE 6-1: Growth in Expenditures for Fee-for
Service Specialist Care, 1980-91

Year Percentage increase over
the previous year
1982 8.0
1983 3.8
1984 0.2
1985 3.2
1986 4.3
1987 1.8
1988 2.1
1989 3.8
1990 5.8
1991 10.5

NOTE Expenditures for dental specialists (orthodontists) are included

in the figures.

SOURCE Ministry of Health, Financial Report on Health (The Hague.
Ministry of Health, various years).

tals rose only slightly during the past decade, from
21.2 percent in 1983 to 224 percent in 1991 (table
6-2). Nevertheless, government goals with re-
spect to specialist care were not achieved; for
instance, from 1986 to 1987, expenditures for spe-
cidist care exceeded government goas by about
Df1100 million. In addition, spending on special-
ist care has been escalating since 1989 (table 6-1).
The Ministry of Heath estimated that outlays
exceeded the target by DfI174 million in 1990 and
Df1360 million in 1992, although these amounts
were disputed by the National Association of
Medical Specidlists.

There are several possible explanations for the
faillure of expenditure targets. The number of med-
ical specialists has increased and the demand for
health services continues to expand. Also, be-

Millions of Dfl 1983 1991 Change (in percent)
General, special, academic (A) 11,608 14,151 27.9
General and special (B) 8,882 11,064 24.6
Fee-for-service medical specialists (C) 1,887 2,47 31.2
Total hospital expenditures (THE) (A+C) 12,995 16,528 27.2
Share of THE in national health expenditures (%) 33.5 31.3 -2,2
Share of THE in gross domestic product (%) 3.4 3.1 -0.3

SOURCE: Ministry of Health, Financial Report on Health (The Hague Ministry of Health, various years)
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cause the provision of services by other physispending goals, and ultimately to expenditure
cians affects an individual physician’s income undimits that are accompanied by coercive instru-
der an expenditure target if that target is exceededjents to ensure that the limits are not exceeded.
each physician has an incentive to provide mordhe most frequently used instrument is the reduc-
services to counteract anticipated declines in intion of aggregate hospital funds in the following
come from retrospectively reduced fees. year to offset cost overruns in the previous year.
As a result of these and other factors, expendifheFinancial Report on Healthas therefore be-
tures for fee-for-service specialist care have risenome an important policy document.
rapidly in recent years and are likely to continue to Decisions on the aggregate hospital budget are
do so in the future if nothing changes. Downwardoolitical and largely dictated by a policy of bud-
adjustments of fees in reaction to target overrungetary restraint that has affected all sectors of pub-
have led to fierce reactions among specialistdjc spending since the end of the 1970s. Cost con-
who argue that the overruns are caused mainly iginment and expenditure cuts have become
the increasing demand for health services. Thitop-priority themes in public policy. Hospitals
appears in part to be a false argument, howevewnere accustomed to rapid growth of funds prior to
because the growth of the population and the shatbe 1980s but have been confronted with increas-
of the elderly in the population have not acceleringly scarce financial resources.
ated since 1989, and it is unlikely that medical
technological innovations spurred demand to théndividual Hospital Budgets
extent that specialist care expenditures have risefit the local level, the 1980s saw several major

(12). changes in hospital funding. The most radical
change occurred in 1983 when the traditional hos-
HOSPITAL OPERATING COSTS pital funding scheme was replaced by a new

scheme called hospital budgeting.
[J Financing Model

. . . The Legal Framework

Funding Of. hospital operating costs can beSt. bE’rior to 1983, payment of hospital services was
conceptualized as a two-level dec's.'on.makm.(“:l'egulated by the Hospital Tariffs A@let Zieken-
process. At the national level, the policy issue 'Snuistarieven.)The act, enacted in 1965, was a typ-

gr:)irir;ir?h;tf;Egu:zjogztrsypz;?gar: Egsgirt]alciﬁerer(fal product of the 1960s when neo-corporatist
o " (i.e., self-regulatory) arrangements were popular
the local level, decisions must be made about t@ 9 ) 9 Pop

amount of financial resources allocated to individ- pollcymakmg. Decisions on hospital fundmg

: . were dominated by the Central Agency for Hospi-
ual hospitals during the year. tal Tariffs (Centraal Orgaan Ziekenhuistarieven
or CO2, in which representatives of the national
Aggregate Hospital Budget hospital and sickness fund associations played an
The national government decides the total amourimportant role. The COZ was responsible for de-
of funds available to fund hospital services. Sincereloping policy guidelines for hospital reimburse-
the 1970s, the Ministry of Health’s ann&@&han-  ment. Those guidelines resulted from negoti-
cial Report on Health(Financiceel Overzicht ations between representatives of the hospitals,
Zorg) has presented an evaluation of past spendvhich wanted generous reimbursement levels,
ing on health care and statements about futurend representatives of the sickness funds, which
spending (8). Initially, those statements werewanted to pay less. The COZ also approved each
merely projections of health outlays; however,hospital’s annual budget estimate, which often re-
over the past decade, they have evolved from exyuired an intensive, line-by-line screening proce-
penditure projections to expenditure targets thadure. The Ministry of Health’'s authority in this
have not used coercive instruments to achievprocess was limited (8).
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Beginning in 1982, hospital payment changechumber of occupied beds per nurse; the maximum
under the Health Care Tariffs Act, which created anumber of administrators per 100 occupied beds;
more integrated decisionmaking structure for hosand the estimated life and annual depreciation of
pital rates and strengthened the national goverreach class of equipment and building (8). The
ment’s influence over hospital financing. The newbudget estimate was screened by the local sick-
act introduced a Central Agency for Health Careness fund and required formal approval from the
Tariffs (Centraal Orgaan Tarieven Gezondheids-COZ.
zorg, or COT@. The structure of this agency was  Per diem charges operated as the main unit of
a political compromise between the governmentpayment for sickness funds and private health in-
which wanted more authority, and the representasurers. Per diem charges were calculated by first
tive organizations, which had a strong lobby in thesubtracting from the approved hospital budget
parliament and did not want to abandon their inthose projected revenues from outpatient care and
fluence. The COTG is a quasi-nongovernmentabther services for which health insurers were

body that performs four main tasks: charged separatelypgvenopbrengstg¢rand then

» developing policy guidelines, by dividing the remaining part of the budget by the

= reviewing and approving rate proposals, projected number of patient days.

= giving advice to the Minister of Health on rate ~ This traditional funding scheme was open en-
affairs, and ded because the COZ guidelines did not control

= providing arbitration in case of conflicts during the volume of hospital services. Guidelines man-
rate negotiations. dating the maximum number of personnel to pa-

The Ministry of Health has strengthened its for-i€Nt-days or occupied beds had a perverse effect,
mal position in several ways. First, the Minister of91Ving hospitals an incentive to provide a high lev-
Health appoints the members of the COTG boar§! Of services to prevent financial deficits and to
based on consultations with the national associgchieve the growth considered necessary for high-
tions of employers, employees, health insurerdduality care. The funding scheme was also open
and health care providers. Several committee§Nded in other ways. In case of hospital deficits,
(kamer$ operate within the COTG; their mem- temporary surcharges on the per diem rates were
bers are representatives of the national associgften approved. _ _
tions. Second and more importantly, the law TWO major handicaps of the hospital funding
grants the Minister of Health the formal authorityScheme were that it did not have strong cost con-
to give the COTG binding instructions on the de-{ainment incentives and it did not encourage hos-
velopment of policy guidelines. These instruc-pitals to provide services more efficiently. Policy-
tions limit the room for negotiations within the makers believed that the scheme had contributed
COTG and its committees. (The introduction ofconsiderably to the escalating growth in hospital
hospital budgeting in 1983 was based on such a#frvices and expenditures. Another problem was
instruction.) Finally, the Minister has the author-the labyrinth of COZ regulations, which strongly

ity to approve COTG rate guidelines (10). restricted the autonomy of hospitals.
The introduction in 1983 of a new funding
Introduction of Hospital Budgeting scheme called hospital budgeting (with per diem

Prior to 1983 each hospital prepared an annugharges maintained as the primary payment unit)
budget estimate that was required to take accoumeant that each hospital received an annual pro-
of COZ guidelines, which regulated allowable spectively fixed budget under which most of its
hospital costs that could be funded. There werexpenses had to be covered. Interest and depreci-
dozens of guidelines, including the maximumation expenses largely remained subject taéull
amount of spending per patient-day for nursingmbursement (after recalculation), however, be-
staff for hospitals of different sizes; the maximumcause they vary widely among hospitals.
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Additionally, hospital budgets did not include eral inflation and wage increases. In 1983 the gov-
fees paid to medical specialists as a political comernment also approved a 0.5 percent increase in
promise to encourage specialists to accept hospaggregate hospital budgets, but funds were re-
tal budgeting. The National Association of Medi-duced in 1985 and 1986.
cal Specialists effectively prohibited the incomes Historical budgeting made rapid adoption of
of their members from becoming part of hospitalhospital budgeting feasible and prevented major
budgets, fearing that such an arrangement mighitinding shifts among hospitals. It also created
restrict their professional autonomy and reducgroblems, however. Hospitals with relatively low
their incomes. This exception has resulted irexpenses in 1982 claimed that historical budget-
many managerial problems and is a continuingng punished efficient hospitals and rewarded in-
source of criticism and reform discussions. Theefficient ones—a claim that has been justified by
major complaint of hospital managers has beeempirical research (11,14). Historical budgeting
that effective cost containment in hospitals cannolvas also inflexible. Budgeted amounts did not re-
be achieved as long as physician fee-for-servicflect changes in the workload of hospitals, and ad-
payment remains outside of the budget and, thergusting budgets to changes in hospital capacity
fore, outside the control of hospital managementie.g., beds and medical specialists) also proved

Hospital budgeting severed the traditional linkdifficult because of the absence of clear guidelines.
between the provision of services and revenues. After some interim steps to address these prob-
Because the new funding scheme was designed ems, functional budgeting for general hospitals
improve efficiency, if a hospital spent less than itsyas implemented in 1988Functional budgeting
budget, it could add the surplus to its reservegests on a normative allocation model under which
Hospitals were held responsible for deficits, howthe primary goal is to provide equal budgets to
ever. Budget adjustments to relieve financiahospitals that perform the same tasks or functions.
problems were no longer allowed. To achieve this, the functional budgeting scheme

Hospital budgeting also enhanced the decisiomhas three budget componertgailability, capac-
making autonomy of hospitals by eliminating manyity, andproduction(or service volume). The avail-
COZ guidelines that were no longer needed undeibility component part of a hospital’s budget is de-
a fixed budget. The National Hospital Associationtermined by the size of the population residing in
supported the adoption of the new budgesing-  the hospital’s clinical catchment area. The capac-

tem in exchange for greater autonomy. ity component’s share is determined by the num-
ber of authorized beds and medical specialist
From Historical to Functional Budgeting units® The production component’s share is es-

A problem in any budgeting system is how to detablished in annual negotiations between the hos-
termine the initial budget level and subsequenpital’'s management and sickness funds and pri-
budget increases for individual hospitals. Whervate health insurers regarding the projected
hospital budgeting was introduced in 1983, thevolume of services to be provided to the sickness
pragmatic approach of “historical budgeting” wasfunds’ or insurers’ members (but they do not ne-
chosen. Each hospital received funds equal to itgotiate the prices for these services, which are set
1982 level of expenses plus an adjustment for gerpy the COTG). Production (volume) contracts are

4 Funding of special and academic hospitals differs in some respects from the funding scheme for general hospitals (see box 6-2).

5Under the Hospital Facilities Act, hospitals need a certificate of need (CON) for each bed and medical specialist unit to receive social health
insurance payments for these faciliti#¢ef Ziekenhuisvoorzieninger
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negotiated for the expected number of hospital adcould be adjusted by at most +2 or -2 percent of its
missions, inpatient days, outpatient visits, andudget from the previous year.
daycare visit§. Additional contracts are required  The introduction of a production component
for some specific high-cost treatments, such akas made the budgeting scheme more open ended
cardiac surgery or renal dialysis (these paymerthan historical budgeting. The historical budget-
rates are also determined by the COTG) (see bdrg scheme was more or less a closed system, en-
6-1 and table 6-B1). abling the Minister of Health to impose a cap on
The availability component averaged 15 per-aggregate hospital expenditures. The Health Min-
cent of hospitals’ budgets in 1992, the capacitystry, however, cannot effectively control the vol-
component averaged 34 percent, and the produame of production contracts. Production contract-
tion component averaged 48 percent. The remairilng means that the Ministry can only issue
ing 3 percent was for specific high-cost treatmentexpenditure targets for a specific year. If total ex-
(18). penditures are higher than the target for a given
The availability and capacity components areyear, expenditure cuts in subsequent years are
designed to cover the fixed portion of a hospital’sneeded to compensate for these overruns.
operating costs, and the production component is
designed to cover the variable portion. Productiondospital Charges
contracts act as an instrument for adapting a hospl-he determination of a hospital’s budget is differ-
tal’s funding to changes in demand for its servicesgnt from the way in which hospitals get paid. Hos-
making the budgeting scheme more flexible. Propitals receive most of their funds (85 percent in
duction contracts have also increased the role df992) through per diem charges for inpatient care.
health insurers in the budgeting process, whiclPer diem charges are determined by subtracting
was marginal under historical budgeting, and haveutpatient services (e.g., outpatient visits, daycare
made the process more decentralized. visits, outpatient ancillary services) from the hos-
The transition from historical to functional pital’s budgeted amount (consisting of the avail-
budgeting was accompanied by major fundingability, capacity, and negotiated production com-
shifts among hospitals. The difference between ponents). The net budget is divided by the
hospital’s historical and functional budget can ei-contracted number of inpatient days, which are
ther be positive, indicating that the hospital wasveighted by the class of hospital accommodations
underfunded under historical budgeting, or negaeontracted for (classes usually refer to a private
tive, indicating that it was overfunded accordingversus a double room) to arrive at the hospital’s
to the normative allocation model that underpinger diem charge.
the functional budgeting scheme. These realloca- Since the beginning of hospital budgeting, hos-
tions may be substantial; for example, if function-pitals have continued to charge insurers separately
al budgeting had been introduced immediatelyfor outpatient activities. With respect to inpatient
and not in increments, 14 hospitals would haveservices, each hospital has developed its own
faced a negative reallocation of more than 8 perpolicy as to whether it charges insurers an all-in-
cent and 20 hospitals a positive reallocation otlusive per diem rate (i.e., the costs of surgery and
more than 8 percent (1). To dampen these effectsaacillary services are included within the per diem
phase-in period required that a hospital's budgetharge) or charges insurers separately for each of

6 A daycare visit is one in which a patient undergoes minor surgery or other minor treatment in a hospital. After treatment, the patient must
stay in the hospital for several hours for recovery and monitoring. The patient does not stay overnight in the hospital, however. An outpatient
visitis one in which a patient sees a specialist, receives diagnostic services (e.g., x-rays, echograms, lab tests), or even has minor surgery (e.g., a
vasectomy) but leaves the hospital directly after receiving the services.
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BOX 6-1: An lllustration of Functional Budgeting in the Netherlands

The table below illustrates the practice of functional budgeting for a hypothetical Dutch general hos-
pital, The hospital's scores for the various budget parameters (column 3) are multipied by the corre-
sponding COTG-approved rates (column 2) to arrive at the amount of funds to be budgeted for each
budget component (column 4). Rates applied to the availability (a) and bed capacity (b) components
are the same for all hospitals. Rates applied to the medical specialization units (c) vary according to the
type of specialty and depend on the estimated average utilization of hospital resources for that special-
ty (for instance, a higher rate is assigned to cardiac surgery than to pediatrics). The rates of the pro-
duction items (d through h) depend on the size of the hospital, with a larger hospital receiving a higher
rate than a smaller facility. This arrangement is justified by the argument that larger hospitals often per-
form more difficult and expensive treatments than smaller hospitals.

Interest and depreciation expenses (i) are subject to retrospective reimbursement because these
expenses vary widely among hospitals, which makes it difficult to develop general policy guidelines for
payment. Hospitals receive a normative budget for investments in medical and other equipment (j).
Hospitals also receive a normative budget for the number of salaried physicians in the hospital (k).
Table 6-3 also shows that the revenues of hospital physicians who are paid on a fee-for-service basis
are not included in the hospitals budget. The reallocation amount of the hospital's budget (1) depends
on whether the hospital was underfunded or overfunded under historical budgeting. The hospital budg-
et may contain several fixed amounts for specific activites (m) (e.g., a budget for the treatment of AIDS
patients or for the utilization of high-cost pharmaceuticals, such as erythropoietin).

TABLE 6-B1: Determination of the Hypothetical Budget of a Hospital, 1988

Budget  parameters Rate (Dfl) Score Budget component
(1) @ ®) @
a. Catchment area (persons) 130 78,000 10,140,000
b. Beds 11,000 350 3,850,000
c. Specialist units (average) 350,000 35 12,250,000
d. Admissions 900 7,500 6,750,000
e. Inpatient days 45 89,500 4,027,500
f. Outpatient visits 115 28,000 3,220,000
g. Daycare visits 115 3,500 402,500
h. High-cost treatments PM
i interest/depreciation PM
j  Budget for investments in equipment PM
k. Budget for salaried physicians PM
1. Reallocation amount PM
m. Other PM
Total Hospital Budget _ 40,640,000 + PM

NOTE PM= Pro memori: terms for which no figures have been given in the example

SOURCE: Budget parameters and rates are from Centraal Orgaan Tarieven Gezondheldszorg (COTG), Annual  Report  (Jaarverslag),
1990; scores and the resulting budget components are hypothetical and were provided by the author (J.A.M. Maarse, 1994)
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BOX 6-2: Funding of Special and Academic Hospitals

Special hospitals have been subject to historical budgeting since 1983. The development of a nor-
mative scheme, however, does not make as much sense for special hospitals as for general hospitals
as most special hospitals are not comparable with each other; for example, there is only one hospital for
ophthalmological diseases. Nevertheless, a budgeting system somewhat similar to the functional budg-
eting scheme for general hospitals has been used for special hospitals. In 1985, production contracts
with health insurers were introduced; as with general hospitals, such contracts have increasingly deter-
mined a larger proportion of a hospital’s budgeted amount. Additionally, the COTG has used some ele-
ments of the functional budgeting scheme for general hospitals to determine allowable reimbursable
costs for special hospitals. Finally, patient per diem charges are used as the primary unit of payment.

Arrangements for financing capital investments for special hospitals are similar to those for general
hospitals. After government approval, interest and depreciation payments are covered through per
diem charges. Special hospitals are also subject to Article 18 regulation.

Funding for academic hospitals differs in many respects from the funding of general hospitals. To
begin with, academic hospitals receive a budget from the Ministry of Education for teaching and re-
search activities. In 1991 this budget amounted to 25 percent of the total budget for academic hospi-
tals. Moreover, since 1985 budgets for academic hospitals have been based mainly on production con-
tracts with health insurers for an extensive list of high-cost treatments. Examples include neonatology,
MRI, open-heart surgery, kidney transplantation, PTCA, renal dialysis, chronic ambulatory peritoneal
dialysis, radiotherapy, bone marrow transplantation, rehabilitation, heart transplantation, and IVF. Rates
for these treatments are determined by the COTG. Availability or capacity components do not deter-
mine any part of an academic hospital’s budget. Instead, academic hospitals are paid a much higher
rate for high-cost treatments than are general hospitals; academic hospitals receive the entire costs of
high-cost treatments, whereas general hospitals are paid only for that portion of the costs not covered
by the availability and capacity components. Academic hospitals argue that a considerable discrepan-
cy often exists between allowable rates and the actual costs of providing high-cost services, in part
because the rate-setting process often lags behind the growth of medical innovation in academic hos-
pitals, An important similarity between academic and general hospitals is that patient per diem charges
are the most important unit of payment. As with general hospitals, there is a trend toward uniform “out-
put pricing” for some inpatient surgical and ancillary services.

Another difference between academic and general hospitals relates to the financing of capital in-
vestments. Until 1988, capital investments of academic hospitals were financed by the government,
however, capital financing arrangements are now similar to those of general hospitals.

SOURCE: J.A. M. Maarse, 1994

these inpatient services. Because of the different
policies: per diem rates charged by different hos-
pitals cannot be directly compared with each
other.

The current trend, however, is toward uniform
“output pricing” for some inpatient surgical and
ancillary services. The COTG has developed uni-
form, country-wide rates for along list of inpatient
clinical services for which hospitals must now

charge separately. Charges for these services will
no longer be included within the hospital’ s inpa-
tient per diem rate, making per diem charges less
inclusive. Another trend is that hospitals are in-
creasingly required to charge COTG-determined
rates for some high-cost treatments (e.g., rena
dialysis, bone marrow transplantation, open-heart
surgery) that cover not only the costs of the medi-
cal treatment itself but also the costs of ancillary
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services such as intensive care and nursing segriticisms prompted a second major revision of
vices. Under the reformed health system of manthe scheme in 1992, the most important elements
aged competition, the COTG has set maximunof which were as follows:

rates for all services. At least in theory, hospitalss The rate for a daycare visit was raised to stimu-
can compete by charging lower rates. late substitution of daycare for inpatient care.
Until 1992, inpatient per diem charges rose raps A puilt-in weakness of functional budgeting
idly in part because hospital costs were increasing \yas that it encouraged hospital mergers be-
and in part because of the somewhat paradoxical ¢5,se the rates for production items (e.g., ad-
effect of using per diem charges as the main unitof mjssjons) increase with the size of the hospital.
hospital payment. If a hospital delivers fewer in-  Tjs merger effect was halved.
patient days than it contracted for in determininga The rates for admissions and first outpatient
its prospective bud.get, the hospital is entitled to  \;isjts were weighted according to the average
receive compensation for those undelivered days. tjlization of hospital resources. The weights
The hospital makes up the shortage in its budget \yere derived from those of the medical special-
through surcharges (i.e., temporary additional st ynits.
charges) on its per diem rates in subsequent years. The share of the production component was
The higher per diem rates might even include in- rajsed to 51 percent. The rationale for this
terest payments on funo_ls the hospltal borrow_ed 10 change was to emphasize production factors
cover deficits in operating costs in the previous 5nd increase the flexibility of hospital budget-
year. The paradox is that a more efficient delivery jnq.
of hospital services that results in the provision of, The budgeted amount that hospitals receive for
fewer inpatient days correlates with an increase, ggpjices ordered by general practitioners
rather than a decrease, in inpatient per diem (mainly laboratory services and x-rays) was in-
charges in subsequent years. The trend toward creased. To obtain a good fit between the bud-
output pricing should mitigate this effect since geted amount and actual production volume,
more services will be charged for on a per-service ihe budgeted amount was made dependent on
basis. Currently, per diem charges are estimated to production contracts with health insurers.
account for about 70 percent of total hospital reves Radiotherapy was added to the list of specific

nues, down from 85 percent in 1992. high-cost treatments for which separate pro-
If a hospital delivers more outpatient and day- §ction contracts were required.

care visits than it contracted for in determining its

prospective budget, the hospital must pay bathhfanctional budgeting scheme, although there is no

surplus in the subsequent year by temporaril . ;
Iowzring its per diem r(;te. Or¥the ot);]er haltond, if g a>on to believe that they have ended. The revi-

hospital provider fewer visits than contracted for,S'gcTs dtto _tthe fl:;lcltloqalbbudgetlrt\ﬁ snchr(;rge hfave
the hospital still gets paid for these undelivere cdtofis complexity because the number of pa-

services through temporary surcharges on pernlilggtzgse hj;é”;;?ﬁ?;ilalﬁ]?grg;;'o;he need for
diem rates in subsequent years. q y '

These changes have tempered criticisms of the

Summary
Revision of Functional Budgeting Adoption of the functional budgeting scheme in
The functional budgeting scheme has been a cothe Netherlands was the result of political in-
tinuing target for criticism. Hospitals have arguedfluences and compromises. The fundamental
that the initial model was too crude; health insurcompromise concerned how to achieve the goals
ers warned of certain perverse incentives in thef central cost control, on the one hand, and de-
scheme and also advocated a stronger position feentralized decisionmaking, on the other. Central-
themselves in the budgeting procedure. Thesied cost control could be maximized by making
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TABLE 6-3: Sources of Hospital Funds, 1991 (as percent of total funds)

General and special Academic Fee-for-service
Source hospitals hospitals specialists
Sickness funds scheme 64.0 47.0 45.2
Exceptional medical expenses scheme 5.5 0.2 5.5
Private health insurance 28.0 23.3 46.3
Taxes 00 25.2 0.0
Other 2,5 4.1 3.0

NOTE: Percentages may not add up to 100 percent due to rounding.

SOURCE: Ministry of Health, Financial Report on Health (The Hague: Ministry of Health, 1992)

the hospital budget solely dependent on its capac-
ity characteristics. Decentralized decisionmak-
ing, however, would require more room for ne-
gotiations between hospitals and health insurers at
the local level. The compromise was found in the
introduction of a production component in the
hospital budget. The price of this compromise is
that the scheme has again become open-ended.

Another important political compromise was
the decision not to include speciaists' revenues
within hospital budgets. The open-ended payment
scheme for specialists has placed hospital man-
agement under pressure to contain costs and has
also contributed to more open-ended hospital ex-
penditures.

Political decisions and compromises aso cen-
tered around more technical questions, such as
these: Which parameters should be selected?
What should be the weight of the parameters?
Which services should be singled out for special
“financial treatment” in the budget? Why do hos-
pitals receive a special budget for AIDS patients
and not for other categories of patients? The reso-
lution of these questions is likely have important
repercussions for hospital budgets.

m Sources and Allocation of Operating
Funds

Table 6-3 demonstrates the major role of the sick-

ness funds in financing hospital expenditures. In

1991, sickness funds paid for almost two-thirds of

general and specia hospital care, amost one-half

of academic hospital care, and 45 percent of pay-
ments to feefor-service specialists working in
those hospitals. The role of the exceptional medi-
cal expenses scheme is very limited, funding only
about 6 percent of general and special hospital ex-
penses in 1991 (table 6-3). This is hardly surpris-
ing, as that scheme finances mainly long-term
care. Tax resources are important only with re-
spect to the funding of academic hospitals (25 per-
cent of their funds in 1991), which obtain most of
their money from the Ministry of Education. Pri-
vate health insurance finances a relatively large
share of hospital expenditures, especially with re-
spect to payments for medical speciaists. In 1991,
private insurers paid for dlightly more of their
costs than did the sickness funds, and funded
approximately a quarter of all hospital care (table
6-3).

In 1989, about 60 percent of aggregate hospital
expenses went to pay for staffing salaries and 13.5
percent was for medica supplies. Depreciation
and interest accounted for 14 percent of hospita
operating expenses. The other 12.5 percent was
for miscellaneous expenses.

m Operating  Expenditures

The introduction of hospital budgeting has had
many effects (see, for example, 15), but only the
financial ones are discussed in this chapter. A dis-
tinction is made between financia effects at the
aggregate level and those at the hospital level.
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TABLE 6-4: General and Special Hospital Budgets and Hospital Expenditures, 1979-91

Change in
budget over
previous year

Aggregate budget
for hospital care

Difference
Change in between
aggregate budgeted
Aggregate hospital expenditures amount and
expenditures over previous aggregate

(million of Dfl) (in percent) (millions of Dfl) year (in percent)  expenditures®

Year (A) (B) © (D) (E)
1979 No budget - 6,995 9.0 -
1980 No budget -- 7,639 9.2

1981 No budget - 8,219 76

1982 No budget 8,812 7.2 -
1983 8,812 - 8,874 0.7 -0.7
1984 9,058 2.8 8,835 -0.4 25
1985 9,097 0.4 9,043 2.3 0.6
1986 9,165 0.7 9,228 2.0 -0.7
1987 9,242 0.8 9,250 0.2 -0.1
1988 9,457 23 9,439 2,0 0.2
1989 9,706 2.6 9,86 4,5 -1.7
1990 10,034 3.4 10,399 54 -3.6
1991 10,656 6.2 11,064 6,4 -3.8

*A negative percentage in column E indicates that actual aggregate expenditures were greater than the budgeted amount for that year
SOURCE: Ministry of Health, Financial Report on Health (The Hague: Ministry of Health, 1992).

Table 6-2 summarizes key information on the
growth of hospital expenditures over the past dec-
ade. (Total hospital expenditures as calculated in
this chapter include hospital payments to medical
specialists, which are not included in the OECD’s
estimates of hospital expenditures.) On average,
aggregate hospital expenditures increased by 27
percent over the eight-year period from 1983 to
1991—a very moderate amount under hospital
budgeting when compared to growth in the 1970s.
For example, for the pre-budgeting period from
1974 to 1983, expenditures for general and specia
hospital services increased by almost 174 percent.

Table 6-4 compares the aggregate budget for
general and specia hospitals with actual expendi-
tures over the 1978 to 1991 period. Column A dis-
plays the aggregate amount budgeted for hospital
care, beginning with the adoption of historical
budgeting in 1983. After 1987, budgets may best
be considered expenditure targets because of the
incorporation of a production component in the
flexible budgeting process. The figures in col-
umns A and B indicate that the growth in the ag-
gregate budget was very limited during the first
years of hospital budgeting but has increased in

more recent years. Table 6-5 indicates that more
than 80 percent of this growth was to accommo-
date general inflation and wage increases. This
large increase is somewhat alarming from the
viewpoint of cost control because it suggests that a
policy of budgetary restraint is only atemporary
option. It maybe possible to curb expenses initial-
ly, but after some period of time, increases in hos-
pital expenses may be inevitable. Current and past
adjustments of the aggregate budget to relieve
work pressures on nursing staffs point in the same

TABLE 6-5: Structure of the Aggregate Hospital

Budget, 1991 (millions of Dfl)

Final budget from 1990 10,216
Inflation 87
Wage increases 343
Adjustment for delays in negative reallocations -22
Construction activities 66
Bed-reduction -45
Top-clinical care 11

Total aggregate budget, 1991 10,656

SOURCE: Ministry of Health,Financial Report on HealthThe Hague
Ministry of Health, 1992).
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direction. These adjustments are a result of politifigures demonstrate that hospital budgeting was
cal action by hospital workers who do not want tosuccessful over the 1983 to 1988 period. From
accept the consequences of a policy of budgetard989 to 1991, however, there were sizable gaps
restraint. between expenditure targets and actual hospital
Columns C and D in table 6-4 suggest that therexpenditures (i.e., aggregate hospital budgets).
have been three distinct periods of hospital spendvoreover, these gaps coincided with considerable
ing trends in the Netherlands. During the pre-budincreases in aggregate hospital budgets during
geting period from 1978 through 1982, aggregat¢hose years (see columns A and B).
hospital expenditures grew by 33 percent. This There are several complementary explanations
growth rate decreased dramatically after thdor the recent gaps between expenditure targets
introduction of hospital budgeting. Growth of ag- and actual expenditures. First, the government has
gregate expenditures for hospital care declined toot sufficiently accounted for the growing de-
about 5 percent over the 1983 to 1987 periodmand for hospital services in establishing the tar-
Since the implementation of functional budgetinggets. Decisions on aggregate funds for hospital
in 1988, however, aggregate expenditures haveare are essentially political, dictated by the
tended to rise again, increasing by 19.6 percentecessity to constrain spending. They do not nec-
over the period 1988 to 1991 period. These figuresssarily reflect the growth of hospitals’ workloads
look different when expenditures are adjusted foor costincreases due to technological innovations.
the effects of general inflation. Unadjusted expenThis is a general weakness in the system of hospi-
ditures increased an average of 2.8 percent annuail budgeting. The National Association of Hospi-
ly over the period from 1986 through 1990, but adtals has repeatedly stressed these points but with-
justed growth averaged only 0.2 percent a yeasut much success; politicians simply argue that
(17). The inflation-adjusted figure is even lesshospitals should be more efficient.
than the annual growth of the population. A second explanation for the excess spending is
The Ministry of Health claims that hospital related to the role of production contracts in the
budgeting has been a success from a cost contaibddgeting process. These contracts have weak-
ment point of view because the excessive growtkened the ability of the Ministry of Health to con-
in aggregate expenditures prior to budgeting hasol the aggregate budget for hospital care. The
stopped. This is obviously true for the 1983 toMinistry has displayed too much optimism in set-
1988 period, and for the 1989 to 1991 period irting its expenditure targets, underestimating the
which annual increases in aggregate expendituréstal volume of production contracts, perhaps for
were still below those in the pre-budgeting periodpolitical reasons. The capacity component in hos-
Nevertheless, the figures allow for conclusionspital budgeting operates in a similar way. Any
only about the gross effect of hospital budgetinglelay in the implementation of bed-reduction pro-
and not about its net effect. The fact that hospitajrams automatically translates into a higher ag-
services are increasingly being delivered on agregate budget for hospital care, as individual hos-
outpatient basis may imply that some of the costpital budgets also depend on their bed capacities.
formerly borne by hospitals themselves have beeh is fair to state that the Ministry has always been
shifted to other sectors of the health care systenoverly optimistic about the pace of implementa-
Unfortunately, studies of the cost-shifting effecttion of its bed-reduction programs.
of the substitution of outpatient for inpatient care Third, the gaps between expenditure targets
are not available. and actual expenditures can be explained in part
Another test for the effectiveness of hospitalby the presence of certain expenditure-increasing
budgeting to contain costs is a comparison of actuncentives in functional budgeting that have been
al aggregate hospital expenditures with the aggresverlooked in setting expenditure targets. The
gate budget for hospital services. Such a comparfirst mechanism is the merger effect. If two hospi-
son is presented in column E of table 6-4. Theals merge, the overall budget of the newly merged
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hospital exceeds the sum of the budgets that th@8). At the same time, the proportion of hospitals
two hospitals would have received had they rewith a negative reserve has risen from 10.9 percent
mained separate entities. This is because rates fior1986 to 15 percent in 1990. These figures clear-
production items are higher for larger hospitaldy illustrate that the introduction of hospital budg-
than for smaller ones. As noted earlier, this mergegting has placed many hospitals under financial
effect has now been halved. pressure. It is no wonder that hospitals have al-

A second mechanism stems from the arrangeways associated hospital budgeting with expendi-
ment whereby interest costs for loans to cover deture cuts.
icits from hospital payment shortages are fully re-
imbursable. This arrangement does not motivatelOSPITAL CAPITAL COSTS
hospitals to urge a quick payment of their full
budget. Total deficits amounted to Dfl1.7 billion [ Relationship of Operating and Capital
in 1991, but this amount was reduced by Dfl500 Costs
million in 1992, and administrative measuresAlthough investments in hospital construction
have been taken by the COTG to prevent newind certain types of major medical equipment re-
shortages in payments. quire regional and central government approval,

A fourth explanation for the failure to achieve such investments are not financed directly by the
the expenditure targets may be that hospitalgovernment; hospitals take out loans from private
reacted to the introduction of hospital budgetingbanks to financing major capital investment proj-
by postponing certain investments and other actiects. Depreciation and interest payments are fully
vities. Eventually, costs began to increase agairecoverable through increases in inpatient per
because investments could not be postponed igtiem charges. In contrast to Germany, for
definitely. According to this argument, the initial instance, there is no dual financing system in the
effectiveness of hospital budgeting is in fact parNetherlands as both operating and capital ex-
tially an illusion. Further research is needed to tegtenses are paid for through hospital charges to
this hypothesis. health insurers or patients.

The growing gaps between the Ministry of  Until recently, hospital loans were guaranteed
Health’s aggregate budgets and aggregate expepy the national government, which is estimated to
ditures have resulted in increasing political tenhave decreased interest payments by 1 percent on
sion between the Ministry and the hospital sectoraverage. This arrangement was recently ended to
Problems are caused by the fact that the Ministrgncourage hospitals to behave like other private
requires compensation when its expenditure tarmarket companies in obtaining loans for capital
gets have been exceeded. To the degree that théseestments. Banks regretted this change and
targets have failed because the volume of produ@ven alleged that hospitals had lost much of their
tion contracts is too high, it can be argued that thattractiveness as investment partners.

Ministry has behaved somewhat inconsistently.

On the one hand, it prefers a certain degree of dé€3 Determining Capital Requirements
centralization in the budgeting procedure; on the

other, it does not accept the result of decentralizedospital Construction

decisionmaking if the result does not satisfy its exMajor hospital capital expenditures in the Nether-
penditure target. lands have been subject to strong public regula-

The policy of budget restraint has affected theion during the past two decades. Governmental
financial position of individual hospitals. Many approval of new hospital construction occurs dur-
hospitals have not been able to keep their expending the hospital planning process regulated by the
tures within budget. According to studies by theHospital Facilities Act \(Vet Voorzieningen Ge-
COTG, the proportion of hospitals with deficits zondheidszolg initially implemented in 1971
has varied between 50 and 70 percent since 19&hd revised in 1979. Hospital construction re-
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quests must be included in the regional hospitadlicates, a greater priority has been given to the
facilities plan for each of the 27 regions in thenonacute care hospital sector. The share of general
Netherlands. This plan is prepared by regionahnd special hospitals in total investment spending
governments and comes into force after final apwas 60 percent in 1988, dropping to 39 percent in
proval by the Ministry of Health. Sickness funds1991.
are not permitted to pay the operating costs of ser- Regional governments play a major role in de-
vices provided with capital equipment that has notiding which hospital projects will be funded at
received government approval. the regional level, subject to the central govern-
The process of regional hospital planning hasnent'’s priority list. Hospitals use all their political
not been a great success. At the end of 1988, onjiuscle to lobby for a favorable decision. The
one regional plan had been approved by the Minisseneral Account Office has concluded that factors
ter of Health, and two plans had been sent to thgat influence final decisions are difficult to com-
Minister for approval. Hospital planning is gener-prehend and generally ad hoc.
ally considered a very bureaucratic process. This |n 1991, the approval procedures prescribed in
is due in part to the complicated framework of thehe Hospital Facilities Act were simplified to re-
Hospital Planning Act, which gives all interestedqyce bureaucracy and to enhance hospitals’ auton-
parties numerous opportunities to delay the plangmy with respect to investment decisions. To
ning process. Planning is also hindered by politizchieve those goals, the category of investments
cal competition among hospitals for investmentyot subject to government approval has been ex-
approvals. _ . _ tended considerably. The COTG has developed a
Because of delays in hospital planning, thémodel for budget allocations for these invest-
Ministry of Health created new instruments to by-ments, with the amount of resources for each hos-
pass the Hospital Facilities Act. The mostimporyita| dependent on the number of square meters of
tant instrument was a hospital building ceilingthe facility. Annual depreciation has been set at 10
introduced in 1974 that limits hospital capital ex-percent of investment costs for all hospitals. Hos-
penditures. This ceiling equals the sum of the apyjtais sill need government approval for new

proved building expenditures for one year, asiarge construction projects, however.
sumed to be 50 percent of total investment

expenditures. The use of ceilings has strongly re- . . . _
duced building production (7). In 1980 the ceiling/nvestments in Major Medical Equipment
was 1.7 percent of total health care expenditureértide 18 of the Hospital Facilities Act enables
but in 1990, it was only 1.2 percent. The low ceil-the Ministry of Health to regulate high-cost care
ing has resulted in a huge backlog of buildingand investments in medical equipment. By means
projects, estimated at DfI6.6 billion at the end ofof & licensing system, the Minister concentrates
1989. Hospitals are concerned about the backlogduipment in certain hospitals to improve the
emphasizing its possible consequences for thauality of care, reduce expenses, and prevent un
quality of care. controlled growth. Hospitals have a strong inter-
The Netherlands’ aggregate hospital investestin obtaining Article 18 facilities because these
ment budget is divided into several sections. Afacilities confer greater status and a larger budget.
present there are 12 provincial sections, a section Medical technologies are regulated under Ar-
for national projects, a section for small invest-ticle 18 if they are very expensive, require very
ments for which a more rapid procedure appliesspecialized knowledge, or are ethically controver-
and a general reservation section for bottlenecksial. In 1990, Article 18 applied to renal dialysis,
and calamities. Nineteen criteria have been devekidney transplantation, radiotherapy, complex
oped to allow for preparation of a priority list for neurosurgery, heart surgery, percutaneous trans-
investments for each section that is publisheduminal coronary angiography, neonatology, clin-
annually by the Ministry of Health. As this list in- ical genetic research, and in vitro fertilization
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TABLE 6-6: Number of Hospitals with
Article 18 Facilities, 1990

Article 18 facilities Hospitals
Renal dialysis 48
Kidney transplantation 8
Radiotherapy 21
Neurosurgery (main centers) 16
Heart surgery 14
PTCA diagnostics 50
PTCA treatment 12
Neonatology 1
Clinical genetic research 9
In vitro fertilization 12

SOURCE: Ministry of Health, financial Report on Health (The Hague:
Ministry of Health, 1992).

(table 6-6). In 1993, bone marrow, liver and pan-
creas transplantation, and positron emission to-
mography were added to the list. Computed tomo-
graphy, nuclear medicine, and magnetic
resonance imaging are not regulated by Article 18.

Article 18 does not work very well in practice.
One of its defects is that licensing procedures are
too slow and time consuming. Many hospitals in-
vest in facilities before they have been licensed
under the article (3). Another criticism is that Ar-
ticle 18 suffers from lack of information on costs
and effects as well as lacking flexibility. Building
activities tend to be much more effectively regu-
lated than investments in major medical equip-
ment.

Minor Investments

Hospitals must cover smaller capital investments
that do not require a license from their own budg-
ets, which contain a special component for such
investments. A fixed lump sum allows hospitals

TABLE 6-7: Concentration of Acute Care Hospitals, 1981-90

to make their own decisions about small capital
purchases.

OCapital Expenditures

According to the Central Office for Statistics, total
investment in the institutional health care sector
(excluding academic hospitals) amounted to
Dfl 1.2 billion in 1983, equaling 3.1 percent of na-
tional health expenditures. In 1990, investments
increased to Df1 2.6 billion (including academic
hospitals), equaling 5.3 percent of nationa health
expenditures.

HOSPITAL INDICATORS AND TRENDS

One of the most pervasive trends in the Nether-
lands' hospital sector has been consolidation of
acute care hospitals during the past decade, as evi-
denced intable 6-7. This process has led to an al-
most complete disappearance of small general
hospitals; only 13 general hospitals had fewer
than 200 beds in 1992. The average number of
beds in general hospitals increased from 349 in
1981 to 437 in 1990 (table 6-8). A similar process
of consolidation also took place in special hospi-
tals (table 6-7). However, special hospitals are still
usually small in terms of bed size (e.g., 10 hospi-
tals had fewer than 50 beds in 1992).

Rapid consolidation within the hospital sector
has resulted largely from hospital mergers. Merg-
ing is often the only way for small hospitals to sur-
vive. Hospitals also consider mergers as away to
improve the quality of care, strengthen their orga-
nizational and financial capabilities, end rivalries
among hospitals in times of scarce financial re-
sources, and reduce uncertainties associated with
health care reform. Recent mergers of medium-
sized general hospitals are mainly the result of an

Number of acute care hospitals 1981 1990 Change (in percent)
General hospitals 172 120 -30.2
Academic hospitals 7 9 +.28.6
Special hospitals 48 36 -25.0

SOURCE: National Hospital Institute, De Intramurale Gezondheidszorg in Cijfers (The Inpatient Sector in Figures), 1991.
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TABLE 6-8: Capacity of Acute Care Hospitals, 1981-90

1981 1990 Change (in percent)

General hospitals

Number of beds 60,021 52,423 -12,7

Number of specialists 5,057 5,830 15.3

Beds per hospital 349 437 25.2
Academic hospitals

Number of beds 6,748 7,579 12,3

Beds per hospital 964 842 -12.7
Special hospitals

Number of beds 6,143 4,687 -23.7

Number of specialists 422 350 -17.1

Beds per hospital 128 130 1.6

SOURCE: National Hospital Institute, De Intramural Gezondheidszorg in Cijfers (The Inpatient Sector in Figures), 1991

unintended incentive in the hospital funding
scheme, discussed earlier.

The decreasing number of hospitals and hospi-
tal beds has also been stimulated by Ministry of
Health policies. The Ministry has been eliminat-
ing the perceived overcapacity in the acute care
sector, arguing that “a built bed is a filled bed.”
The bed-to-population ratio decreased from 4.2
per thousand population in 1981 to 3.5 in 1990
(18). The latest Ministry target is 2.8 beds per
thousand population.

Ironically, the Ministry is concerned that the
trend toward larger hospitals, which often seek the
latest in medical technology and treatment facili-
ties, will result in an oversupply of high-technolo-
gy clinical care. A recent government report raised
the issue of whether these second-wave mergers
are adesirable devel opment from the perspective
of cost containment and quality of care (20).

Since the mid- 1980s, consolidation in the acute
care sector has been accompanied by an increasing
number of freestanding ambulatory care centers.
Den Hartog and Janssen (5) counted 44 private
health centers (priveklinieken) in 1992. This de-
velopment reflects the spirit of entrepreneurial
medicine and is clearly linked to the increase in
market-oriented thinking within the Netherlands
health care system. It is unclear yet to what extent
these centers will become a permanent element of
the Dutch hospital system. Currently, such centers
have contracts only with private health insurers as

the Sickness Fund Act does not permit sickness
funds to contract with private health centers.

The declining number of hospital beds and the
concurrent growing number of specialistsin gen-
eral hospitals reflect another trend in hospital care.
The hotel functions of hospitals have lost impor-
tance and the treatment of patients has received
more emphasis than ever before. The specialist-
to-population ratio increased from 3.5 medical
specialists per 10,000 population in 1981 to 3.9 in
1990, and the specialist-to-bed ratio increased
from 8.4 to 11.1 over the same period.

Another trend, evidenced in table 6-9, is the
substantial decline in the volume of inpatient care
over the 1981 to 1990 period, accompanied by
substantial growth in outpatient care and daycare.
The percentage of same-day surgeries in seven
main categories of surgery increased from approx-
imately 15 percent in 1985 to 28 percent in 1990.
The growth of outpatient care and daycare appear
to be mainly the result of new developments in
medical diagnostics and treatment. Another im-
portant stimulating factor was the introduction of
hospital budgeting for inpatient servicesin 1983,
which gave hospitals an incentive to expand out-
patient and daycare.

The nursing home sector has surpassed the
acute care hospital sector with respect to the vol-
ume of inpatient days, exceeding that volume by
more than one million days in 1990. The promi-
nent position of nursing homes in the Dutch health
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TABLE 6-9: Provision of General Hospital Services, 1981-90

1981 1990 Change (in percent)

Admissions (in thousands) 1,392 1,308 -6.0
Inpatient days (in thousands) 18,149 13,882 -235
First outpatient visits (in thousands) 3,364 5,625 67.2
Outpatient visits (in thousands) 16,276 18,757 15,2
Daycare (in thousands) 0 365 NA
Average length of stays (in days) 13.0 10,6

Average occupancy rate 82.8% 72.5% -18.5%

Production per 10,000 inhabitants

Admissions 974 871 10.6
Inpatient days 12,704 9,248 -27.2
Outpatient visits 11,393 12,496 9.7
Daycare 0 243 NA

SOURCE: National Hospital Institute, De Intramurale Gezondheidszorg in Cijfers (The Inpatient Sector in Figures), 1991

care system is also illustrated by the fact that the
total number of nursing home beds for long-term
care increased by more than 9 percent during the
|ast decade—from 47,380 in 1980 to 51,682 in
1990-where as the number of acute care beds de-
clined by more than 11 percent between 1981 and
1990.

FUTURE DIRECTIONS

Before analyzing the future of hospitals in the
Netherlands, the Dutch hospital budgeting
scheme's strong and weak points are assessed.
The budgeting scheme is only an instrument for
allocating financial resources to hospitals. Hospi-
tal budgets can be used in combination with a
policy of cost restraint and expenditure cuts or in
combination with a more generous funding policy.

The main advantages of the scheme areas fol-
lows:

- Hospital budgeting has improved cost control
over the earlier traditional, open-ended funding
scheme. Cost control was most effective under
the historical budgeting scheme; functional
budgeting has been less successful. Yet in-
creases in aggregate hospital expenditures be-
fore the introduction of hospital budgeting ex-
ceeded growth of expenditures after the
adoption of functional budgeting.

The introduction of production contracts be-
tween hospitals and health insurers has contrib-
uted to the flexibility of the budgeting scheme.
These contracts have made it possible to more
easily adjust hospital budgets to changes in
workload.

Hospital budgeting has enhanced the prospects
for more efficient delivery of hospital services.
If a hospital spends less than its budget, it can
add the surplus to its reserves. Hospitals, how-
ever, are held responsible for their deficits;
budget adjustments to relieve financial prob-
lems are no longer allowed.

Hospital budgeting has improved hospital
management by giving hospitals greater deci-
sionmaking autonomy. The traditional open-
ended scheme did not encourage effective man-
agement.

The transition from historical to functional
budgeting has improved the equitable alloca-
tion of funds among hospitals.

The scheme's main disadvantages are as follows:

Government decisions on the aggregate amount
of financial resources for hospital care are es-
sentially political, dictated by the necessity to
constrain expenditures. They do not necessari-
ly reflect the growth of hospital workload or
cost increases due to technological innovation.
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= Hospital budgeting may negatively affect the
quality of care.

» There is some inconsistency in the functional
budgeting scheme. On the one hand, the Minis-
try of Health has accepted the introduction of
production contracts to increase flexibility; on
the other, it does not accept overruns of its ex-
penditure targets when the volume of produc-
tion contracts is higher than expected.

* From an administrative point of view, it would
be simpler to transfer to each hospital one-
twelfth of its budget every month. However,
such payments are incompatible with a multi-
tude of health insurers. The system of inpatient
per diem charges and additional charges has
been maintained, but this has made hospital
budgeting more complicated.

* The incomes of hospital-based medical special-
ists who are paid fees for their services are not
included in the hospital budget, which adds to
the complexity of hospital management.

= The financial situation of many hospitals ap-
pears to have deteriorated after the introduction
of hospital budgeting. The degree to which this
has happened appears to depend on the quality
of hospital management, however.

Certain aspects of the future of hospital financ-
ing can be investigated by exploring the impact of
ongoing health care reforms in the Netherlands.
Such an investigation can be only speculative at
present, however, because many uncertainties
persist concerning the eventual fate of the health
care reform process.

Figure 6-1 shows that under the reformed
health care system, there will be two flows of pay-
ments from the population/patients to health in-
surers. Each person will pay income-dependent
payroll taxes into a central fund (A), which will
then be channeled to health insurers through a

FIGURE 6-1: Health Care System Flows
After Reform
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SOURCE: J.A.M. Maarse, 1994

system of risk-adjusted payments (B).' The sec-
ond flow consists of flat-rate premiums collected
directly from consumers that are determined by
health insurers (C). Health insurers contract with
physicians, health care institutions, and other pro-
viders to deliver services to the insurers: members
(D). Hedlth insurers eventualy will be allowed to
contract selectively with all providers, although
currently, selective contracting applies only to
noninstitutional providers. Providers deliver
health services to patients (line E). Figure 6-1 isa
simplification insofar as individuals can opt for
some cost sharing when selecting insurance cov-
erage.

The new framework for health care has impor-
tant implications for health insurers. Under the
traditional scheme, sickness funds were reim-

7 Under health system refom, payments from subscribers to sickness funds for health-related expenditures have changed to a new system

caled “sickness fired budgeting.” Since 1993, risk-adjusted payments from the central fund to the sickness funds have been based on age and
gender, but alarge part of the difference between the budget of a sickness fund and its historical expendituresis calculated to prohibit gross
reallocations among sickness funds. This difference will be gradually reduced according to a sliding scale until only risk-adjusted payments are
made. When, or if, the new health care financing system is fully operational, both sickness funds and private health insurers will be reimbursed

according to the system of risk-adjusted payments.
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bursed through employee/employer payroll conistrative costs. The third focuses on the insurer-
tributions for all of their payments to hospitals if provider relationship. One of the goals of health
these costs were reasonable and conformed wittare reform is to encourage health insurers to be
national guidelines. The arrangement did not enstronger bargaining agents for the purchase of
courage sickness funds to enter into hard negothealth services than they were under the previous
ations with hospitals or other providers becaussystem. The transition from the traditional supply
extensive bargaining over costs did not benefit thapproach to controlling health care costs (e.g.,
funds (11). In contrast, the introduction of risk-ad-control of beds and specialist units) to a demand
justed payments under the new system compebpproach is expected to improve efficiency and
insurers to pay more attention to costs. Risk-adthe quality of care and may also help reduce health
justed payments impose a limit on financial re-care bureaucracy. The new purchasing role for
sources from the central fund to health insurerdhealth insurers has caused them to redefine their
Flat-rate premiums also introduce incentives forelationship with hospitals.

cost containment. If an insurer does not effective- Health insurers face at least four major prob-
ly control its expenses, it will have to raise its predems, however, in adapting to their new role under
miums, perhaps weakening its competitive posithe reforms. The first problem is the mismatch be-
tion and causing it to lose subscribers. Becauseveen the financial responsibilities that health in-
private health insurers are allowed to operate as aurers are required to bear under the reformed sys-
administering agency under the reforms, they toeem and the instruments they have to fulfill these
now have to deal with the new budgeting systemesponsibilities. This is particularly acute with re-
(27). spect to capital investments. The Hospital Facili-

Although the eventual fate of health care redies Act strongly limits the decisionmaking power
form in the Netherlands is still uncertain, it al- of insurers by creating an institutional separation
ready has had a substantial impact on the health ibetween the planning and financing of invest-
surance industry. One of the most conspicuouments. Planning and investment decisions are
changes is mergers between sickness funds, whichade during the planning process, but insurers
have resulted in a decrease in the number of fundswve to pay any increase in operating costs
from 53 in 1985 to 26 by the end of 1992. Duringassociated with these decisions. Transferring
the same period the number of private health inmore financial responsibility to health insurers ne-
surers decreased from 69 to 59. There has als@ssitates a much greater voice for them in invest-
been a rapid growth in strategic alliances betweement decisions. The National Association of Sick-
sickness funds and private health insurers, mainlgess Funds has already expressed its desire to
to increase market share. Mergers strengthen thesbtain formal authority to influence the capacities
organizational and financial position in the healthof hospitals. To date, the planning of hospital ca-
insurance market and give them some protectiopacities is still under the jurisdiction of regional
against the uncertainties and financial risks reand national governments, and the partial disman-
lated to ongoing health reforms. tling of that system has been slow.

Health care reform will continue to have alarge The second problem concerns contracting for
impact on the role and position of health insurershospital care. As noted previously, decisions
Cost containment and improved efficiency haveabout the aggregate budget for hospital care are
gained more importance in recent years. In theoryolitical and do not necessarily reflect hospitals’
there are three major strategies for health insurexgorkloads. Health care reform means that hospital
to contain costs. The first is to practice some fornbudgets will now be determined by health insur-
of medical underwriting. As noted earlier, this ers, which are expected to negotiate with hospitals
strategy has been formally prohibited, althoughregarding the expected volume of care. But for
the regulations may not be entirely effective (27) how much care should an insurer contract? What
The second strategy is to control insurance admirknowledge is necessary to contract for sufficient
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care? What if a patient sues an insurer for not hastricted role in this scheme, and hospitals have al-
ing contracted for sufficient care? Instead of negoways argued that the scheme is not flexible enough.
tiating with hospitals for production contracts, it Additionally, hospitals may have to deal with
might make more sense for health insurers to nenore health insurers under the new system than
gotiate charges for hospital services or to develothey do now. Hospitals currently conduct most of
a system of case-based payments using diagnosiseir financial business with one sickness fund—
related groups or patient management categorieghe regional monopoly—along with a large num-
There is still a long way to go because health inper of private health insurers that appoint one in-
surers lack such experience. Insurers may also Sgqrer as their regional representative. Often the
cretly prefer that government continue to regulatgegional sickness fund pays for 60 to 70 percent of
planning affairs because government guidelineggpital costs. The trend toward rapid concentra-
protect them against patient complaints aboUfion, of health insurers and increasing competition

waiting lists. among them may erode the strong bilateral rela-

The third problemiis that health insurers have (i, i of a hospital and its principal health in-
negotiate with hospitals _overthe_cos_ts Of. SEVIC®Srer. Under one possible scenario, the group of
but thg necessary cost mform_atlon IS .S‘t'” Iargelyprincipal insurers negotiating contracts with anin-
unavailable. In the past, such information was UN%ividual hospital will become more diverse. in
necessary. VI P : : o

. . which case the hospital will have to negotiate with

Fourth, health insurers need a strategic Mahree or four big insurance carriers. An alternative
agement approach to their relationship with pro- . g : L :
viders. They can no longer afford to maintain aooenano Is _that the r_elatlonshlp OT a hospital and
mere administrative, pay-the-bill attitude. The de-S Principal insurer will grow more intense as a re-
velopment of a strategic management approach &It of health insurer mergers.
negotiating contracts with providers is a time-con- S @reaction to changes in the insurance sector,
suming process, however, and it requires new in0SPitals may begin to develop networks to
vestment in personnel and knowledge. strengthen their market position and to preclude a

Whatever the outcome of such transition diffi- divide and conquer” policy by health insurers.
culties, there is no doubt that health care refornfNetworks might consist of agreements between
will fundamentally change the relationship of differenttypes of providers at the regional level to
health insurers and hospitals in several ways. Terovide a full range of inpatient and outpatient
begin with, health insurers are likely to becomecare or may consist of a group of hospitals provid-
much more involved in hospital affairs than theying a particular type of care, such as acute care.
were in the past, which hospitals will increasingly Hospitals and health insurers have begun to
have to accept. Detailed, complex negotiationgnanage the changes in their relationship. Hospi-
between hospitals and insurers are inevitabldals that have had good negotiating experiences
Many insurers have already used production corwith health insurers over production contracts
tracts to induce shifts of inpatient care to outpaoften consider health insurers as potential partners
tient settings. There is also ample evidence thdnstead of opponents with skewed interests in cost
negotiations with hospitals have been broadenedontrol. Some insurers have been willing to find
to include other issues, such as investments isolutions to a hospital’s financial problems by ad-
medical equipment, beds, specialist units, angusting contracts to its needs. Recent experiences
other facilities. have convinced many hospitals that health insur-

Furthermore, there is speculation that functioners may be even more promising partners in the fu-
al budgeting will eventually be dissolved and re-ture than are regional or national governments.
placed by other, more decentralized schemegsiealth insurers may also be willing to provide ex-
Health insurers have often criticized their re-trafunds to hospitals to reduce waiting lists so that
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the insurers are better able to market themselveédea would be to link specialists’ revenues and
and attract more subscribers. hospitals’ productiogontracts with health insurers.

A good partnership with health insurers is also The hospital financing system in the Nether-
indispensable to hospitals now that the governlands has been undergoing rapid changes since the
ment has stopped guaranteeing investment loaniseginning of the 1980s. This process, which be-
Long-term contracts with health insurers for sergan with the introduction of hospital budgeting,
vices are essential for hospitals to establish finarwill lead to further changes. Those changes are not
cial credibility with commercial banks. Commer- only financial; they also have a large effect on the
cial banks are expected to become importantelationships among the three parties involved in
stakeholders in hospital financing, which may af-hospital care: hospital management, medical spe-
fect hospital decisionmaking. How their role will cialists, and health insurers.
develop remains to be seen.
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by Eric M. Paulsort

weden is situated in northern Europe. Despite a rather small

population (8.7 million in 1992), the country is the fifth

largestin area in Europe. Most of the population lives in the

southern parts and the coastal areas, leaving many parts
sparsely populated. The demographic transition to an aged popu-
lation is more accentuated in Sweden than other countries. In
1992, 18 percent of all citizens were 65 years or older.

All Swedish citizens are entitled to health care regardless of
where they live or their economic circumstances. Health care is
considered a public sector responsibility. Close to 90 percent of
Swedish health care expenditures are publicly financed, most of
the health care facilities are publicly owned, and most physicians
publicly employed. Responsibility for health care is, to a large ex-
tent, decentralized to the county council level. Sweden has three
political and administrative government levels: the national gov-
ernment, county councils, and local municipalities. All levels of
government are represented by directly elected politicians with
the authority to levy taxes. The three levels have extensive func-
tions in the social welfare system and are also involved in differ-
ent aspects of health care.

The national government is responsible for ensuring that the
health care system develops efficiently and in keeping with over-
all objectives, based on the goals and the constraints of social wel-
fare policy and macroeconomic factors. TWmistry of Health
and Social Affairds part of the government office. It prepares
Cabinet business and draws up general guidelines in fields such as

1The body of this chapter describes the situation in Sweden through mid-1993. An ad- | 121
dendum at the end of the chapter describes some key recent developments.
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FIGURE 7-1: County Council Areas and Medical Care
Regions in Sweden?
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*Regional hospitals are indicated by dots.
SOURCE: E. Paulson, 1995.

health care, social welfare services, and hedth in-
surance. The National Board of Health and Wel-
fareis a central administrative agency formatters
concerning health care and social welfare ser-
vices. The tasks include supervision and evalua-
tion of the developments in all areas of socia
policy, including health services. All medical per-
sonnel, whether employed by the county councils
or in private practice, come under the supervision
of the Board.

Swedish health care is both financed and pro-
vided largely by the county councils. According to
the Health and Medical Services Act of 1982,
these councils are required to promote the health
of residents in their areas. It is aso their responsi-
bility to offer al inhabitants equal access to good
medical care. The legislation requires county
councils to plan the organization of health care
based on the aggregate needs of the county popu-
lation. Planning must also include health care pro-
vided by organizations other than the county
councils, such as private practitioners and indus-
trial health services.

Sweden is divided into 23 county council areas
and three municipalities (City of Gothenburg,
City of Malmo, and the island of Gotland) that
also have the same responsihilities as the county
councils. The term “county councils” will be used
in this chapter to denote all 26 of these units. The
populations of the county councils ranged from
60,000 to 1.7 million inhabitants (averaging
300,000) in 1992 (see figure 7-1). County coun-
cils are members of the Federation of Swedish
County Councils, which provides services to its
members and represents their interests. The fed-
eration also serves as a central negotiating body
for concluding financial agreements with the na-
tional government.

Sweden’s 286 local municipalities are mainly
responsible for social services, child care, and pri-
mary and secondary school education. Since
1992. this level of government has also been re-
sponsible for providing medical care (except phy -
sician services) and other services in local nursing
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(i.e., long-term patients who have already beemeforming the Swedish health care system, focus-
homes and other specific accommaodations for thang on three models in particular:

elderl_y and handicapped. Local municipalities| Reformed county council mod&ounty coun-
also finance the care of so-called “bedblockers,” s would still be responsible for the financing
treated for their acute illness but remain in short- 5.4 the supply of health care: however, market

term county council hospitals). _ mechanisms would be introduced within the
The Swedish health care system is decentral- famework of the existing system. Public and
ized with considerable freedom for each county private providers would compete equally.

council to decide about the organization of health, Primary care-based modeHealth care re-
care. Several allocation mechanisms for hospitals ¢ rces would be allocated at the primary care
are working in parallel in Sweden today. This  gejiyery level. Each citizen would be given the
country chapter gives an overview of the Swedish opportunity to register with a family practitio-
system with special reference to hospital financ- o The practitioner would be responsible for
ing followed by specific examples of hospital fi- 4| health care costs of the registered patients.
nancing in two county councils. (This model has some similarity to the “general
practitioner fundholding” concept recently in-
SWEDISH HEALTH CARE SYSTEM troduced in the United Kingdom.)
REFORMS 3. Compulsory health insurance modélealth
Structural changes in health care are on the politi- care would be financed by one or more insur-
cal agenda in Sweden today. Several reviews of ance organizations and the existing authority
the current system and options for change have for taxation would be removed from the county
been published (1,2,3,4,12). One of the main councils.
themes of discussion is a separation of the financ- pespite some problems, the existing health sit-
ing and provision functions of health care o in-yation and the health care organization in Sweden
crease productivity by competition. Another issuéhas many positive aspects. National health care
suggesting structural change is the demand fqgxpenditures are not high compared with those of
consumer choice within health care. The traditiongther OECD countries, when differences in popu-
al and well defined catchment areas of health cenation age structures are taken into account. Life
ters and hospitals are being increasingly quessxpectancy at birth was higher in Sweden than in
tioned. Consumer preference is also considered igy other countries except for Iceland and Japan in
the debate to be one mechanism for allocating rerggg (14). Sweden’s infant mortality rate is
sources to “effective” providers. among the lowest in the world (9). The health sta-
There are many areas of interaction between thg;s of the population, of course, is affected by ac-
health services and other sectors of the Swediskhns in many sectors of society. However, the sta-
social welfare system, such as the national healtfistics are compatible with a well-functioning
insurance and the social services provided by locglealth care system. A recent review of the Swed-

municipalities. The question of whether the cur-igh health care system by a group of foreign health
rent administrative structure in Sweden haSconomists concluded:

created artificial barriers between sectors, thereby
preventing efficient use of resources, isalso being . "< tion is admittedly by no means
debateq- ) easy—that are shared with nearly every other
A national governmental committee was estab-  counry in the developed world. Moreover, Swe-
lished in March 1992 to study the financing and den has these in a form that is often less severe
organization of health care. The committee was than can be found elsewhere and is already con-
instructed to investigate different approaches to taining them in ways that seem superior to the

What Sweden has is a set of problems—
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ways adopted in at least some other developed
countries. (3).

THE HEALTH CARE DELIVERY SYSTEM

There were about 900 local hedth centers and
about 90 short-term hospitals in Sweden in 1991.
The number of hospital beds was relatively high
compared with other OECD countries, at 13.3 per
1,000 inhabitants in 1988 (of which 4.1 were gen-
eral, 2.4 psychiatric, and 6.2 long-term). There
were also about 5 places per 1,000 inhabitantsin
municipal homes for the elderly.

OCounty Council Providers

The financing and provision of health care in Swe-
den is, to a large extent, integrated within the
county council system. The public providers in
the traditional county council model are struc-
tured in three levels; primary care, county hospi-
tals, and regional medical care (although emer-
gency careisavailable at any institution).

The primary care level isusually organized in
districts that are primarily responsible for the
health of the population in their areas. Each dis-
trict includes one or more health care centers for
ambulatory care. At the health centers, general
practitioners and in some cases specialists, pro-
vide medical treatment, advisory services, and
preventive care. The primary care system includes
district nurses and midwives and also operates
clinics for child and maternity health care. When
primary care resources are insufficient for diagno-
Sis or treatment, the patient is referred to the
county or regional medical care level. At the
county hospital level, one or more short-term hos-
pitals provide both outpatient and inpatient ser-
vices. These county hospitals, which are owned
and operated by the county councils, are divided
according to their size and degree of specializa-
tion, into:

= district county hospitals with at least four spe-
ciaties (internal medicine, general surgery, ra-
diology, and anesthesiology); and

= central county hospitals with up to 15 to 20 spe-
cialities, usually one hospital for each county

council. These hospitals also serve as district
hospitals for their neighborhoods.

Theregional medical care level isresponsible
for patients whose problems require the collabora-
tion of alarge number of specialists and perhaps
also special equipment. Sweden is divided into six
medical care regions, each serving a population of
about one to two million. Each region has 1 or 2
regional hospitals (figure 7-1 ). These hospitals are
affiliated with medical schools and are thus in-
volved in teaching and research activities. Each
regional hospital is owned by the county council
where it islocated and it also serves as county hos-
pital for thelocal area.

OPrivate Providers

Private providers deliver a small share of health
care services in Sweden. An estimated 7 percent
of beds for health care in 1989 were in private
institutions, which mainly provided long-term
nursing care (13). About 5 percent of physicians
worked full-time in private practice in 1989.

PHYSICIANS

Sweden had about 25,000 physicians, or one per
340 inhabitants in 1989. The number of physi-
ciansis expected to grow to more than 28,000 by
the year 2000. Physicians make up about 4 percent
of all county council employees in health care
were 1989. Swedish physicians work either in
hospitals or in primary care with a large propor-
tion in hospitals. These physicians are usualy in-
volved in both inpatient and outpatient services.
The proportion of physicians working as general
practitioners (in primary care) is small compared
to most other OECD countries.

The annual number of visits to physicians in
Sweden is rather low in relation to many other
OECD countries, at about 3.1 visits per personin
1989. There were an additional 2.7 visits per per-
son for paramedical care, e.g., to district nurses,
midwives, and physiotherapists. In 1989, 39 per-
cent of doctor visits took place in hospitals, 39
percent were to physicians within the primary care



system, 13 percent were to doctors in private prac-
tice, and 9 percent were in other settings.

A large majority of Swedish physicians are sal-
aried employees of county councils and have no
remuneration based on the fee-for-service princi-
ple. Hospital physicians are integrated into the de-
partmental organization of public hospitals in
Sweden. The same general terms of employment
apply to general practitioners working in public
health centers. Minimum salaries for different
kinds of positions are negotiated nationally. With-
in this restriction the salary of the individual phy-
sician is decided in alocal agreement. Information
on the proportion of short-term hospital expendi-
tures related to physiciansis not available in the
regular Swedish statistics on health care.

A few percent of Swedish physicians work full-
time in private practice. A large mgjority of pri-
vate practitioners are affiliated with the national
health insurance system, which reimburses them
on a fee-for-service basis. Prices for various kinds
of services are decided prospectively in consulta-
tions between a national administrative agency
(Riksyforsakringsverket) and the Swedish Medical
Association.

NATIONAL HEALTH CARE
EXPENDITURES

National health care expenditures totaled SEK122
billion in 1991.*This figure corresponds to about
SEK 14,000 per inhabitant or to 8.5 percent of the
gross domestic product (GDP) (15). Public health
care consumption and capital investments
amounted to 78 percent of the total health care ex-
penditures. An additional 10 percent was related
to subsidies for drugs and private practitioners.
The remaining 12 percent of the health care expen-
ditures was for private consumption and capital
investments.

It is important to describe what is defined as
“healthcare” when making international compari-
sons. In 1991, nursing homes were included in
health care expenditures in Sweden but care for
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the mentally retarded was not apart of this defini-
tion. However, in 1992, local nursing homes were
reclassified as “units for specific accommoda-
tion” and are no longer included in health care ex-
penditures.

Total expenditures (operating costs and invest-
ments) for public hospitals were estimated at
about SEK70 billion in 1991 by the Federation of
Swedish County Councils (5). According to these
statistics about SEK55 hillion of this sum was for
short-term somatic hospital expenditures.

SOURCE OF FUNDS

OPublic Funding

As noted earlier, close to 90 percent of Swedish
health care expenditures were publicly financed in
1991, mostly through county councils. The ex-
pansion of county council expenditures slowed
down during the 1980s and reversed to a decrease
in fixed pricesin 1991. During the 1970s, the total
county council expenditures showed an annual
growth rate of between 4 and 5 percent in fixed
prices. In the first half of the 1980s the average rate
of expansion in fixed price was limited to 2.5 per-
cent yearly and it then decreased to just over 1 per-
cent in the second half of the decade. Growth in
1991 was about zero and 1992 data point toward
a 1.2 percent decline in expenditures in fixed
prices (8).

The sources of revenues for the county councils
in 1991 are given in table 7-1. The most important

* TABLE 7-1: Sources of Revenue for
Swedish County Councils in 1991

Source of revenue Percentage of total

County council income taxes 69
National health insurance 10
State subsidies 9
Patient fees 3
Other revenues 9

Total revenues 100

SOURCE: E. Paulson, 1995.

2 The exchange rate in January 1994 was approximately $U.5.0.67 { O  SEK1.00.
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source is the county council income tax, whichtransferred by the national government to the

represented 69 percent of total revenues. This reeounty councils has decreased after adjustment for

enue is a proportional tax on personal incoménflation since the 1985 reform.

from work. The tax rate varies among county As noted earlier, a large majority of private

councils, in 1991 ranging from 12.2 to 14.5 per-practitioners are reimbursed through the national

cent, and averaging 13.9 percént. health insurance. This cost is subtracted from the
In the traditional funding model, county coun- amount transferred to county councils from the

cil representatives decided on the rate of théealth insurance system. However, the county

county council income tax and estimated the ficouncils have the power to restrict the number of

nancial resources available for the next year'private practitioners eligible for reimbursement

health care budget. However, since 1991, therby the health insurance.

have been national limits to economic expansion

of the county councils and local municipalities. [] Patient Fees

According to the 1991 Finance Pldfifanspla- |, 1991, 3 percent of county council revenues

_ner) of the Mlnls_t|r¥ of Fllnancle, an_nl_JaI I'_n_cr(?aseswere raised through direct patient fees. County
In county councils ar_md ocal municipalities’ ex- ¢ nils are free to decide on patient cost-sharing
penditures in fixed prices must be restricted t0 NQ, 1, nts for various kinds of ambulatory services,
more than 1 percent. In an effort to control tOtalaIthough maximum amounts for inpatient ser-

spending, the national government has placed rjoqg are still established by the national govern-

strictions on most kinds of county counc_ll reVe-ment. Thereis also a nationally determined annual
nues. By a temporary law, county councils werg; .. o, patient payments, amounting to

not allowed to increase tax rates at 1991 and 199411 600 per person in 1993. Hospital care, pri-

and the restriction was extended into 1993, care "and drugs are free after a patient has

through an agreement between the national go‘é’pent this amount for health care (7).

ernment and the county councils. The main function of patient fees in the Swed-
About 10 percent of county council revenuesig, ovstem is not to generate revenues but to influ-

came from national health insurance contribuznce the consumption of health services. Several

tions and 9 percent were state subsidies in 1993, nty councils try to influence patient flows to-
(see table_7-_1). National health insurance is a paf{iards less expensive services through pricing
of the social insurance system. It covers some ajpnechanisms. For example, in the Stockholm
lowances for medical expenses, sickness benefitggunty council, the patient's cost for an outpatient
and maternity and parental benefits. Nationaljsit to a hospital in 1993 was SEK200 as

health insurance is financed from tax revenues angbmpared with SEK100 for a visit to a primary
contributions from the national government's so-care physician.

cial insurance budget.

The principles of payments from the insurance ] Private Health Insurance
system were changed in 1985 (under the “Dagmaprivate health insurance represents a new but still
reform”). A fixed sum of money for each county infrequent source of financing for health care in
council, mainly based on capitation, replaced the&Sweden. The number of people covered by such
previous activity-based reimbursement. The nevechemes was estimated to be 25,000 in 1991,
system produced a cap on health care spendingwhich corresponds to about 0.3 percent of the pop-
the national level. The total amount of resourcesilation (4).

3A proportional tax is one in which the average tax rate is the same at all income levietctiireof an individual’s income paid as taxes,
therefore remains constant whether income increases or decreases.



Chapter 7 Hospital Financing in Sweden | 127

ALLOCATION OF FUNDS 1. clinical departments (e.g., general surgery),

Decisions on the organization of health care ir>- medical service departments (e.g., diagnostic
Sweden, are to a large extent, decentralized to the adiology), and _
county councils. The advantage of decentralized- 9eneral service departments (e.g., catering ser-
decisionmaking is the opportunity to adjust the Vices).
health care organization to local conditions. Con- Under the traditional model each departmentin
sequently there are no nationally defined rules foa Swedish hospital has its own budget. This struc-
financing hospitals in Sweden. This is true forture results in a weak connection between author-
both operating and capital expenditures. ity and accountability for resources. For example,
There is considerable variation among countya radiology investigation ordered for a patient by
councils, and sometimes also within the samene surgery department is a cost within the budget
county council when it comes to financing hospi-of the diagnostic radiology department and not the
tals. However, it is possible to describe atraditionsurgery budget. It has been estimated that for
al Swedish model and outline some general trendgyme hospitals operating under the traditional
of deyelopment in the funding of county councilmodeL only about half of the costs generated by
hospitals. surgeons consumed resources within the budget
of those surgeon’s own clinical departments. To
[] Traditional Allocation Model increase the accountability for consumption of re-
Under the traditional financing model, county sources several county councils have introduced
council health care funds are allocated to hospitalshanges in the way hospital departments are
and health care centers through an annual budgiinded. Some general trends are identified below.
negotiation process. Historical costs have been a
major determinant of future budgets. Each hospir] |nternal Hospital Markets
tal clinical department has a rather crude produc: . . .,
: o : . One trend is the creation of “internal markets
tion target, which is described in bed-days, num-

ber of admitted patients, and outpatient visits. Inwlth'rl the hospltal. Ther_e .ShOUId be_ no free' Ser-
ices” available to physicians. In this new situa-

this traditional system, cost control is achieved’ . : s
through aggregate fixed budgets at the countyon. service departments are financed by activity-
council level ased revenues instead of a fixed budget. The

The one major exception to prospective, fixed€veNues are generated by selling services to other

budgets occurs when a patient is referred from afiéPartments. In 1992, 25 out of 26 county coun-

outside county council for specialized care to a reCilS had at least one service department financed

gional hospital. In these cases, the county refefMainly through the sale of services (6). Develop-
ring the patient pays the actual cost of the treaflents along this line have been most pronounced
ment. This has created an incentive to develo[)Or general se_rwce_departments. CI|_n|caI depart-
patient related cost accounting in some regionaf"€"ts may still be financed under this new model
hospitals. through fixed budgets. The traditional budget of

The hospital department is a strong and rathe? clinical department is then expanded to include

independent organizational level in Swedish hos€stimated costs for all hospital services (including

pitals. Budgets are allocated to this level and hodl€dical and general services) needed by patients

pital beds belong to individual clinical depart- @dmitted to the department.

ments. Patients are administratively discharged

from departments and not from the hospital itself] Purchasing of Hospital Services

as in most other OECD countries. From a funcSeveral county councils have also implemented
tional perspective a hospital can be divided intanore profound changes in the organization and
three different kinds of units (departments): funding of hospitals. One general trend is to sepa-
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rate financing and provision of services within theclude representatives of all the county councils
county council system. Under this new model thewithin a particular region.
resources for health care within a county council The amount of investment and rules for financ-
are allocated to a purchasing organization. Thigng are decided on by each county council. Under
unit is then responsible for financing all healththe traditional model annual budgets are estab-
care consumption for a defined populationlished for investments, but the costs for buildings
through contracts with health care providers.  and expensive equipment are not included in the
There is a considerable variation in the imple-operating budgets allocated to individual hospital
mentation of the general principle. The purchasdepartments. New models for financing invest-
ing function may be carried out by a central orgaments are now under development by many
nization or by several local units within eachcounty councils. One trend is to allocate rents for
county council. There are also different solutiongacilities and costs for investments to hospital de-
for how purchasers reimburse providers. Financpartments. The rationale is to make it possible for
ing mechanisms for clinical departments in hospihospital departments to substitute different kinds
tals may be in the form of block contracts, per-casef inputs (e.g., labor versus high-technology
payments, or fee-for-service payments. In 1992equipment) for providing health services.
seven county councils used per-case payments Two county councils and two public hospitals
based on diagnosis-related groups (DRGS) to &fithin these councils are described below to illus-
least partially finance hospital services (6). Therate financing methods that are being used in
DRG system has been tested in Sweden since tRgveden today. The examples are a 250-bed dis-
late 1980s (10). trict county hospital with both global budgets and
Even under new hospital financing schemes, albase-based funding, and one large 1,800-bed uni-

purchasers and more or less all hospital providergersity hospital with both traditional and fee-for-
are still within the county council system. Conse-geryice funding.

quently, most payments are internal transactions
within different branches of the same organiza-
tion. There are no legal barriers preventing a “re-EXAN”:)LE I THE STOCKHOLM COUNTY
negotiation” of funding retrospectively in such aCOUNCIL
system. The Stockholm county council takes in the city of
A few county councils began implementing Stockholm and surrounding areas. The county is
new funding arrangements for hospitals on a limfather small in geographical terms, but its popula-
ited scale in 1992 and several county councils argon is unusually large (1.7 million, or 20 percent
still in the process of defining or adjusting their of the total 1992 population) compared with other
new organizational models. Two county councilsSwedish county councils, Stockholm being the
systems are described later in this chapter to illuszountry’s biggest urban area. Within the Stock-
trate some of the hospital funding mechanism&olm county council, there are four administrative

currently working in parallel in Sweden. decisionmaking levels for hospital care: central
county council, health care area, hospital, and hos-
HOSPITAL CAPITAL COSTS pital department. The first two levels are governed

Decisions on investments are made at the countyy politicians and the other two are administrative
council level. There is currently no national plan-only. General rules for financing and providing
ning for hospital structure or other investments irhealth care are decided on by the political board at
the health care sector. There is, however, a plarthe central county council level. Issues at this level
ning organization within each of Sweden’s sixare principles for financing hospitals and systems
health care regions for consultations on health sefer quality assurance. Large investments are also
vices at the regional level. These organizations indecided at this level.
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The Stockholm county council is divided into calating health care costs. However, a number of
nine health care areas. The total county counciheasures have been taken to maintain cost con-
budget for health care is allocated to these ninginment within the new system. The initial DRG
areas based on the needs of the population. Needses were set 10 percent lower than estimated his-
are estimated through a formula that includes theorical costs based on previous prospective budget
number of people, the age distribution and the seamounts. All transactions (except for the private
cioeconomic status of the population. Each healthospitals) are internal to the county council, be-
care area has a board of politicians that is responsiause the hospitals are owned by them. This
ble for financing the health care provided to theircreates the opportunity to make retrospective ad-
respective populations. justments in funding arrangements in a way not

There were 10 county council-owned and twopossible between independent organizations. It
private short-term hospitals within the county’swas decided in advance that renegotiation of DRG
boundaries in 1992. The two private hospitalgates would take place if total service production
were small and combined had about 200 bedsor all hospitals in the Stockholm county council
Two of the public institutions were university area increased by more than 10 percent.
hospitals affiliated with medical schools. It was |t is obviously too early to draw firm conclu-
decided in 1992 that 10 percent of the servicesions about the overall effects of the new funding
provided by the county council should be “privat-system for hospital care. Preliminary data indicate
ized" to increase competition. a greater than 10-percent increase in production

Beginning in 1992, the Stockholm county and a reduction in waiting lists. Major invest-
council changed from prospectively determinedments in new capacity in county council institu-
budgets to a new method for allocating resourcegons are still controlled at the central county
to hospitals (the “Stockholm model”). Since council levels. A central planning process will
1992, four kinds of clinical departments (generalrobably suggest a reduction both in the number

surgery, obstetrics/gynecology, orthopedic surpf clinical departments and county council gener-
gery, and urology) have been funded mainly fromy| short-term hospitals.

revenues based on activity levels. The new financ-
ing scheme was extended to all somatic (nonpsy- .
chiatric) clinical departments in short-term hospi-D Nacka Hospital
tals in 1993. Reimbursement for inpatient care ig he Nacka hospital is an example of a short-term
similar to the prospective payment system (PPSpublic hospital within the Stockholm county
for Medicare inpatients in the United States.council. It is a 250-bed district county hospital
Modified Medicare and Norwegian DRG cost With about 800 employees (full-time equivalents)
weights together with standard amounts based otnd an estimated turnover of SEK270 million in
historical costs are used in the Stockholm countyt992. The hospital was financed according to two
council application. different methods. About 30 percent of revenues
Ambulatory surgery is financed in the samecame from an annual fixed budget and the remain-
way as inpatient surgery although price levels iring 70 percent was based on the activity level. The
1992 were set at 60 percent of the correspondinigospital was organized into seven units of which
inpatient DRG rate. Care of other types of outpafive were clinical departments and two were gen-
tients are reimbursed according to locallyeral service departments. In 1992, the two surgical
constructed classifications of patient visits. Somealepartments were financed based on their activity
specific cost items (research, development, ankkvels.
education) continue to be financed through a pro- Heads of departments are responsible for bal-
spectively determined annual budget. ancing their annual budgets. They have consider-
The change from fixed budgets to activity- able freedom in organizing the health care within
based financing introduced a potential risk of estheir departments. The clinical departments are
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billed for services consumed by their patients irmated costs of outpatient visits to hospitals and
other departments within the hospital. Servicegrivate practitioners.

bought from organizations outside the hospital A part of the Uppsala county council is oper-
must also be paid for by the individual depart-ated under special financial arrangements, as a

ment. demonstration project. A purchasing committee
for the Enkoping/Habo district received all re-
Capital Costs sources for medical care of the population in its

There is no separate capital investment budget féhistrict. The purchasing committee then buys ser-
the hospital. New investments in buildings andvices from providers of primary and hospital care.
equipment are financed from operating revenues.

Existing buildings are rented by the hospital from[] University Hospital of Uppsala

a department (the central estate department) Witbrhe University Hospital of Uppsalékademiska

in the county council. Rents reflect the Iocationsjukhuse)tis the major public hospital in the city
and the quality of the buildings and are based O, sa1a In 1992 it had 1,800 beds and close to
a calculatled market value. All new equipm_ent forl0,000 employees (54 percent of whom worked
the hospital valued above SEK100,000 is pury ) ime) The main tasks of the hospital are health
chased by the county council's leasing department, e research, and education. Health care is deliv-

The equipment is then rented to the hospital. o0 15 hoth county council residents and to pa-
The organizational level with the authority 10 o nq referred for specialist care from other

decide about an investment depends on thg,,nw councils. Funds flow to the hospital from

amount of the transaction. Investment decisiongg, 5| organizations and are allocated according
costing up to SEK200,000 may be made by the, yterent payment methods. The hospital’s esti-

heads of departments, and up to SEK3 million by, 504 revenues in 1992 totaled about SEK2,600
the hospital dlrector. However, all investments,.iiion (16) (see table 7-2). The diverse funding
above SEK100,000 in value must be leased frofg¢ yhe hogpital reflects both the complexity of

the central county council level. functions in a large university hospital and the tran-
sition period between different funding methods.
EXAMPLE II: THE UPPSALA COUNTY Approximately half of the hospital’s financing
COUNCIL was derived from prospectively fixed budgets. In-
The Uppsala county council had 279,000 inhabitpatient services for people living within the
ants in 1992 and is situated northwest of Stockeounty council accounted for 46 percent of total
holm county. The turnover of the county councilrevenues and was funded by fixed budgets from
was SEK5,700 million in 1990 and it had 19,000the central county council level. (An exception
employees. There were three county councilvas patients from the Enkoping/Habo district,
owned short-term hospitals and one small privat&hose care was reimbursed by an activity-based
hospital (17 beds) within the geographic boundsystem, described below.) The other fixed budget
aries of the county council in 1992. The privatecomponent was only 6 percent and included com-
hospital was carrying out elective surgery mainlypensation for extra costs in the health care process
The Uppsala county council has a more traditionadlue to the education and research functions of the
organization for funding hospitals than thehospital. These funds derive from the national
“Stockholm model,” described above, and is als@overnment.
adopting change more gradually. The primary The other half of the hospital’'s revenues related
care level within the county council is responsibleto services for which it was reimbursed according
for health care center services as well as the estie activity-based principles. The most important
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TABLE 7-2: University Hospital of Uppsala’s Budget, 1992 (in millions of SEK)

Source of revenue Amount Percentage
Revenues from prospectively fixed budgets
Inpatient from own county council 1,188 46
Additional costs due to education/research 152 6
Activity related revenues
Patients from other county councils 755 29
Outpatients from own county council 235 9
Inpatients from Enkoping/Habo district in own county council 105 4
Direct patient fees 40 2
Other revenues 124 5
Total Revenues 2,599 100

SOURCE Uppsala County Council, Preliminar budget for Akademiska sjukhuset 1992 (Preliminary Budget for Uppsala Uni-

versity Hospital 1992) (Uppsala: Uppsala County Council, 1991).

part of this financing (29 percent of the total) came
from patients referred by other county councils for
regional specialist care. Traditionally, the hospital
has been paid the “actual costs’ of treatment on a
fee-for-service basis for these patients. However,
since 1993, some services have been paid for by
fixed prices decided on in advance, in accord with
agreements between the hospital and the seven
county councils in the Uppsala health care region.

Since 1992, the hospital has been paid for out-
patient services to county council residents from
the primary care level budget, based on the num-
ber and types of visits. Prior to 1992, resources for
outpatient services had been incorporated into the
hospital’s annual fixed budget.

Revenues from inpatients paid for by the
Enkoping/Habo purchasing committee were 4
percent of the hospital’s total revenues. Direct fees
paid by the patients amounted to an additional 2
percent. Other revenues came from several
sources (see table 7-2). The main source was labo-
ratory services sold to other institutions. Reve-
nues received from local municipalities are also
included under this heading. Municipalities are
required to pay for patients who are still in the hos-
pital although their acute illness has been treated.

The Uppsala University Hospital has aboard of
county council politicians. This body determines
the number of beds that are authorized and the pre-
liminary budget (expenses and also revenues
when relevant) for each clinical department. The
hospital has a complex organization. Traditional-

ly, it has had about 30 clinical, 10 medical service,
and severa general service departments. Because
it has been difficult for hospital management to be
in contact with over 40 independent units, the de-
partments are currently being organized into about
10 divisions. From a financing perspective, hospi-
tal departments and divisions are divided into
budget-funded and income-funded units. In 1992,
al clinical departments were of the former type,
and all medical and general service departments
(except one) were of the latter type. A preliminary
budget and estimated production targets are estab-
lished for each division or clinical department.
Budgets are defined for expenses and also for rev-
enues, when appropriate. Production targets are
expressed as the number of admitted patients, bed-
days, and outpatient visits. There is a trend toward
adding measures of more well-defined services
(production groups).

Capital Costs

Planning of investments and purchasing of equip-
ment is to be made through a central department
of the county council and the hospital. Every year
a plan of investments is established for the hospi-
tal. This document is based on the planning of the
individual hospital departments. The investment
plan, which is specified for each department, is
confirmed by the hospital director. Investments
decisions costing up to SEK100,000 may be made
by heads of department if the sum is within the
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current expenses budget (direct depreciationthe health care system may become more complex
Larger amounts are decided by the hospital direqand expensive), and it is important that those
tor. Rental contracts may be signed by the headsosts not outweigh the savings realized by in-
of departments unless the amount exceedsreased productivity in the delivery of services.
SEK100,000 and the duration is more than three High productivity in health care is not itself a
years. The limit of SEK100,000 does not apply tagoal. What is more important is to have “value for
heads of divisions. However, all rental contractamoney,” that is maximizing health benefits in
for buildings must be signed by the hospital manfelation to resources spent on health care. From a
agement. The hospital pays rent for buildings tdheoretical perspective, it would be more relevant
the central estate department of the county counn a market-oriented system to pay for results ob-
cil. The total sum was about SEK400 million in tained than for “products” of health care like hos-
1992. In that year, the rent was not allocated to theitalizations, days of care, and patient visits.
individual departments; however, there were inHowever, due to practical considerations, market
centives for heads of departments to reduce theystems are often to a large extent focused on the
need for building space. If building space was reprice of such intermediate products. It is also im-
duced, the department received compensatioportant to include quality of care incentives to im-
amounting to half of one year’s rent. Costs forprove the delivery of health care services.
construction or modification of existing facilities ~ The traditional health care budgeting system in
are included as operating expenses at the depafiweden has been successful in containing costs

mental level. over the last ten years. Under a more market-ori-
ented system, driven by what seems to be an un-
CONCLUSIONS limited demand for health care, it will be neces-

_ _ ~ sary to implement new restrictions on health care

The Swedish health care system is characterizqgilization to prevent a loss of overall cost control.
by ongoing organizational change. New models The decentralized structure of Swedish health
for funding hospitals are being applied within thecare creates opportunities to test new approaches
framework of the county council system. A com-tg health care organization on a limited scale, as
mon theme is the separation of the provision angiell as to adjust health care models to local condi-
financing of services both within hospitals andtions. This is an important advantage, as the
within county councils. There is considerableconditions for health care are rather different in a
variation in how the new principles for funding densely populated urban area like Stockholm
hospitals are being implemented. The diversity icompared to a sparsely populated county in north-
not surprising given the decentralized nature oérn Sweden. The nature of medical specialties also
the Swedish health care system. Variation is alswaries to a considerable extent (e.g., thoracic sur-
a consequence of the fact that many county courgery versus psychiatry), and allowances for these
cils are still in the process of defining or adjustingdifferences also are important.
new organizational models. It is still early to draw Demonstration projects may be valuable in
conclusions from the scant empirical evidencdearning how the new concepts of health care orga-
available about the effects of new funding modeldiization are working in practice in Sweden. Step-
for Swedish hospitals. by-step implementation of new concepts make it

Some policymakers see a considerable pote,possible to learn from experience and to make
tial for market mechanisms to improve Swedishnecessary adjustments in the evolving health care
health care. Traditional budget-based funding haSrganization.
been criticized for creating a rigid structure that
has prevented efficient use of resources. HoweveRDDENDUM
there may be hidden costs in the new market-drivsince this chapter was first drafted, two major
en mechanisms. For example, administration o€hanges have taken place that affect the health care
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system: a general decline in the Swedish economyweden the freedom of choice is extended to hos-
and a change in the political leadership of thepitals in neighboring county councils. However,
country. The Swedish GDP decreased by 5 pethere is a potential conflict between the patient’s
cent from 1991 to 1993 and unemployment has inehoice of health care provider and the cost con-
creased to high levels. These changes have put@inment and planning efforts at the county coun-
strain on national public finances and resulted irj level. It is not clear if patients’ freedom of
alarge national budget deficit. Decreased personghoice will be given priority over contracts estab-
earnings also affect county councils by reducingished between the purchasing organizations and
revenues from the county council_ income tax. Inpe providers in county councils.
fact, total county council expenditures have de- prjyate health insurance and private inpatient
creased in the period 1992 to 1994. care are still very small but expanding sectors of
The fall 1994 election brought a shift in power g\yedish health care. About 40,000 people (less
from a nonsocialist to asocial—democra_tic nationthan 0.5 percent of the population) had private
al government. The government committee (HSU,eith insurance in 1994, but the number of poli-
2000) mentioned earlier in this chapter receiveqjes has doubled since 1990 (11). Private institu-

new instructions from the government in DeceMsjons represented 4.5 percent of all Swedish hospi-
ber 1994. The committee is no longer conS|der|nga| beds for somatic short-term care in 1994, an

different options for financing and organizing jncrease of 60 percent since 1992.

health care, but instead is working on several spe-
cific issues within the existing county council sys-

tem. These issues include: measures to strengthBIEFERENCES

the position of patients in health services; projectq
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Hospital
Financing

United States

by Mary A. Laschober and James C. Vertree

ospitals are a basic element of America’s health care sys-

tem. U.S. hospitals adopt much of the state-of-the-art

medical technology, train most new physicians, and are

often the point of access to health care for the uninsured.
In 1991, hospitals were the single largest category of health
spending at 38 percent of national health expenditures (NHE), al-
though other services have increasingly accounted for a greater
share of health outlays (8). Hospital expenditures for acute care—
the focus of this chapter—equaled 33 percent of NHE in 1991
(table 8-1). Payments for hospital-based acute care rose by about
one and one-half times between 1981 and 1991, growing consis-
tently faster than general inflation and contributing substantially
to the overall increase in NHE during that period (8,15) (table
8-1). These trends and the substantial amount of money devoted
to acute care in the United States have focused cost containment
efforts on hospital expenses and payments.

Because of the greater focus on hospital costs in recent year:
and especially on inpatient services, acute inpatient hospital ex-
penditures have increased much more slowly than spending on
hospital outpatient care (8) (table 8-1). This trend has two main
causes. Changes in payment methods for inpatient services an
increased monitoring of inpatient care by public and private
payers have motivated hospitals to reduce costs through more |
careful screening of admissions, reductions in lengths of stay, and
closures of empty hospital beds. The other important cause for the

In the

decline in acute care inpatient expenditures as a share of total hos

pital outlays has been the displacement of inpatient care to outpa:
tient sites (15).

The organization of the hospital system in the United States is
unique and complicated. No other country has such a heteroge-
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TABLE 8-1: U.S. Hospital Expenditure

Hospital expenditures 1981 1991 Change (in percent)
Total hospital expenditures $119,6 $288.6 +141
Acute care hospital expenditures
(inpatient and outpatient care) $100.9 $249.4 + 147
Acute care hospital expenditures as of
share of NHE 35% 33 % -5.7
Acute inpatient hospital expenditures $87.5 $186.5 + 113
Acute outpatient hospital
expenditures $13.5 $63.0 + 367

SOURCE: S.W. Letsch, H.C. Lazenby, K.R. Levit, et al., “National Health Expenditures, 1991” Health Care Financing Review

14(2),1 -30, 1992.

neous collection of hospitals, payers, or payment
methods for hospital services (6). U.S. hospitals
can be classified as short-term (acute care) hospi-
tals, teaching hospitals, or long-term care institu-
tions; as public, private nonprofit, or private for-
profit; or designated by the main type of services
provided, such as general, specialty, or referra
services. Financing for hospital services comes
from a multitude of private insurers as well as the
joint federal-state Medicaid program, the federal
Medicare program, and out-of-pocket costs paid
by insured and uninsured people. The various
third-party insurers pay hospitals through an even
wider assortment of methods, including retro-
spective cost-based reimbursement, discounted
charges, and prospective payment based on diag-
nosis-related groups (DRGs) of cases or based on
groups of hospitals with similar costs (peer groups).

STRUCTURE OF THE HOSPITAL SECTOR

The dominant type of hospital in the United States
is the community hospital, of which there were
5,342 in 1991 (6) (table 8-2). Community hospi-
tals are nonfederal, short-term facilities serving

the general public, in which the majority of the
hospital’s patients are admitted to units where the
average length of stay islessthan 30 days. Com-
munity hospitals can be private nonprofit (3,175,
or almost 60 percent of all community hospitalsin
1991), private for-profit (738 in 1991), or owned
by state and local governments (1,429 in 1991) (6)
(table 8-2). Nonprofit hospitals are operated by or-
ganizations such as universities, churches, and
other charities, and they are exempt from taxes on
surplus revenues. For-profit hospitals are oper-
ated by individuals, partnerships, or corporations
and pay taxes on their surplus income. Public
community hospitals are owned and operated by
state or local governments, and they provide care
for large numbers of uninsured patients.

In addition to community hospitals, there are
hospitals owned and operated by the federal gov-
ernment (serving active military personnel, veter-
ans, and Native Americans), specialty long-term
hospitals (e.g., psychiatric, long-term care, reha-
bilitation), and teaching hospitals. Teaching hos-
pitals, which are more complex than community
hospitals, supply primary and tertiary care, pro-

TABLE 8-2: Community Hospital Stati

Number of Percentage of Percentage of Percentage of
Type of hospital hospitals all hospitals acute care beds admissions
Private nonprofit 3,175 59.4 71,0 73.9
Private for-profit 738 13,8 10,8 9.7
State and local government 1,429 26.8 18,2 16.4
Total community hospitals 5,342 100 100 100

SOURCES: J.K. Iglehart, “The American Health Care System, " The New England Journal of Medicine 329(5).372-376, 1993; American Hospital

Association, American Hospital Association Hospital Statistics, 1992-93
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vide clinical education, and conduct biomedicalnow limit the ability of physicians to hospitalize
research. There are a considerable number of “hyheir patients without prior approval by the pa-
brid” hospitals that combine features of communitient’s insurer except in emergency situations.
ty and teaching institutions (6). This review of physician decisions is an important

U.S. hospitals deliver a wide variety of ser-component of “managed care.”
vices. Some hospitals serve mainly as referral cen- U.S. doctors most often bill for hospital ser-
ters for the most highly specialized diagnostic andices on a fee-for-service basis. Physician reim-
treatment modalities; others mainly provide rou-bursement for hospital-based services are subject
tine acute care and few intensive care services. lonly to the limitations of fee schedules imposed
between are hospitals that provide an assortmebl each insurer. Only a very small number of phy-
of medical and technologically sophisticated sersicians are salaried employees of hospitals (typi-
vices. cally in academic medical centers). No reimburse-

Public and private hospitals can serve any pament differences exist for physicians working
tient and receive reimbursement from any payemprimarily in a hospital (e.g., anesthesiologists)
with the exception of certain population-basedand those working in the community, except that
hospitals, such as federal military and veteranshospital-based procedures have historically been
hospitals. Most acute care admissions (74 perceptore lucrative. Changes in payment—such as
in 1991) are to private nonprofit hospitals, whichMedicare’s relative value scale, which increased
contain almost three-quarters of the total acutgees for evaluation and management services and
care beds in community hospitals (table 8-2)reduced fees for surgeries and procedures—have
Community hospitals delivered 86 percent of allstarted to redress perceived inequalities in fees for
hospital care in 1991, a proportion that has redifferent services and incomes for different physi-
mained stable throughout the last decade (8). cian specialties.

Most hospital-based physician services in the

PHYSICIANS United States are not included in a hospital’s fi-
Physicians p|ay an important role in the work ofnancial planning. This has intensified the tension
all types of hospitals. The relationship betweerbetween physicians and hospitals as third-party
private-practice physicians and hospitals in théayers increasingly adopt prospective payment
United States contrasts with that of most Euromethods (e.g., case-based payment, capitation
pean countries. In general, European hospitals afglyment) that encourage hospitals to reduce ser-
staffed primarily by full-time, salaried specialists vices in general and expensive medical technolo-
who limit their practices to inpatient care for pa-gies in particular. For example, under Medicare’s
tients referred by office-based physicians. In conprospective hospital payment system, the fixed
trast, U.S. physicians are office-based; they napayments for particular patient diagnoses place
only provide outpatient ambulatory care but alsdospitals at greater financial risk for the clinical
follow their patients into hospitals to provide in- services provided by their medical staffs, motivat-
patient services. Hospitals in the United State#g hospitals to reduce the cost of inpatient ser-
typically operate according to the “open-staff” vices and lengths of stay. However, physicians,
model, under which physicians in the communitywho largely control these decisions, were left un-
are free to treat their patients in any number of diftouched by Medicare’s new hospital payment
ferent hospitals that grant them admitting privi-scheme and still frequently have incentives to pro-
leges. U.S. hospitals exist mainly as locations fovide more care (6).
physicians to provide inpatient services, with ac- Other factors also influence the relationship be-
cess to nursing and ancillary services. Relativelyween hospitals and physicians. One of these is
recent cost containment approaches adopted byospitals’ increasing competition for market
private payers, such as utilization review, oftenshare. To ensure a large base of referrals needed to
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maintain admission levels, hospitals actively
court physicians and their practices. This is espe-
cialy true for primary care physicians, who are in
limited supply in the United States and who in-
creasingly act as the “gatekeepers’ for hospital
services in private managed care organizations.
Competition among hospitals for these providers
has led to a variety of financial arrangements with
physicians, including joint ventures and income
guarantees. Hospitals sometimes purchase physi-
cian practices outright, put clinicians on salary,
and manage the administration of the practices, in
order to recruit and retain needed providers.

HOSPITAL OPERATING COSTS'

OFinancing Model

There is no uniform payment system or rates for
hospitals in the United States. Although Medicare
pays al hospitals using a common rate-setting
methodology (with different hospitals receiving
different rates), Medicaid rates and payment
methods are determined by individual states, and
private insurance companies and managed care
plans are free to set their own hospital rates and
payment arrangements within the constraints es-
tablished by antitrust laws. Maryland is the only
state that has retained an all-payer, prospective
rate-setting system for hospital care, under which
services are paid for by multiple third-party payers
but all payers must adopt the same methods and
hospital-specific rates. A few states have less
comprehensive forms of rate-setting systems.
The plethora of payers and payment methods
creates considerable complexity for U.S. hospi-
tals. Hospitals must design intricate administra-
tive mechanisms to track services eligible for re-
imbursement for different patients, the amount of
money that a hospital will receive for those ser-
vices, and the method of payment for each pa

tient's care. This complexity imposes high admin-
istrative costs on the U.S. system as a whole,
including its hospitals, and creates opportunities
for cost shifting among payers and services (17).

Medicare
Because Medicare’'s payments to hospitals ac-
count for a substantial share of their revenues
(about 25 percent in 1991), its payment system
and rates have alarge impact on hospitals' finan-
cial condition. When Medicare was first estab-
lished in 1965, mainly to pay for health care for the
elderly population, hospitals were reimbursed for
inpatient services on the basis of “reasonable cost”
plus 2 percent. (By definition, these costs in-
cluded both patient-related direct costs and indi-
rect costs.) Essentially, once costs were estab-
lished by Medicare’'s intermediaries, hospitals
billed Medicare for whatever services they pro-
vided. In response to concerns about rising Medi-
care expenditures—Medicare spending for inpa-
tient hospital services rose between 12 and 20
percent yearly during the early 1980s—between
1972 and 1983 a number of constraints were
introduced to control Medicare's hospital outlays
(15). These included changing Medicare's pay-
ment method for hospital services away from ret-
rospective payments to a prospective payment
schedule with hospital rates set in advance (10).
Beginning in 1983, Medicare implemented the
hospital prospective payment system (PPS). This
system changed the basis of Medicare's payments
for inpatient hospital care from retrospective costs
to a prospective fixed rate per discharge. Under
PPS the basis of payment for each hospital dis-
charge is the national standardized payment
amount, which represents the average payment for
the typical Medicare case. Cases are categorized
by diagnosis-related groups (DRGS), which are
groups of medically similar cases that require
comparable resource use by hospitals. Each DRG

1 Hospital operating expenses are the costs that a hospital incurs for itS day-to-day operation, such as staff salaries, €lectricity bills, and medi-

ca supplies. They also include depreciation expenses (i.e., costs that represent capital equipment’s fall in value, which in turn represents at least
part of the cost of replacing the equipment) and interest expenses (i.e., the costs of borrowed funds) which are related to previous capital invest-

ments.
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is assigned a weight based on its cost relative to
the national average cost for all cases. Relative
DRG weights reflect the relative rates that Medi-
care pays for patients' admissions for each DRG
case. Basic DRG payments are adjusted so that
they reflect the hospital’s location (i.e., large ur-
ban, other urban, or rural) and local wage rates as
well as the mix of the hospital’s Medicare cases.
Payments are also adjusted for cases with unusu-
aly long stays or extraordinarily high costs, for
hospitals that operate graduate medical education
programs, and for hospitals that serve a dispropor-
tionate share of patients with low incomes (15).
Charges for outpatient services are not included in
the DRG payment.

PPS is intended to lower Medicare’ s inpatient
hospital expenditures by giving financial incen-
tives to hospitals to improve efficiency in provid-
ing inpatient services, including reducing lengths
of stays and the quantity and cost of services pro-
vided during hospital stays. Hospitals that provide
care for apatient at less cost than the prospective
DRG rate are alowed to keep the surplus, whereas
those whose costs exceed the rate must bear the
loss. Medicare's increased emphasis on utilization
review and the implementation of Peer Review
Organizations have also encouraged doctors and
hospitals to reduce hospital costs (15).

Some hoped that PPS would promote more em-
phasis on cost-saving (as opposed to cost-increas-
ing) technologies, although this does not seem to
have taken place (10). According to the Congres-
sional Prospective Payment Assessment Com-
mission (ProPAC), which oversees Medicare's
prospective rate system, Medicare expenditures
for inpatient care have continued to climb despite
its cost containment efforts, mainly because of
technological innovations that have changed the
types of services provided and thus increased the
cost of complex cases (15).

During its first year PPS led to pronounced de-
creases in the average length of stay for Medicare
patients as well as declines in admissions, short-
stay hospital beds, and occupancy rates (9). After
PPS was introduced, the rate of growth in Medi-
care’'s hospital expenditures declined substantial-
ly from previous annual spending increases (10).

However, because hospita costs for Medicare pa-
tients have grown faster than Medicare's payment
updates, hospitals Medicare operating margins
(the difference between Medicare payments and
Medicare-allowed inpatient operating costs) have
steadily declined (10). (Because of the diversity in
DRG payments, individual hospital experiences
vary from the average.)

PPS's savings maybe less than indicated if one
observes only changes in hospital inpatient ser-
vices and spending. PPS is often cited as one rea-
son for the accelerated shift of treatment from
inpatient settings to hospital outpatient sites, free-
standing outpatient centers, and physicians' of-
fices (10). Medicare's expenditures for post-acute
care services, for home health care, and for Medi-
care's part B program have risen markedly over
the past decade (15). Payments for outpatient hos-
pital services constitute an increasing percentage
of the revenue that hospitals receive from Medi-
care, which still pays for the mgjority of outpatient
services based on their costs. In response to these
trends, in 1986 Congress first directed the Health
Care Financing Administration (HCFA; the
agency that administers Medicare) to propose a
prospective payment system for outpatient ser-
vices and provided a list of requirements for the
system to meet. Developing a viable method
turned out to be much more difficult than design-
ing the DRG system for inpatient care, and only
now, in 1995, is the proposal finished and ready to
make its way through a review process. Imple-
mentation of an outpatient PPS may still be years
off (13).

Medicaid

Medicaid is the second-largest public payer, tar-
geting low-income families, poor elderly, and the
blind and disabled populations. HCFA’'s Medicaid
Bureau oversees state administration of individu-
a Medicaid programs. The federal government
defines certain guidelines that states must meet to
receive federal funding, but states are free to de-
velop their own Medicaid programs within these
guidelines. The guidelines include restrictions on
provider reimbursement methods and rates, which
must be consistent with efficiency, economy, and
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qua lity of care, and they must be sufficient to at-
tract adequate numbers of providers by geograph-
ic region and ensure that Medicaid beneficiaries
have access to care (providers are not required to
serve Medicaid patients). Payment amounts are
supposed to be set such that Medicaid beneficia-
ries have access to care equal to that of the general
population.

In the 1970s and early 1980s, many private and
public health insurers (including most Medicaid
programs) paid hospitals on a cost-reimbursement
basis. This payment method, under which hospi-
tals passed on the costs of providing services to
third-party payers, encouraged the provision of
more, and more costly, services. Public insurers
were the first to implement major payment re-
forms during the 1980s to overcome these nega-
tive incentives for cost containment. Before 1980,
Medicaid programs were required to use the same
methods as Medicare in paying for inpatient hos-
pital services. Legislative changes in 1980 and
1981 alowed states to develop their own payment
arrangements with hospitals. States have made
use of the legidation to adopt a wide variety of re-
imbursement mechanisms. In general, there are
two major payment types, as described below:

Retrospective Payment

Within this type, payment levels are based on the
actual costs of care incurred by the provider. Re-
imbursement is therefore determined after ser-
vices are rendered, based on the exact number and
cost of services delivered. Retrospective or cost-
based payment usually takes into account depreci-
ation of capital and equipment costs by distribut-
ing them as a percentage of the charge for each
service.

Prospective Payment

With this type, rates of reimbursement are set in
advance of the time period to which they apply.
Prospective rates, regardless of how they are de-
termined, may be paid according to various units,
such as per service, per month, per day, per dis-
charge, or per episode of illness for each patient
served. Rates may or may not include capital costs

and often leave the provider with the risk that costs
will exceed payments. Conversely, providers who
keep costs down may be able to collect payments
in excess of their actual costs.

Many states have also introduced prospective
limits or caps on retrospective spending to encour-
age cost-consciousness. Hospitals are given a pre-
determined limit on spending for a particular peri-
od, and Medicaid will retrospectively reimburse
hospital charges up to this limit. All charges above
the limit become the hospital’s liability. The
state's aggregate Medicaid expenditures are there-
fore limited to the lesser of the prospective spend-
ing limit and hospitals actual costs of treating
Medicaid patients.

States have three general methods for deter-
mining either prospective limits or prospective
rates:

- Trending. A rate or limit is established for the
base year using historical cost-based data. For
future years the base rate is trended forward us-
ing a projection of costs to reflect inflation.
Rates and limits may be specific to each indi-
vidual hospital or statewide.

. Peer Groups. Hospitals are statistically
grouped into peer groups based on the similari-
ty of their costs to the costs of other hospitals
in their group. Peer groups may be determined
by populations served, number of beds, size
and type of hospital, geographic location,
teaching facilities, state or private ownership,
or special services provided. The peer group’s
average costs are used to determine reasonable
rates or limits for each hospital in that group.
Hospitals that exceed the group’s average costs
are reimbursed only for the average limit or
rate; hospitals with lower-than-average costs
receive full reimbursement.

- Negotiation or Selective Contracting. A com-
petitive bidding or negotiation process is used
to select Medicaid providers. The bidding or
negotiation process establishes the payment
rates for each individual hospital. Medicaid
beneficiaries are then restricted to receiving
services from facilities that have contracts with
Medicaid.
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Several states are also reforming their Medic- The changes in Medicaid programs and pay-
aid programs by enrolling Medicaid participantsment methods affect how hospitals are paid and
in managed care plans ranging from health mairthe amount of Medicaid expenditures. From 1985
tenance organizations (HMOs) to primary-careto 1993, Medicaid benefit payments tripled (15).
case management systefileven states enacted Much of this growth is attributable to rising en-
major new Medicaid managed care initiatives inrollment, expanded coverage to additional popu-
1993 as a way to contain costs, broaden coveradgtions, and improvement in payments to hospi-
to uninsured people, and improve access and ditals that serve a disproportionate share of
ease prevention (7). The most dramatic of the stalew-income people. Because of these confound-
measures was Florida’s mandate that establishedrg effects and the relatively recent adoption of al-
minimum enroliment level of Medicaid recipients ternative Medicaid payment methods and man-
in all state-licensed HMOs. Other state measuregded care requirements, itis difficult to discern the
directed the development and implementation ogffects on Medicaid hospital expenditures of dif-
Medicaid managed care systems or authorizefgrent states’ policies for Medicaid cost contain-
Medicaid managed care demonstration projectdnent.

Oregon, for example, is implementing a contro-

versial program that eliminates coverage for cerprijvate Sector

tain services deemed to be of lower priority to gen©ne of the most dramatic changes in private health
erate savings for expanding coverage to everyongare and health insurance markets during the past
who is uninsured and whose income is at or belowlecade has been the rapid increase in managed
100 percent of the federal poverty level. In addi-care organizations (MCOs) and the continuing va-
tion, all recipients are required to enroll in someriety of organizational forms adopted by MCOs.
form of managed care arrangement. Eight otheMCOs include HMOs, preferred provider orga-
states enacted laws in 1993 that addressed existingzations (PPOs), and other more recent forms of
Medicaid managed care programs (7). Medicaidntegrated service networks that combine insur-
managed care enrollment more than doubled bence functions with the delivery of a complete
tween 1987 and 1992, to 12 percent of the Mediceontinuum of inpatient, ambulatory, and post-
aid population (15). acute care services. In contrast to traditional insur-

Medicaid managed care programs are still imance plans, which allowed members to choose any
their infancy. As yet there is no clear evidencehospital at which their doctor had admitting privi-
whether these programs have actually extendeeéges, MCOs often limit member choice to specif-
coverage to a broader population; whether current hospitals even for urgent care. If MCO members
and new beneficiaries have better access to arsek care from providers outside their plan, they
guality of care; whether provider capitation ratesoften must bear a larger share of the cost of that
(per person payments) are sufficient to ensure acare. Even most traditional fee-for-service plans
cess, quality, and provider participation in the prohow use some of the managed care tools (e.qg., uti-
grams; or whether managed care networks anlization review, pre-admission certification to use
tools (e.g., provider networks, gatekeeper sysservices, primary care referral requirements) to
tems, utilization review programs) in some statesontrol health care costs.
are adequate to meet the challenges of serving the The joining of groups of providers and insur-
Medicaid and uninsured populations. ance companies into integrated health plans has

2 Health maintenance organizations provide a comprehensive set of health services in exchange for a predetermined payment per enrollee.
Fee-for-service reimbursement is retained under case management systems, but recipients must obtain prior approval for services from a physi-
cian, who receives an additional fee to monitor individuals’ service usage.
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been in part a reaction to increased cost contain-
ment pressure from individual employers and
large employer purchasing cooperatives. In re-
sponse to rising health insurance costs, more large
employers have also chosen to self-insure, which
allows them to avoid state benefit mandates and
premium taxes and reduce their premiums by as-
suming financial risk themselves (15).

The substantial changes in health care markets
have in turn altered the way in which private insur-
ers and health plans interact with and pay hospi-
tals. For example, HMOs either have their own
hospitals or contract with specific hospitals. Many
MCOs have been successful in negotiating favor-
able contract terms with hospitals, including dis-
counts from the standard billed charge, fixed pay-
ment per admission, and per diem hospital rates
(fixed payments per day of hospital care pro-
vided). HMOs and other managed care plans as
well as traditional private insurance companies
also use nonfinancial methods to control inpatient
utilization, including prior authorization and sec-
ond opinions, concurrent review and discharge
planning for hospitalized members, case manage-
ment services, and programs aimed at identifying
physicians with patterns of unnecessarily high use
of inpatient services.

[OSources of Funding

The largest payer of hospital costs remains private
insurance, which paid over 35 percent of hospi-
tals' operating revenues in 1991 (8) (table 8-3). At

the end of 1985, over 1,000 private insurance
companies were writing individual or group plans
(4). Private insurance, which covers most inpa-
tient and outpatient hospital care and physician
services, has historically been linked to employ-
ment. Almost 60 percent of the U.S. population
receives health insurance through employers, al-
though employers are not required to provide in-
surance coverage (15).

Private policies often place upper limits on the
amount of benefits available per day or per illness.
Individual deductibles, co-insurance, and copay-
ments are now considered standard, although
most plans place a maximum limit on patients
annual out-of-pocket expenses. Many employers
who provide coverage are trying to limit their
costs by changing the types of plans offered, in-
creasing employees’ share of premium payments,
raising copayments and deductibles, or dropping
benefits atogether. As a result, individual out-of-
pocket spending for all health services has in-
creased in recent years. Employers are also in-
creasingly offering managed care plans in
addition to or instead of traditional fee-for-service
insurance coverage (15).

Health insurance benefits increasingly con-
sume a larger proportion of employee compensa-
tion in relation to wages (18). Consequently, the
number of employed persons covered by volun-
tary employer/employee-funded private insur-
ance has been shrinking. By 1993, the proportion
of the population covered by employer plans and

TABLE 8-3: Sources of Hospital Operating Funds

Hospital operating revenues in 1991

Population covered in 1993

Source of funds (in percent) (in percent)
Private insurance 35.2 64.5
Medicare 25.4 12,8
Medicaid 15,0 8.1
Other government funds 15,9 NA
Miscellaneous funds 5.1 NA
Out-of-pocket 34 NA

NA= Not applicable

SOURCES. SW. Letsch, H.C. Lazenby, K.R. Levit, et al., “National Health Expenditures, 1991" Health Care Financing Review 14(2) 1-30, 1992, Pro-
spective Payment Assessment Commission, Medicare and the American Health Care System Report to the Congress (Washington DC: ProPAC,

June 1994)
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individually purchased insurance had declined to
58.5 and 6 percent, respectively, down from 66.3
and 6.9 percent in 1980 (15).

The second-largest source of hospital fundsis
the federal Medicare program, which is financed
mainly through a payroll tax on employers and
employees. In 1993, Medicare covered approxi-
mately 12.8 percent of the population (15) and
paid over one-fourth of aggregate hospital operat-
ing revenues in 1991 (9) (table 8-3). Individuals
over the age of 65, some people with disahilities,
and people with end-stage renal disease are ligi-
ble to participate in the Medicare program. Eligi-
ble persons are enrolled at no chargein Medicare
part A, which covers inpatient acute care, recov-
ery in a skilled nursing facility following hospital-
ization, limited home health visits, and hospice
care (10). Medicare patients pay deductibles and
copayments, although many beneficiaries pur-
chase private “Medigap” policies to cover their
share of costs and uncovered services, such as out-
patient prescription drugs and some skilled nurs-
ing care. Part A accounts for about 66 percent of
total Medicare payments. Medicare part B pro-
vides coverage for physician and outpatient ser-
vices, for which beneficiaries pay a share of the
premium (25 percent of total outlays). There is no
limit on the amount of cost sharing for which
beneficiaries are theoretically liable (10).

The third magjor source of hospital revenuesis
the Medicaid program, which pays hospital ex-
penses for many low-income and disabled people.
Medicaid enrolled 8.1 percent of the population in
1993 (15) and accounted for 15 percent of spend-
ing on hospital services in 1991 (8) (table 8-3).
Medicaid is a joint state-federal program financed
from general tax revenues. Each state sets its own
eligibility and coverage standards within guide-
lines established by the federal government. The
federal government provides each state with funds
that range from 50 percent to 83 percent of the
state's total Medicaid expenditures. Both the size
of state programs and the restrictiveness of their
eligibility policies vary. Some states require bene-
ficiary cost sharing.

The share of hospital care financed by consum-
ers out of pocket has been gradually declining

over the past three decades (6). Patients directly
paid 3.4 percent of 1991 hospital operating reve-
nues. Hospitals generate additional revenues
through investments and private philanthropy and
by operating cafeterias, parking lots, and gift
shops. These miscellaneous funding sources
amounted to 5.1 percent of hospital operating rev-
enuesin 1991 (8) (table 8-3).

Because approximately 37 million people were
not covered by any form of third-party insurance
in 1993—representing 14.7 percent of the U.S.
population (15)—hospital charges to insured
people partialy pay for the “bad debts’ of those
who cannot pay for their own care. In addition,
public insurers appear to pay less than the actual
hospital costs of their beneficiaries. In 1991,
Medicare paid on average 88 percent of hospitals
actual costs of treating Medicare patients, and
Medicaid paid 82 percent for their beneficiaries
(6). Despite the growth in aggregate hospital
costs, below-cost payments from Medicare and
Medicaid, and losses from uncompensated care,
hospitals have sustained their aggregate total mar-
gins (the difference between total revenues and to-
tal expenses as a percentage of revenues) by in-
creasing income from other sources, particularly
through higher payments from some privately in-
sured patients (15). In 1991, private insurers paid
an estimated 130 percent of the actual hospital
costs for their insured patients (6).

OAllocation of Operating Funds

Labor accounts for just over half (54 percent in
1993) of hospital expenses, making it a natural tar-
get for cost containment efforts. Nonlabor ex-
penses (including pharmaceuticals, food, energy,
mal practice insurance, and surgical and medical
instruments) other than capital-rel ated costs were
responsible for 38 percent(6), and capital depreci-
ation and interest expenses constituted about 8
percent of aggregate hospital costs (15) (figure
8-1).

Largely in response to Medicare' s PPS, estab-
lished in 1983, hospital staffs declined and wage
growth slowed dramatically from 1983 through
1985 (15). Beginning in 1985, however, hospita

l
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FIGURE 8-1: Allocation of Hospital Operating
Expenses, 1993
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SOURCES:J.K. Iglehart, “The American Health Care System,” The New
England Journal of Medicine 329(5):372-376, 1993; Prospective Pay-
ment Assessment Commission, Medicare and the American Health
Care System. Report to the Congress (Washington DC: ProPAC, June
1994).

employment again climbed steadily, with the
number of full-time-equivalent employees in-
creasing from 3 million to 3.5 million between
1981 and 1991 (6,15). According to Iglehart (6),
more staff was required to care for sicker patients
admitted for inpatient care and to handle the in-
crease in outpatient business. Preliminary data in-
dicate, however, that hospitals were more conser-
vative in their hiring in 1992 and 1993 (15).

[JOperating Expenditures

Spending for acute care hospitals (both inpatient
and outpatient care) totaled $268.9 hillion in
1991, constituting a 12.1 percent growth over
1990 levels. Unusually large increasesin Medic-
aid payments to hospitals of almost 50 percent ac-
counted for much of the growth. In 1991, commu-
nity hospital expenditures accounted for 33
percent of national health expenditures and 4.4
percent of the U.S. gross domestic product (8).
The rate of growth in inflation-adjusted total
and inpatient hospital expenditures slowed signif-

icantly during the mid- 1980s, but outpatient ex-
penditures continued to rise at a high rate through-
out that period. In addition to rapid growth of
private managed care systems, changes such as
Medicare's adoption of PPS, Medicare's and
Medicaid's liberalization of coverage rules for
nursing home and home health services, greater
utilization review of inpatient procedures, and
emerging forms of technology that favor the out-
patient setting have fostered a strong shift in ser-
vices from inpatient acute care settings to less ex-
pensive outpatient care sites (15). (Outpatient
sites include outpatient care provided in hospitals,
doctors' offices, freestanding health care centers,
and nursing homes and home care.) In 1984 only
half of al community hospitals had outpatient de-
partments; by 1991 that proportion had risen to 87
percent (6). In 1981 only 16 percent of surgical op-
erations were performed in an outpatient setting,
but that figure had risen to 52 percent a decade lat-
er (6). Payments for nursing facilities, home
health agencies, and physicians services in-
creased at higher rates than did payments for inpa-
tient hospital care (15).

According to ProPAC, substitution of outpa-
tient services for inpatient services is not the only
reason for the growth in outpatient expenditures
(15). Some of the increase is due to greater patient
demand for new technologies that have made out-
patient procedures less costly, less time consum-
ing, and lessinvasive for patients.

HOSPITAL CAPITAL COSTS

[JRelationship of Capital and Operating

costs

Operating and capital expenses have a direct
relationship in U.S. hospital financing. Capital
depreciation amounts and interest expenses are
frequently reimbursed by third-party payers
through their payments for hospital services, al-
though that arrangement is changing. Additional-
ly, even though capital represents in the aggregate
less than 10 percent of total U.S. hospital costs,
capital expenditures may generate additional op-
erating costs. For instance, when a hospital de-



Chapter 8 Hospital Financing in the United States 145

cides to expand its capacity by opening new beds
or a new specialty unit, it must often employ more
people to staff those beds. The full long-term ef-
fect of U.S. hospital capital investments on oper-
ating expenses is not completely understood (2).

OCapital Financing Model

As with hospital operating costs, there is no single
financing mechanism for hospital capital invest-
ments. All U.S. third-party payers contribute in
varying proportions to the cost of hospital capital
spending. Under cost-based reimbursement, capi-
tal expenses for property, plant, and equipment are
passed through to patient charges by including in
the billed amount both capital depreciation
amounts and interest expense on debt. However,
cost-based reimbursement is increasingly being
phased out as a method for paying hospitals. Pro-
spective payment methods, which are growing,
restrict the ability of hospitals to fund unlimited
capital purchases; for the most part, these limita-
tions are only now beginning to be felt by hospi-
tals.

When Medicare adopted PPS, capital costs
were excluded from the formula, retaining their
pass-through status. Until 1992, Medicare reim-
bursed hospitals for the “reasonable” cost of new
medical equipment by allowing them to bill for
depreciation, interest payments, and lease or rent-
al expenses. Medicare’ s share of hospital capital
costs was determined by its share of inpatient
days. For instance, Medicare paid half of a
100-bed hospital’s reasonable capital costs even if
only two beds were occupied all year, aslong as
one of those beds was occupied by a Medicare pa-
tient (5). That payment arrangement essentially
provided afederal subsidy for acquisition of new
equipment and encouraged hospitals to substitute
capital equipment for operating expenses such as
labor. Policymakers also feared that Medicare's
capital reimbursement method paid for excess in-
patient capacity and discouraged hospitals from
decreasing unused beds (5).

To phase in their inclusion in DRG payment
calculations, the proportion of new capital costs
that could be directly passed through charges de-

creased over several years prior to 1992. Begin-
ning in 1992, Congress established a new method
of paying for capital costs through Medicare (to be
phased in over a 10-year period) that added a fixed
capital cost payment to each DRG payment. Hos-
pitals that spend more on capital investments no
longer receive higher payments from Medicare to
cover these capital costs; thus, a financial incen-
tive to introduce expensive technologies that do
not reduce longer term hospital costs has been re
moved (14). Other payers may increasingly re-
strict the amount of capital spending that they will
reimburse under prospective payment methods.

Determining Capital Requirements

Each hospital in the United States determines its
own capital needs (within regulatory confines)
through a capital budgeting process. Capita
budgeting is ongoing and linked to the strategic
planning of an institution, but it is usually not
summarized separately in the hospital’s annua
budget. Each hospital carefully analyzes the costs
and benefits of acapital project, choosing among
competing demands. Expenditures for replace
ment capital usually do not undergo a lengthy de-
cisionmaking process, as they are often viewed as
essential for continuing operations.

Medical staff demands for capital are aunique
problem for U.S. hospitals. Because physicians
are typically not employees of any one hospital,
they are free to treat their patients at whichever
hospital offers the best facilities. Administrators
face pressure from staff physicians to invest in
new technologies and hospital bed capacity. Al-
though physicians strongly influence a hospital’s
profitability, they generally do not have a long-
term financial interest in the hospital itself. Corn--
petition for physicians has encouraged hospitals
to purchase expensive medical technologies, fur-
ther driving up health care costs in the United
States.

Thereis no collective planning process for the
allocation of capital among or within hospitals.
Few state governments exert direct control over
the capital decisionmaking process, although rate
setting by states and other payers may limit the
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profitability of hospitals, which in turn affects the have affected some technologies. For example,
amount of retained earnings available to fund cap€ON programs have been credited with slowing
ital projects. In the past, cost-based reimbursethe purchase of magnetic resonance imagers
ment payment encouraged capital spending b§MRIs) in hospitals but not the total number of
mitigating the risks involved with hospital in- MRI facilities. In New York state, regulatory poli-
debtedness. However, prospective payment hases related to cardiac surgery facilities may have
increased those risks, as hospitals may have raduced inappropriate procedures (16).
more difficult time recovering capital costs One problem with the state CON programs is
through charges to patients. that the agencies that approved CON applications
There are currently no fixed guidelines govern-did not control the actual allocation of capital
ing the purchase of capital equipment in privatelyfunds and thus lacked the proper incentives to take
owned hospitals. Many public hospitals are subaccount of the aggregate amount of expenditures
ject to governmental contracting procedures thaapproved when considering new applications.
require competitive bids for the provision of prod-Many of the programs were highly political and
ucts or services. Public hospitals are usually alsubjectto manipulation by special interests. In ad-
lowed to raise private funds for capital purchaseslition, CON laws applied to purchases of hospital
through bond issues, although often an indeperequipment but did not apply to medical technolo-
dent authority is created to raise and administegies in outpatient settings. Because of the relative
such funds. Public and private hospitals indepenneffectiveness of the CON process and the elimi-
dently purchase and use capital equipment but aretion of federal funding in 1986, many states
free to arrange shared purchase agreements. abandoned or substantially weakened the process,
The most prominent attempt by the federalalthough about 30 states have continued without
government to control the introduction, diffusion, federal support (15,18).
and allocation of hospital capital is generally per-
ceived to have failed its mission. In 1974 Con-Sources of Capital Funds
gress passed the National Health Planning and Rerdividual hospitals determine their need for
sources Development Act, which required eachiunds and desired method of funding capital with-
state to establish a mechanism for reviewing anth the confines of current reimbursement methods
approving hospital purchases of expensiveand the law. Once a hospital has identified a need
technologies and other capital expendituresor capital, it must seek financing from retained
through a certificate-of-need (CON) process as aarnings, from charitable contributions, or
condition for obtaining federal money. Statesthrough borrowing in private financial markets. In
were directed to design health planning programthe U.S. hospital industry, approximately 50 per-
that created comprehensive, areawide health plaent of assets are financed through equity and 50
and to establish CON programs to review and apsercent through debt. Equity capital is generated
prove capital expenditures. Some states, such a&ther through the retention of the hospital’s prof-
California, had very permissive CON programs:;its or through charitable contributions. Long-term
others established rigorous limits within their debt financing is available from at least four major
states and, in some cases (e.g., New York), statesurces: tax-exempt revenue bonds, Federal
combined the CON program with hospital rateHousing Administration insured mortgages, pub-
regulation. lic taxable bonds, and conventional mortgage fi-
The perception is widespread that CON lawshancing.
failed to control health care costs and were usually A large influence on capital spending is the
ineffective in promoting the rational introduction availability of funds, either through excess reve-
and use of new technology. CON efforts to controhues or from investors. To obtain debt financing,
the supply of acute care beds may have been mohespitals must maintain a certain level of financial
successful, and more stringent programs maperformance as measured by various ratios of as-
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sets to liabilities or income to expenses. Investors
often specify the required levels for these ratios in
covenants that are included in the bond contract.
Some types of funding also require the creation of
fund balances in escrow accounts to be held by the
bond trustee, usually equal to at least one year’s
worth of principal and interest payments.

The sources of payment for capital funds for
hospitals are roughly proportional to those of op-
erating expenses, as charges for hospital services
incorporate costs for interest and depreciation.
The exception is that many nonprofit hospitals
seek philanthropic donations to support capital
improvements. In 1991, private philanthropic
donations accounted for only 4.9 percent of capi-
tal expenditures, however.

OCapital Expenditures

Estimates by the Health Care Financial Manage-
ment Association place capital spending at 10 per-
cent of U.S. hospital expenditures annually. In
1991, approximately $27 billion was devoted to
capital spending, including both plant and equip-
ment. Between 1985 and 1989, inflation-adjusted
capital expenditures increased greatly (3). The
value of real fixed capital in hospitals grew 6.9
percent per year from 1976 to 1987, compared to
only 3.5 percent yearly for the gross stock of fixed
private, nonresidential capital for the U.S. econo-
my as a whole (12).*From 1980 to 1987, capital

TABLE 8-4: Selected Characteristics of Community Hospitals, 1981 and 1991

costs grew substantially faster than operating
costs, thus contributing more to total hospital
costs (12). Since 1987 the ratio of capital coststo
total hospital costs has declined dlightly.

HOSPITAL INDICATORS AND TRENDS

Reflecting continued pressures to reduce inpatient
costs, inpatient admission rates, procedures, and
lengths of stay declined over the most recent dec-
ade, as did the number of community hospitals
and patient beds (6,18). According to the Ameri-
can Hospital Association, the total number of in-
patient days fell between 1981 and 1991 as annual
admissions to community hospitals dropped from
36.4 million to 31.1 million and the average
length of stay declined from 7.6 daysto 7.2 days
(6) (table 8-4). In response to the decreased use of
inpatient beds, between 1980 and 1992 approxi-
mately 8 percent (642) of community hospitals
were either closed or acquired by other hospitals
(6). The number of beds staffed for use in U.S.
hospital s subsequently fell from 988,000 in 1980
to 933,000 in 1990, a 6.2 percent decline (18).
Nevertheless, the reduction in the number of hos-
pitals and hospital beds did not keep pace with the
fall in the use of inpatient services. Thus, hospital
occupancy rates decreased from an average of 76
percent of bedsfilled in 1980 to 61 percent in 1993
(15).

Characteristic 1981 1991 Change (in percent)
Number of hospitals 5,813 5,342 -8.1
Number of beds (thousands) 1,003 924 -7.9
Admissions (millions) 36.4 311 -14,7
Average length of stay (days) 7.6 7,2 -6.1
Inpatient days (millions) 278.4 222.9 -20.0
Occupancy rate (%) 76.0 66.1 -13,1
FTE employees (millions) 3.0 3.5 +16,7

SOURCE: J.K. Iglehart, “The American Health Care System,” The New England Journal of Medicine 329(5):372-376, 1993.

3 Fixed real capital is buildings, machinery, and equipment; it excludes land, working capital, and goodwill. Grossstock isthe value Of fixed

real capital; net stock would subtract accumulated depreciation.
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In a reversal of earlier trends, the growth rate ofstrative costs above those of many other countries
inpatient and aggregate hospital expenditures b¢17) and makes it difficult to efficiently allocate
gan to climb after 1987. ProPAC asserts that thiand use hospital resources, such as expensive
acceleration is explained in part by the greater inmedical technologies. The variety of payers also
tensity of services resulting from the complexitymakes cost shifting among payers possible, blunt-
of inpatient cases combined with the introductionng incentives for hospitals to contain costs and in-
of new technologies to treat such cases. The posgirease efficiency.
bilities for cost shifting among payers, which has Increasing and high hospital expenditures, like
allowed hospitals to avoid any serious reductiorall sectors of health care, combined with the large
in costs, is also responsible for the return to highesind increasing number of uninsured people, led
growth rates, according to ProPAC (15). President Clinton and Congress to consider major

The most recent data show a somewhat imreform of the health care system in the past con-
proved picture. According to data from the Ameri-gressional session. Although this consideration
can Hospital Association’s National Hospital did not focus explicitly on constraining hospital
Panel Survey, inflation-adjusted costs per adeosts and expenditures, proposed changes to the
justed hospital admissiéuleclined from a 5 per- entire health care system undoubtedly would have
cent growth rate in 1992 to 1.8 percent in 1993 ffected hospitals. The two main goals of most
(15). It is not yet clear, however, whether this acongressional proposals were to control growth in
short- or long-term phenomenon, as hospital costgtal health expenditures and to provide universal
often vary widely from year to year (15). The dropcoverage, or at least broader insurance coverage to
might be due to public and private payers’ effortshe population.
to contain costs or to transitory effects from the in- - Although Congress ultimately did not pass any
tense health reform debate that took place in 1994ealth reform legislation, the two basic strategies
Moreover, U.S. hospital costs per admission ar@nder consideration tended to lie at opposite ends
still higher than in most other industrialized coun-of the spectrum. One set of strategies was market

tries (18). oriented, with the major strategy being termed
“managed competition.” Managed competition is
FUTURE DIRECTIONS a concept that describes an environment in which

The U.S. hospital system has myriad owners, misa “sponsor” (e.g., employer, government entity,
sions for care, third-party insurers, and paymenpurchasing cooperative), acting on behalf of a
methods for both hospital operating and capitalarge group of subscribers, purchases health ser-
expenses. On the positive side, such diversity hadces from networks of providers that compete for
allowed for an enormous amount of experimentamembers on the basis of price and quality. In re-
tion by the federal government, as evidenced bgponse to greater price competition, health plans
the use of DRGs to pay for inpatient care; by stater provider networks could be expected to reduce
governments, as evidenced by the wide variety dfiealth care costs by using the tools of managed
methods used to reimburse hospitals for Medicaidare. Other components of managed competition
patients; and by the private sector, as evidenced proposals included limitations on employer con-
the growth and variety of managed care organizdributions to the cost of low-priced plans, standard
tions. On the negative side, the complexity andenefit packages, community rating with open en-
lack of uniformity probably raises hospital admin-roliment and limited underwriting and exclusions

4 Adjusted admissions are a measure of total patient care activity undertaken in a hospital, both inpatient and outpatient care. Adjusted ad-
missions are equivalent to the sum of inpatient admissions and an estimate of the volume of outpatient services. This estimate is calculated by
multiplying outpatient visits by the ratio of outpatient charges per visit to inpatient charges per admission (15).
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for insurance, “report cards” on health plan qualiin 1993, 46 states passed some form of “small
ty, and limits on the tax deductibility of premium market” reform that included guaranteed issuance
contributions. Other market-oriented proposalsor renewal of insurance policies, community rat-
included health vouchers, tax credits, or medicaing laws that prohibit or limit the use of health sta-
savings accounts to put medical care and insutus or prior utilization of health care services to de-
ance purchasing power in the hands of individualermine premiums, and encouragement of small
consumers. businesses to form purchasing pools to gain better
The other major competing proposal was aaccess to the large group insurance market (15).
single-payer or national health insurance apVarious states have reinvigorated their health
proach. The single-payer approach contained iplanning programs, focusing more on reviews of
most proposed legislation encompassed a systemajor medical equipment purchases and develop-
of tax-financed universal coverage with govern-ment of specialized services than on construction
ment as the sole purchaser of health services. Seaf new facilities (15). Some states’ reforms ex-
eral of the reforms were closely modeled after thgpand Medicaid eligibility to uninsured persons,
Canadian health care system but also includethove more people into managed care plans, or re-
legislated limits on the rate of growth of nationalconfigure their entire health care systems. Be-
health expenditures. cause several states had been waiting to see what
The central features of current Republican promight occur at the federal level before proceeding
posals for health system reform focus on changinwith their reforms, there is likely to be even more
the rules for marketing insurance to individualsactivity at the state level in the coming years.
and to businesses with 50 or fewer workers. Cur- State legislation encouraging the formation of
rent insurance reform proposals would prohibitmanaged care plans supports the changes in pri-
insurance companies from rejecting employeryate health care markets that have occurred at a
that look like bad risks; require insurance compasguick pace over the past decade. Perhaps the most
nies to guarantee policy renewal; limit exclusionimportant trend affecting the future of the U.S.
of coverage for pre-existing conditions; and nar-health care system is the phenomenal growth of
row variations in premiums charged different buy-managed care organizations and the increasing
ers for the same insurance policy. tendency of purchasers to form large buying
Absence of major reforms at the federal levelgroups. These purchasing groups, along with oth-
does not mean that the U.S. health care systemés large employer and government purchasers, ei-
standing still. Restructuring of the system by stat¢her contract selectively with managed care orga-
governments and by private insurers and providnizations that pay for services and arrange for the
ers has greatly affected, and will continue to afprovision of those services (e.g., health mainte-
fect, health care organization, access, quality, andance organizations and preferred provider orga-
financing. nizations) or contract directly with networks of
The substantial rise in state health expendiproviders to supply health care services to the
tures, particularly for the Medicaid program, andgroup’s members (e.g., physician-hospital orga-
the growing number of people without health in-nizations).
surance induced states to address health care is-In response to greater purchaser collaboration,
sues more intensely. Over the last five years, evenyroviders are increasingly cooperating to form in-
state has enacted some type of health reform legitegrated networks or systems of care that can bar-
lation. Several state legislatures recently passeghin with purchasing groups directly. Health care
comprehensive reforms that combine cost conmergers have included a great deal of restructuring
tainment and health care coverage goals. Stat@s the hospital sector during the 1980s and early
have also attempted to increase the purchase ©990s. Hospitals merged with, acquired, or affili-
private insurance by reforming the health insur-ated with other institutions to create larger sys-
ance market for individuals and small businessetsems to compete effectively for patients under



150 | Hospital Financing in Seven Countries

managed care contracts (15). After four for-profit1991. Meanwhile, the share of spending for hospi-
hospital chains complete their mergers, the resultal outpatient services increased from about 5 per-
ing two hospital chains will control 61 percent of cent in 1983 to 8 percent in 1991 (15).
the for-profit beds in the United States, although Although hospital cost growth appears to have
they will still include less than 10 percent of theslowed in 1993, itis difficult to determine whether
nation’s hospitals (11). Some analysts contenthis is a long-term trend or only a transitory effect
that consolidation in the health industry is necesef the recent health reform discussions at the na-
sary for squeezing out excess capacity among hogienal level. Overall, public and private reform ef-
pitals and specialists and for more efficient allocaforts implemented over the past decade appear to
tion and use of expensive medical technologieshave had only a limited impact on the upward
others fear that consolidation may lead to highetrend in aggregate health spending in the United
prices and less quality and choice for consumersstates. Although the delivery system has been re-
Changes by private and public payers over theonfigured, advances in medicine continue to
last decade appear to have reduced inpatient utirive up the demand for and costliness of care. At
lization of services and have had some impact othe same time, rising health insurance premiums
slowing the rate of increase in inpatient costs. Aland changes in employment patterns have resulted
though hospital staffing increased in 1993, it didin higher numbers of uninsured people (15).
not match the growth in hospital output. Hospital  Effective control of overall health care expen-
staff wages and benefits grew more slowly thamjitures may require that the set of cost contain-
wages and benefits in all industries (15). Inpatienfnent strategies used be comprehensive in terms of
admission rates, procedures, and lengths of staye types of services and providers covered, the
have continued to decline over the most recenayers included, and the control of both prices and
decade, as did the number of community hospitalgo|ymes of services. Current U.S. reforms are not
and patient beds. Low occupancy rates continue tyqying in that direction, but are being implement-

be a problem, however, as the number of beds hag o an incremental basis for specific parts of the

©.S. health care system, by individual states, or

. . . fEtre occurring independently within private mar-
costs from patients with third-party payers Whokets. It remains to be seen whether such reforms

have more strict payment controls to patients Wm.?/vill solve the dual problems of health expenditure

fewer payment restraints, thereby reducing hospi- . : ) .
tals’ incentives to constrain costs. The wiIIingnessgrOWth and Increases in the uninsured or underin-
of private payers to continue to underwrite hospi-sureoI population.
tal cost increases may be limited, though, which
will add to the pressure on hospitals to reduce cosiREFERENCES
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