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Abstract

The mode of payment creates powerful incentives affecting provider behavior and the
efficiency, equity and quality outcomes of health finance reforms. This paper examines provider
incentives as well as administrative costs, and institutional conditions for successful
implemenation associated with provider payment alternatives. The paper focus on payments by
institutions (third parties) to providers. The alternatives considered are budget reforms,
capitation, fee-for-service, and case-based reimbursement. We conclude that competition,
whether through a regulated private sector or within a public system, has the potential to
improve the performance of any payment method. All methods generate both adverse and
beneficial incentives. Systems with mixed forms of provider payment can provide tradeoffs to
offset the disadvantages of individual modes. Low income countries should avoid complex
payment systems requiring higher levels of institutional development.

KEY WORDS: Health reforn; Reimbursement; Incentives; Provider payment



Contents

Introduction ........................... I

Context of Provider Payment ........................... I

Provider Payment Alternatives ........................... 3

Budgetary Transfers ..................... 3

Capitation .................... 6

Fee-for-Service Reimbursement .................... 9

Case-Based Reimbursement ..................... 11
Mixed Systems ..................... 14

Conclusions ........................... 17

Bibliography ...... 20



Introduction

In Germany, physicians are paid on the basis of individual services provided. In India,
government physicians are salaried. In the Netherlands, general practitioners receive a fixed amount
for the year per patient from the sickness fuids. Why do countries adopt such different provider
payment mechanisms? What effect do payment mechanisms have on health care? Country
experience reveals that payment methods generate powerful incentives that affect how providers
produce health services. Depending on the nature of these incentives and the market and institutional
contexts in which they exist, payment mechanisms may induce movement toward or away from
improved efficiency, equity, consumer satisfaction, and health status. For these reasons, provider
payment reforms are a central part of broader health financing reforms.

This paper surveys the main alternatives for provider payment that might be considered in
health finance reforms and assesses their suitability across a wide range of country enviromnents.
The survey reveals that there is no single optimal method for paying providers. All methods
generate both adverse and beneficial incentives affecting the volume, quality and mix of services.
The full administrative costs of alternative payment mechanisms have not been quantified, but the
limited information tiat is available suggests that methods intended to generate more desirable
incentives have higher administrative costs. Mixed forms of provider payment are superior to
reliance on any single method - they are more practical and allow a trade off of administrative costs
and desirable incentives. The desirability of a specific approach depends on the economic, social,
and institutional context. For example, in countries with low levels of institutional development,
reforms should be limited to simple alternatives such as budget reforms or modest capitation
schemes.

Several conclusions stand out as common to all methods of provider payment First, as
reflected by the direction of reforms underway in many countries, regulated competitive provision
of services has the potential to enhance the performance of payment methods, whether within the
public system or through a regulated private sector. Second, skilied management is essential if
incentives are to improve efficiency as intended. Finally, quality assurance programs are required
to monitor the effecs of adverse incentives.

The scope of the paper is confined to government and third part payment of providers.
It does not cover direct, out-of-pocket payments from patients to providers (the first and second
parties). Other aspects of health financing reform, including the details of alternative institutional
contexts for risk sharing and sector organization are not discussed. The first section briefly surveys
the health financing and delivery context in wiich provider payment mechanisms are evaluated. The
second section examines the major payment alternatives and summarizes performance experience.
The examination notes the potential effects of incentives and provides a rough ranking of payment
methods in terms of administrative costs. The paper concludes with a summnary and listing of key
irctitutional conditions for provider payment reforms.

Context of Provider Payment

In most developing countries and in some industrialized countries, the formal health sector
is dominated by publicly-financed, publicly-provided services. Here, government is both the main
insurer and major provider of services. Budgetary transfers are the most common form of payment
to public facilities, usually through line-item allocations from government health authorities (usually
ministries of health) to specific programs or facilities. Health workers within public facilities, in
turn, are paid for the services they provide on a salary basis. Funding of facilities is usually based
on norms and historical spending patterns. These types of publicly-managed systems face problems
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in generating adequate incentives for efficiency. Competition between providers is limited. Not
only are the incentives to provide effective services at a low cost weak, but administrative rules and
regulations may also impede efficient management.

Many countries have Figure 1: flow of Funds under Generic Reforms
already moved or are moving from
this system to one with a widening uce o Managefmnt j RoVidr

role for the private sector in the Finance i of Finance

provision of care and with more F i~-

competition among health care fund Gavrrmnt C I

holders and providers. A key 1
principle of health sector reform
that has emerged over the last few
decades is the feasibility of i
separating - institutionally, as well brloyers H I th

as conceptually - the finance, Pell"

management of finance, and
provision of health care (Figure 1).
Any of these three functions may be Cltizens iPmmac[as

undertaken in either the public or Shar I

private sector and may entail a
number of different institutional
arrangements. The source of the
financing, the manager of finance
(fund holding agency) and providers may be public or private. In addition the fund holding agency
may be a single payer or multiple competitive payers. Thus, provider payment can take place in a
variety of contexts relating the fund holding agency and providers.

Figure 1 presents the flow of funds under one conception of a reformed health system where
the source of fiance, management of finance, and provision of services are separated. In the system
depicted, recurrent expenditures for personal health services are made through a health fund holder.
Depending on the specific system the fund holder might be referred to as a sickless or insurance
fund. The health fund holder may receive revenues from employers, the goverm-nent budget, or
directly from citizens. Most typically the fund would receive revenue from all three sources - say
a wage-based tax or premium from employers, possible voluntary payments from citizens for
supplementary coverage, and a subsidy from the government budget, depending on the specific
financing scheme. The health fund holder then transfers funds to service providers. Clearly,
provider payment can take place in a variety of contexts relating the fumd holding agency and
providers.

This last step - the payment of providers - is the focus of this paper. In the reform
context, it is represented by the flow of funds within the bold dashed rectangl in Figure 1. Where
the finance, management of finance, and provision of health care have not been separated, the flow
of funds would typically be from the Ministry of Health to government providers, and from private
insurers, if they exist, to providers. Different payment methods can be used for the different
provider institutions such as hospitals, primary care givers and pharmacies, or for different types of
services within an institution. In fact, many countries use mixed systems employing several provider
payment methods.
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Provider Payment Alternatives

The paper reviews four general types of provider payment methods: budgetary transfers,
capitated payments (capitation), fee-for-service and case-based payments.

Budgetary transfers are the most common form of provider payment in the health sector.
The traditional budget is set out as line-item allocations from government health authorities to
specific programs or facilities. In addition to the traditional form of budgeting, an increasing number
of countries are using global budgets, which give managers the flexibility to reallocate across inputs
or programs as they deem necessary. Under private insurance, the most common form is fee-for-
service reimbursement, although the use of capitation is growing rapidly. Case-based reimbursement
for hospital services is used in only a few countries.

Budgetary Transfers

Line-item budgets and global budgets. Governments in developing countries typically
budget health facilities by specific line item (categories such as salaries, drugs, equipment
maintenance and the like). Rules and regulations prohibit public managers from switching funds
across line items unless approval is received from the central authorities. Often, interim adjustments
to increase budgets are easily made either during or at the end of the budget period, especially if
individual line items are completely spent. Public managers have limited accountability for
performance, except perhaps for ensuring that each line item is fully expended. Line-item budgeting
is often an important part of a centrally directed health system.

In contrast to a line-item budget, a global budget' is a payment fixed in advance to cover
aggregate expenditures in a given period. The major features of i global budget are: (i) it is not
linked to line-item expenditures, leaving budget managers free to reallocate expenditures across line
items as needed for efficient management; and (ii) once fixed, the budget is difficult to amend over
the budget period (that is, supplemental budget amounts are not easily forthcoming from the central
financial authorities). Health finance reforms using global budgets are intended simultaneously to
increase managers' flexibility while holding them accountable for efficient performance. At the
institutional level (for instance, hospitals), global budgets signify that the institution has considerable
discretio- over the use of the funds in the fixed budget. Global budgets can be an important element
of health sector reforms that include decentralization of the health system.

In practice, many governments use some combination of line-item and global budgeting to
finance facilities. A public hospital, for example, may receive a small global budget for certain types
of expenditures, and line-item budgets for others, particularly personnel.

Incentives. The intention of line-item budgeting is to control spending, particularly on
staffing levels, and to limit the consequences of weak local management. 'lrght central control over
local management using line-item budgeting, however, is not achieved without substantial losses in
efficiency. Line-item budgets may restrict input to inefficient proportions and can also result in
perverse incentives that lower efficiency. The existence of unspent fmds at the end of the year is

1 The term tglobal budget is used at national, regional and institutional levels with slightly different meanings.

At the national or regional level, a global budget refers to an administratively-set limit on overall public health car

spending. National or regional global budgets are implemented in parts of Europe and Canada (for example in

Canada, Germany, the Netherlands and the United Kingdom).
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often interpreted by central authorities as an indicator of an excessive allocation, leading to a
reduction in the budget (or the rate of growth of the budget) for the following period. Line
managers thus have an incentive to spend their funds rapidly and without regard for efficiency in
order to ensure next year's allocation. Even without the tireat of having to relinquish a surplus at
the end of period, public managers have weak or nonexistent incentives to produce services at
minimum cost under a line-item budget.

Global budgets permit more efficient use of resources. The gain in efficiency actually
achieved depends upon how global budgets are set and the extent managers are accountable for
performance. The direct effect of global budgets is to control costs, but it is important to distinguish
between the short-run (one budget period) and long-run (many budget periods) effects of global
budgeting on costs. The short-run effect of a fixed ('hard') budget constraint is to control costs,
and when coupled with managerial flexibility, it is also likely is to increase efficiency with respect
to the mix of inputs used to produce services. In the long run the adjusted budget must reflect the
service load and thus be based either implicitly or explicitly on units of service, number of cases,
or capitation (Newhouse 1992). Thus, over the long run the strength and even the direction of
incentives for resource allocation depends on the implicit or explicit formula for allocating budgets.

Seuing dhe budget. The way in which the budget is determined can play an important role
in obtaining efficiency under either line item or global budgeting. It is especially critical for global
budgets because the greater flexibility in resource allocation must be complemented by desirable
incentives if global budget reforms are to result in improved efficiency. Allocating budgets (whether
line item or global) on the basis of historical practice creates institutional inertia that tends to lock
in existing patterns of resource use. Traditional line-item budgets are rarely tied to results; they are
instead based on norms (such as norms specifring unit costs or staffmg per hospital bed) or historical
patterns.

Global budgets are often set by the fund holder on the basis of the previous period's budget
adjusted for demonstrated or predicted changes in service demand. In Australia, Norway and
Portugal, global budgets for hospitals are formed from cost projections based on expected case mix
and utilization (Wiley 1992). In Ireland, public hospital budgets are determined primarily by the
previous year's expenditure adjusted for inflation, expected changes in utilization, and overall public
expenditures. A review of this approach found that it sustained the differences in pattems of
resource use between efficient and wasteful hospitals (Wiley 1992). Budgeting that is based on unit
costs per fixed input (for example, per hospital bed) provides an incentive to add capital inputs (or
maintain inputs even when not needed) in order to increase total revenues, leading to increased costs
and excess capacity in the long run.

A formal contract can also be used to set out detailed expectations of provider performance
and as an attempt to set quality standards, as in Sweden and the United Kingdom, for example
(Saltman 1992). Where budgets are related to performance criteria, the incentives generated depend
on the specific indicators of performance chosen for this purpose. Prior to the implementation of
case-based hospital reimbursement min Hugary Ifor examlple, hospital budgets were based on
occupancy rates, which led to long lengths of hospital stay. Such incentives are not created where
budgets are determined on a per capita basis. For example, hospital budgeting based on per capita
payments (adjusted for the age of the client population) by Israel's principal social insurance
institution, Kupat Holim, led hospital managers to reduce average length of stay and expand the use
of lower cost alternatives to hospitalization, such as outpatient surgery and home dialysis. This
reform led to a reduction in hospitalization rates and inpatient expenditures (Ron 1982; 1983).
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Assuring Quality. Line-item and global budgets, of themselves, provide little incentive for
quality. Hong Kong has successfully used global budgedng as part of a program to control cost.
There is, however, limited evidence of deterioration In the quality of lower tier hospital services
(Chu 1992). This is not an insurmountable problem. Regular collection and assessment of
information on quality must be built into both line-item and global budgeting processes, with the
development of quality measures, identification for assessment responsibility and procedures, and
a well established process for negotiating budget disputes.

Administrative costs. Administrative costs are incurred by the fund holder, the provider,
and the consumer in carrying out any payment scheme. For the fund holder, administrative costs
include the costs of making payments and monitoring quality. For the provider, they include direct
administrative costs of reimbursement as well as the costs of adhering to related regulatory
requirements. For the consumer, administrative costs may be generated by paperwork related to
provider payment.

In the case of line-item and global budgets, the administrative costs are borne by the fund-
holder and the provider. The consumer administrative costs are negligible. For the fimd-holder,
the administrative costs of line-item budgeting decrease as the level of line-item detail decreases.
In Guatemala, the World Bank supported an effort to reduce the number of line items in the health
budget from over 1,750 to 250. The smaller number of items reduces fuid-holder administrative
costs and, perhaps more importantly, permits efficiency gains from greater flexibility in the use of
resources (Florez 1994).

Fund-holder administrative costs for global budgeting tend to be low relative to other forms
of provider payment. But manement costs to the providers increase as autonomy over budgets
increases. Fund-holder administrative costs are tied to the complexity of the budget allocation
formula. Unfortunately, the allocation fonnulae least costly to implement generally provide cost
escalating inctintives, such as those based on beds, occupancy rates, or historical allocations.
Budgeting fornrlae with more neutral incentives, such as those using case mix adjusted cost and
utilization projections, or risk-adjusted capitation for facility or region, tend to have higher
administrative costs.

The periodic evaluation of provider performance is another cost of global budgeting ihat is
borne by fund holders. A well run system also requires the main ce of routine financial
accounts and service information by providers and the periodic examination of records by fund
holders to maintain accountability, quality and performance. The cost of record keeping and
administration of the system, however, should be much less than for the either service-based or case-
based reimbursement, which not only require more detailed records but also a continmal flow of
invoices and remuneraton.

Conditions associated with performace success and failure. In spite of the adverse
incentives for efficiency under line-item budgeting, it remains the most common form of provider
finacing found in developing countries. There may be good reasons for this. Central ministry
officials faced with a lack of trained managers outside of central urban areas, and social and family
networks that distort staffing decisions in local areas, may see line-item budgeting with strong central
management oversight as the only practical altenative. Even if line-item budgeting is the only
system practical, there may be scope for efficiency gains. If there are gross misallocations of funds
across line items, such as compressing expenditures on dmgs while retaining a bloated salary base,
then correcting these misallocations can improve efficiency. In Cote d'Ivoire, public health spending
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dropped in real terms by 12 percent between 1981 to 1984. Real cuts were made in medicines and
materials, while personnel expenditures were maintained. The resulting distortions in line-item
allocations aggravated service delivery problems. Modest efficlency gains under line-item budgeting
can also be realized by monitoring production and providing performance-based incentives, such as
bonuses, to local staff for improvlng efficiency. Enterprise hospitals in China, such as the railroad
workers hospital in Shanghai, which adopted bonus systems in the 1980s have reported increased
staff productivity. Efficiency gains can also be achieved, as in Guatemala, from reducing the number
of line items in the health budget. This moves the line-item budget more towards a global budget.

Health finance reforms using global budgets are intended simultaneously to Increase
managers' flexibility while holding them accountable for efficient performance. To maximize these
results, the managers of a facility with a global budget must have good cost information in order to
manage the budgeted funds well. They should be free from unnecessary regulatory burden. They
must have considerable control over personnel, and they must be accountable for their performance.

Poorly developed management capacity and the difficulty of enforcing quality assurance are
possible impediments to the successful introduction of global budgeting. Because incentives to
provide good quality care are weak with global budgets it is important to develop strong regulatory
mechanisms, either through government enforced standards or self-regulation by professional
associations. Performance indicators for quality, however, can be difficult to define and collect.
Where multidple providers makes it practical, competition for budgeted funds can offset some of the
weak incentives for quality.

Frm and transparent administrative procedures are needed to review and adjust global
budgets. If it remains relatively painless for managers to incur budget overruns (soft" budgeting),
the efficiency provided from the flexibility of a global budget will not be realized because budget
managers will not experience a trie constraint on resource use. On the other hand, systems with
little provision for budget adjustment ("hard' budgets) create an incentive to minimize costs but can
affect the quality of services negatively if the budgeted amount allocated is inadequate.

Because global budgets are usually accompanied by greater facility-level control over
personmel, including the ability to hire and fire personnel, public sector workers and unions may
oppose global budgets. One-time severance payments will often be required to retire excess workers.
If the global budget applies only to non-personnel costs, then the scope for efficiency gains is
reduced accordingly.

Global budgeting can be a useful interim step between the use of traditional line-item
budgeting and the adoption of capitation or case-based reimbursement. Over time, management
capacity, accounting and data systems can be improved to assist in setting global budgets (as is done,
for example, in France and Germany) and to evaiuate budget performance in a competitive
environment.

Capitation

Under capitation, providers are paid a periodic fixed amount per insured person to finance
the costs of a defined package of services. Capitated providers bear financial risk for providing these
services and, in this sense, are insurers. Thus, an important effect of payment by capitation is to
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motivate providers to control costs and to provide cost-effective services. Capitatlon also makes the
total cost of health services more easily predicted and controlled by health funding authorities.

Capitation can be applied either with or without competition among providers. Even in the
absence of competition, the use of capitation can provide the efficiency advantages of a global budget
and promote the equitable allocation of resources. In some countries capitatlon provides the basis
for allocating funds across regional health authorities or among noncompetitlve public providers.
In these countries considerable attention Is given to the specification of the capitatlon formula setting
the size of the periodic payment. The formula Includes epidemiological and demographic indices that
adjust the size of the payment by the expected risk of Incurring treatment obligations. Applied In
this way, capitation can be used to define a global budget and has much ir. cormmon with this form
of provider payment.

With the introduction of competition, provider/fund holders are allowed to compete to enroll
members, and their total compensation depends on how many enrollees they can attract. Where
capitation is most effective, consumer choice generates sufficient competition among providers to
encourage quality. In the United States fo: example, advertising emphasizing quality is an element
of competition, and the capitation-financed health plans managed by Kaiser Permanente have been
leading innovators in cost containment while maintaining quality.

Incentives. Capitation gives providers a financial incentive to minimize costs in order to
maximize the difference between revenues and expenditures. This can lead providers to innovate
in cost reducing technologies, the use of lower cost alternative treatment settings, and health
prevention. Not all of the incentives are beneficial, however. Capitation can also encourage
providers to select low risk clients in. order to reduce the costs of serving their enrolled population,
and to limit the qrantity and quality of services provided.

The magnitude of the incentives for cost control, risk selection, and quality limits generated
by capitation payment depends on several factors: (i) the specific services covered by the capitation
payment; (ii) regulations and practices with regard to preferred risk selection; and (iii) the market
context, particularly the extent to which providers compete for enrollees and the frequency with
which the population is entitled to re-enroll with different providers or fund holders.

Services Covered The services covered by a capitation payment generate strong incentives
affecting the pattern of resource use. If the payment is to primary care providers and covers only
the services provided at that level, the primary care provider has the incentive to minimize costs by
referring patients to more specialized providers whenever possible. Under recent payment reforms
in Hungary, for example, capitation payments to family physicians cover only their services. This
may .actually exacerbate the high referral rates that existed when these physicians were paid on a
salaried basis (Deeble 1992).

Capitation is more likely to improve efficiency if the defined services covered by the
payment create no incentive to refer enrollees to other, more expensive, providers. For example,
the capitation scheme under social security health insurance in Thailand stipulates that hospitals serve
as capitated fund holders responsible for providing comprehensive care for program beneficiaries.
In response, fund holding hospitals established outreach clinics to serve enrollees more cost-
effectively by reducing the need for expensive hospitlizations (ILO/UNDP 1993). In this system,
competition has encouraged fund holders to mniumize costs by treating patients at the least expensive
level of care.
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Health status can be enhanced by government mandadng, for the capitation payment, a
benefits package made up of cost-effective interventions. For specific public health goals, additional
bonus payments can be a useful incentive for providers to make available highly cost-effective
services, such as immunizations and certain types of screening. Under payment reforms to general
practitioners in the U.K.'s National Health Service for example, bonuses are given for achieving
specific targets for immunization and vaccination rates (Lynch 1994).

The emphasis on prevention induced by capitation is likely to have Lbweficial effects on
health status, provided the scope of the services (and thus the provider's risk) is sufficiently large.
In the United States, 80 percent of women aged 50-74 enrolled in the Kaiser Permanente Plan of
Northern California had received manmography screening, compared to 25 percent of women in this
age group in the population as a whole, and pediatric immunization rates (DPT, Polio, Measles-
Mumps-Rubella) were over 90 percent in Kaiser plans, compared with a national average of 37
percent (Moon 1993). In the Dominican Republic, capitated plans (Igualas) with a limited scope of
services have been deficient in providing preventive care (La Forgia 1990).

Risk Selection Fund holders can reduce costs by enrolling only persons who are at the least
risk of using expensive medical services. If capitation payments are not adjusted for individual risk,
fimd holders may turn their competitive energies toward the selection of preferred risks ("cream
skimming") for enrollment widt deleterious consequences for both equity and efficiency (Van de Ven
and Van Vliet 1992). Fund holders with a high morbidity mix of enrollees are likely to have
insufficient resources to meet their clients' needs. This may limit access for the chronically ill,
whom insurers will try to deter from enrolling with their program. In practice, this often means that
the elderly and infirm are "dumped" on public programs. There is very limited evidence regarding
the effects of capitation schemes on equity, but evidence from the United States indicates that HMOs
have had healthier enrollees than the rest of the population (CBO 1994), suggesting they have
selected fS vorable risks to some extent.

Governments can minimize fund holders' risk selection behavior by mandating that fund
holders offer open enrollment with uniform premiums. With such a mandate, it is desirable to
compensate the furds in some way for the risks of the population enrolled, so that a fund does not
go bankrupt, for example, just by the mere fact that a high proportion of its enrollees are elderly
who need more costly services. In theory, the underlying risk of the enrolled population can be
measured and funds can be compensated for undue risk. Fund holders with a riskier pool of
enrollees could be compensated from a larger national or regional risk-equalization fund. There is
much discussion, but extremely limited international experience to date with ris"-equAlization
payments. Argentina and Colombia art considering risk-adjusted payments in their lealth reforms.
Germany and the Netherlands are just starting to implement simple risk-equalizing payments for the
sickness funds. In Germany, for example, ihe current formula, introduced in 1994, relies upon five
variables intended to capture an enrollee's risk of using costly services relative to the premium paid:
age, sex, whether the enrollee is disaied and of working age, family size and income. Over time,
these experiences can be evaluated to assess how well simple formulas capture the differentials in
underlying risks of the population. Simple formulas may work best when benefit packages are
limited; more complex formulas may be needed for comprehensive packages.

Qualty and Competition Capitation payment mechanisms can generate an adverse incentive
for providers to provide insufficient or reduced quality services in order to minimize costs. The
potentially negative consequences for quality can be mitigated if beneficiaries have the right to re-
enroll periodically with competing fund holders. Measurement of quality differences among capitated
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providers across markets with varying degrees of competitiveness has not been carried out
systematically, but informal observation suggests that competition enhances quality. In a competitive
context, providers must be concemed with satisfying consumers in addition to maximizing the margin
between revenues and expenditures. Thus, competitive capitation schemes may be more appropriate
in urban areas with a relatively large number of physicians than in rural areas where competition is
likely to be limited. Well-informed consumers are essential for competitive forces to have their
desired effects. Government can facilitate this by collecting and publishing information on package
benefits, consumer rights, provider performance and consumer satisfaction (Van de Ven and Van
Viiet 1992).

Adninistrative costs. As is illustrated by a prepayment scheme for primary village care
in Guinea Bissau (Eldund and Stavem 1994), the administrative costs of a capitation scheme are
potentially higher than budgetary transfers but likely to be lower than those of either fee-for-service
or case based reimbursement because there are no claims to be processed. This ranking of relative
costs among methods appears to hold true for higher resource environments. In capitation plans in
a higher resource environment the administrative demands on fund holders (including providers who
also act in this capacity) can be considerable. Fund holders need to monitor provider practices,
negotiate contracts with allied providers, and establish capitation rates. Govermnents may face high
administrative costs should they attempt to elininate or minimize the practice of preferred risk
selection by running risk equalization schemes. Because capitation can be very risky for fund
holders, they need re-insurance to protect themselves against catastrophic losses. This administrative
cost may be met by private (possibly multi-national) entities or by governments. Providers under
capitated payment methods incur considerable administrafive costs in managing risk. These
administrative costs are not necessarily wasteful. Some of the risk associated administrative costs
that capitated providers bear derive from the need to coordinate care, and this can improve health
outcomes. Consumers bear no significant administrative costs.

Conditions associated with performance success and failure. Skilled management is
critical for successful performance urler capitation. Capitation should be introduced cautiously in
countries with limited management capacity in health. Fortunately, capitation can be introduced on
a pilot basis and can exist in competition with other programs including government budgeted
services. The transition to capitation can be gradual and coordinated with programs to develop
managerial capacity.

Competition is also important to gain the benefit of quality enhancing entrepreneurial
response to capitation. In countries making a transition from a centrally directed economy to a
competitive economy, time should be allowed for entrepreneurial skills and reflexes to be developed,
perhaps through pilot schemes, before the wide introduction of capitation schemes. In smaUler
communities, especially in rural areas where transportation is limited, declining cost of services may
limit the number of providers and competitive capitation may not be practical.

Fee-for-Service Reimbursement

Fee-for-service - with or without fixed fee schedules - is commonly used for
reimbursement of providers in both the industrialized and developing world. In the Netherlands, a
national tariff setting agency establishes service reimbursement rates annually after negotiation
between representatives of physicians and insurers (Hurst 1992). Elsewhere, as in Korea, rates are
established through negotiations between associations of fund holders and associations of providers,
with government acting as mediator (Yang 1991). In other countries, such as France and Germany,
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prices for physicians' services are established as relative values or "points," with the monetary value
of a point re-negotiated periodically (Hurst 1992). Similarly in Zimbabwe, the association of private
insurers annually negotiates a relative value schedule of fees for specific services provided by private
physicians (Hecht et al. 1992). Unregulated fee-for-service is more conmnon in the United States,
although insurers typically will not reinburse beyond "reasonable and customary charges" for a
given type of service.

Incentives. Unfettered fee-for-service reimbursement promotes an excessive use of
services, because consumers rely on providers for information on their need for services and
providers, in turn, have a fnancial incentive to increase the volume of services. This phenomenon,
known as supplier-induced demand, is particularly aggravated under third party (institutional)
payment. Evidence from countries as diverse as the Netherlands (Hurst 1992) and China (Bumgarner
1992) clearly demonstrates that fee-for-service reimbursement leads providers to increase service
volume.

Can controls on fee levels adequately constrain spending under fee-for-service payment
mechanisms? Probably not, by themselves. When physician reimbursement levels were frozen from
1971 to 1976 in the Canadian province of Quebec, for example, per capita service use grew at an
annual rate of 9.6 percent By 1976, per capita utilization was 58 percent higher than in 1971
(Barer, Evans and Labelle 1988). It appears that physicians unbundled services and required more
firequent visits in order to maintain their income levels in the face of price controls.

Another approach to contain costs under fee-for-service reimbursement is to combine
regulated fee or point schedules with limits on the total value of payments. In the provinces of
Manitoba and Ontario in Canada, where consumers are given choice among competing providers,
fixed physician fees sdcedules are negoiated with the provincial fund holding agency. Fees for the
following year are adjusted downward if the total volume of services exceeds a defined threshold
level (Lomas et al. 1989). In Germany, global budgets are negotiated between associations of
sickness furnds and physicians. At the end of the reimbursement period, the value of a point is
adjusted according to the volume of services to keep total expenditures within the global budget.

Can cost sharing curb the cost-increasing effects of fee-for-service? The expansion of fee-
for-service coverage in fte Republic of Korea was associated with a rapid increase in the share of
health in GNP from 3.7 to 6.6 percent during the 1980s (De Geyndt 1991). Yang (1991) found that,
despite the presence of co-payments as high as 65 percent for some outpatient services and 20
percent for inpatient care, much of this growth resulted from a threefold increase in inpatient volume
and a near doubling of outpatient utilization that occurred between 1980 and 1988. Korea was able
to sustain this increase in costs because of the rapid economic growth it experienced during this
period. Evidence suggests that incentives to providers are likely to have a more significant impact
on service use than demand side measures (Kutzin and Barnum 1992).

The fact that fee-for-service reimbursement encourages the production of health services
may be satisfying to consumers who believe that the use of a greater quantity of services or more
sophisticated technologies mean better quality of care. Fee-for-service reimbursement has been
associated, however, wi the use of unnecessary and potentially harmful services. For example,
Brazil had (and continues to have) the highest cesarean section rate in the world, with an estimated
31 percent of hospital births delivered in this manner in 1981. One important cause of this was the
financial incentive to physicians, who, prior to 1980, received a greater reimbursement for this
procedure than for a vaginal delivery. Unnecessary use of caesareans increased health risks to
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mothers and newborns, especially with regard to infections following childbirth for both, respiratory
distress for the newborn, and maternal deaths related to the use of general anesthesia (World Bank
1993a).

Administrative coss. The administrative costs of fee-for-service medicine are high.
Shimmura (1988) observes that the administrative costs in a sample of countries using budgets and
capitated plans, were about one third those in systems with fee-for service reimbursement.
Reimbursement made on the basis of detailed service items requires records to be kept on the
quantity and type of services provided. Invoices must be sent to fund holders, and payment records
must be kept by both providers and fund holders. This requires some degree of information
infrastructure, and while this does not require electronic data transfer, such capacity would enhance
administrative efficiency. Because reimbursement amounts are detemined by the invoices subniitted
from providers, fund holders, whether public or private, must make some investments in auditing
procedures to ensure that the providers are reporting accurate information. In some systems,
consumers also bear administrative costs, as they are required to obtain forms from providers and
file them with fund holders for each servioe received.

Conditions associated with performance success and failure. Fee-for-service
reinbursement has been successful in increasing health system productivity but has led to rapid cost
escalation due to the incentives of this system for supplier-induced demand. Cost escalation is most
rampant where the third party payer acts purely as a fnancial intermediary and makes no effort to
exercise control over utilization, as in China and Korea. The presence of beneficiary cost sharing
requirements is likely to reduce this effect, but the Korean experience suggests that cost sharing alone
is not sufficient to fuHy counteract increases in volume induced by providers. Experience in Canada,
Germany and elsewhere, demonstrates that competition among providers under a regulated fee for
service system can contribute to quality.

Case-Based Reimbiursenent

Under case-based reimbursement, the provider is paid a predetermined amount covering all
services per case or episode of illness. The basic method of case-based reimbursement is to bundle
services into distinct case categories that are reasonably homogenous with respect to resource use
and reimburse a fLxed amount per category. Reimbursing by case gives providers an incentive to
produce care more efficiently. Case-based reimbursement is a major mechanism for hospital
payment in Argentia, Brazil, Hungary and the United States.

The complexity of case-based systems of reimbursement varies greatly with the number of
case categories. At one extreme the case classification may be simply an inpatient admission or day.
Under Indonesia's compulsory insurance program for civil servants, for example, hospitals are paid
a "packet price per diem that bundles hotel services, materials, and most medical and diagnostic
services into one amount (Paqueo and Lieberman 1992). A slightly more complex system of bundled
reimbursement rates is used at the district hospital in the Bwamanda health zone in Zaire, where 16
inpatient case payment categories existed in 1989 (Shepard, Vian and KIeinau 1990). As examples
of the most complex systems, there were 485 categories used for the U.S. Medicare program in 1992
(ProPAC 1992), 433 categories in Hungary (lJvor, Bordgs and Nagy n.d.), and 266 in Brazil (World
Bank 1993a). Each of these several hundred categories have detailed classification criteria to be
applied by the provider and checked by the fund holder as part of the reinbursement process.
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Incentives. Cost Reduction The major advantage of case-based reimbursement is the
incentive that it gives to providers to contain cost per case. By tying the provider's reimbursement
to output measured in terms of a diagnosis or case characteristic, the provider has an incentive to
minimize the resource content of services provided. Coulam and Gaumer (1992) concluded that the
change from cost-based reimbursement to case-based reimbursement by diagnostic related groups (the
classification groups are referred to as DRGs in the U.S.) led to a substantial decrease in the growth
rate of the U.S. government's inpatient and total payments for Medicare, the public insurance
program for the population over age 65. The change to DRGs caused a reduction in average length
of stay and a decline in total input use per case, even though input use per day increased.

Although the structure of the bundled payment system in Indonesia is vastly different from
U.S. DRGs, the experience of one province for which data are available is consistent with the U.S.
experience. Average length of hospital stay for beneficiaries of the government's compulsory
insurance program for civil servants in this province fell from 12 to 7 days with the implementation
of the unified packet price per diem reimbursement. Although expenditure per day increased, this
was more than offset by the reduction in average stay, and total costs per adniission were reduced
(Paqueo and Lieberman 1992).

Coding Bias and Case Selection Case-based reimbursement may encourage providers to
attract and accept patients at the low-cost end of the case-based reimbursement category. The
provider's financial interest lies in accepting cases for which the preset reimbursement rate exceeds
the expected cost of services actually required and rejecting cases for which the reverse is true. In
Brazil, payment incentives apparently induced private hospitals to "dump" difficult and costly cases
on public facilities (Rodrigues 1989).

Hospitals have an incentive to diagnose patients into highly paid case categories and code
medical records in such a way as to increase payments. For example, the change to DRG-based
payment in ihe U.S. induced changes in coding practices that resulted in an increase in the severity
of the reported mix of Medicare patients that was greater than waranted by the actual change.
Coulam and Gaumer (1992) found that the errors in coding were not random and systematically
favored higher weighted DRGs.

Qualiy of Care The incentives to reduce costs per case that are inherent in case-based
payments raise concerns about the quality of care and thus the health status of patients whose care
is reimbursed on a case basis. However studies in the United States found that quality of care for
Medicare patients has been improving during the period since the introduction of DRGs (Wiley
1992). Coulam and Gaumer (1992) found no evidence that the reduction in the number of diagnostic
tests and therapeutic activities per case associated with the initial implementation of DRG-based
payment had negative consequences for the quality of care.

In contrast to the U.S., case-based payment appears to be associated with quality problems
in Brazilian hospitals. Cost studies from several hospitals in Brazil suggest that the level of
reimbursement per case is far below the average costs of provision. In Sio Paulo for example, the
low level of case payments has led to low levels of intensive care for conditions that normally require
more use, and low average lengths of stay for diagnoses usually associated with longer stays (World
Bank 1993a).

Adminstative Costs. The administrative costs of a complex system of case-based
reimbursement are high for both the fund holding agency and the providers. The information that
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must flow between fund holders and providers to file claims and monitor reimbursement requires
investment in record keeping capacity and other aspects of management information systems. For
the fund holder or government administrative agency, extensive management information on patient
protocols and their associated costs is required to establish the case categories and appropriate
reimbursement rates, especially as new technologies and drugs become available. The difficulties
in defining and periodically adjusting case reimbursement rates can be even greater than for detailed
service categories under fee-for-service.

Empirical evidence is not available to compare the administrative costs of simple versus
complex case-based payment, but the presumption is that a complex system of case-based
reimbursement is considerably more costly than a capitated system or fee for service. The designers
of a case-based system must carefully weigh the relative advantages of complex versus simple
classification systems. One motivation for the complexity of a detailed case-based system is to define
the cases witi enough specificity, sometimes requiring the creation of subcategories within diagnostic
groups, to create relatively homogenous groups with respect to resource use. In contrast, a simple
bundled reimbursement system, such as that used in Indonesia, has fewer administrative costs than
either a complex case classification system or a fee-for-service system because there is no need for
detailed data on each service used.

While administratively costly, the management information and cost accounting required
by a case-based system generate benefits beyond reimbursement. The detailed information makes
evaluation of the cost effectiveness of performance possible on a routine basis. The value of case
mix adjusted cost, mortality, and morbidity statistics as monitoring and management tools to achieve
higher efficiency and facilite comparisons of provider quality is great enough that health systems
in many OECJ countries bear the cost of mainining service and cost information for case
categories even though this information is not used for reimbursement. Some have adapted DRGs
to define budgets for an expected level of case mix adjusted utilization (McGuire 1991). DRGs can
aiso be used to facilitate contracts between fimd holders and hospitals (Scotton 1991).

Conditions associated with performance success and failure. In the United States, case-
based reimbursement of hospitals under Medicare has been successful at reducing fth rate of growth
of expenditures without harming the quality of care. Although extrapolating from the U.S.
experience should be done with caution, the experience suggests some conditions needed for case-
based reimbursement to achieve cost savings without compromising health status. First, the case
categories should be sufficiently well designed so that incentives to select certain types of patients
are minimized, yet not be so detailed as to make them administratively unworkable. There should
be a manageable number of case categories (i.e., hundreds rather than thousands), and variation in
resource use for different cases within the same category should be small. In addition, for the
potential cost savings of a well designed case-based reimbursement system to be realized, internal
hospital reorganization and training may be needed so that clinical managers can be given financial
responsibilities (Deeble 1992). These conditions imply the need for sophisticated management
information and accounting systems and electronic data transfer capacity at both the provider and
system administration levels in order to generate and organize the data needed to create and update
the case categories, and to monitor and audit the coding and reimbursement process. The need for
an extensive monitoring and auditing system is critical for the success of case-based reimbursement,
yet the required level of management capacity, sophisticated information systems and data exchange
infrastructure is probably beyond the capacity of most countries.
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In countries with adequate infrastructure, quality-based competition among hospitals can
help to negate the incentive to minimize inputs per patient admitted under case-based reimbursement.
This requires, first of all, a competitive market for producing hospital services, a situation most
likely to be found in major metropolitan areas. In addition, well-informed consumers are essential
for achieving the benefits of competition between suppliers. To ensure quality of care in hospitals
which enjoy de facto monopolies in their market area, regulation or direct government provision of
care is required.

AMixed Systens

Most provider payment systems are mixed. A mixed system may be adopted for practical
reasons: it may simply be administratively more practical and less costly to reimburse a primary
care physician one way and a diagnostic laboratory another way. Mixed systems are also adopted
to counter the adverse incentives in pure systems while retaining the desirable features. The
underlying incentives under the pure systems are summarized in Table 1. No system is entirely free
from unwanted side effects, but both institutional experience (Abel-Smith and Mossialos 1994; Hurst
1992) and detailed analysis (Newhouse 1992; Ellis and McGuire 1986; 1990) confirm the gains from
adopting mixed systems.

Table 1: Summary of Incentives in Pure Reimbursement Systems

Underlying Incentives for:

Quantity
Reimbursement Type Cost/Unit Services/Case (of cases) Risk Selection

Global budget 0

Fee for Service
Unconstrained - + + + O

Fixed -- + + + +

Capitation - - + +

Case Based -- -- ++ +

Legend: -- strong ncetive to reduce; - moderate inentive to reduce; 0 no clear incentive;

+ Moderate incentive to increase; + + trong icentive to increase.

Payment systems can be mixed over several dimensions; we distinguish three. First,
different payment schemes can be used for different categories of providers. For example, hospitals
may be reimbursed on a case basis while primary care doctors are paid on a capitation basis, as in
Hungary. Hospitals make up a major share of health expenditures, and the case-based payment
mechanism generates incentives to pLovide care efficiently that are likely to far outweigh the
administrative costs of the payment system. At the physician level in Hungary, however, capitation
payment is more practical than case-based payment for outpatient services. In Canada, the mix is
different: hospitals are fmanced through global budgets, which constrain costs, while primary care
physicians are paid by regulated fee-for-service.

Second, there may be mixed payment of a given provider; that is, payment of the total costs
for a given provider may be partitioned over several different schemes. For example, hospitals may
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be reimbursed partly with a global budget to cover fixed costs and partly on a case or fee-for-service
basis to cover variable costs.' Or, as in Germany, global budget targets may be set for hospital and
ambulatory physician services, and actual payments are made on a fee-for-service basis but
constrained so that total expenditures do not exceed the global targets. This combination of
approaches in Germany is a way to minimize the cost-escalating effects of fee-for-service payments.

Third, the payment method may vary depending on the services provided. For example,
there may be two different schedules of hospital services - a package of basic services covered by
capitation and elective services covered by fee-for-service. Uruguay provides an example of mixed
payment by type of service. Here, most of the population is covered by private LMO-like entities
(Instituciones de Asistencia Medica Colectiva, or IAMCs) that provide comprehensive coverage of
preventive, ambulatory, and inpatient services. However, the government established a national fund
to pay for expensive, high technology services (hemodialysis, renal transplants, hip replacement, and
cardiovascular surgery) on a fee-for-service basis. Consequently, these services are excluded from
the benefit packages of the JAMCs to reduce their risk and reduce their need to select enrollees based
on expected risk (La Forgia and Griffin 1993). Sinilarly, some HMOs in the United States make
capitated contracts with physicians, but "carve out" certain costly services and reimburse these on
a fee-for-service basis. These "carve outs" serve to reduce the risk that capitated physicians bear
to a reasonable level.

The choice of mix is critical. Depending on the mix, the interplay of incentives across
payment modes can effect referrals and costs either positively or negatively. The German and
Netherlands systems provide interesting examples. Both are characterized by high consumer
satisfaction and both systems have done relatively well at controlling costs over the past ten years.

In Germany, ambulatory care physicians are reimbursed on the basis of points per service.
The value of a point is adjusted at the end of the period to constrain the aggregate reimbursement
within a global budget set at the beginning of the period. Regional physician associations are
responsible for paying providers. The associations monitor physician service volume and temper the
tendency for physicians to increase service volume. The associations financially penalize physicians
with servce volumes wel beyond the average if they cannot be explained by case mix. Hospitals
operate under global budgets, and hospital physicians are usually employed on a salary basis. With
this mix, there is no undue incentive for ambulatory care physicians to refer to hospitals.

In the Netherlands primary care physicians are capitated while specialists are paid a fixed
number of points for service with the value of a point preset at the beginning of the period.
Capitated primary care givers, thus, have an incentive to refer and specialists have an incentive to
accept the referrals to increase their volume of services and income. Although there is an adjustment
of the value of the point at the beginning of the subsequent period, there is no global cap on
aggregate reimbursement within the period. Pressures to contain specialist costs come from the
hospital budgets. Hospital directors must operate within a fixed budget and specialist payments come
out of those budgets. Thus, there is a positive tension within the hospital to contain costs.

Multiple Payment Rules. The incentive effects of miixed payment systems are easiest to
predict when the health system is dominated either by a single payer (Canada) or multiple payers that
follow consistent payment rules (Germany). In these cases, the incentive effects of the payment

2 Fixed costs are those which remain unchanged over the budget period independenfly of the volume of sevices.
Variable costs are linked to the volume of services
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system impact uniformly and predictably on the entire system. When fund holders follow different
payment rules (the United States), powerful interactions can occur and the incentive effects of
individual fund holders payment systems are diffused. In this case, the medical care providers can
exploit the system through discriminatory service provision and pricing, shifting costs to funds with
higher reimbursement levels and creating access problems for individuals covered by funds (often
public) reimbursing at lower rates.

These interactions occur in many developing countries. Physicians may minimize their
hours and effort at public salaried positions when their income from fee-for-service medicine in their
private clinic is more profitable. They often try to "recruit' patients in public facilities to attend
their private clinics. In the United States, multiple fund holders with different fee schedules and
payment methods provide opportunities for providers to shift costs across service and provider
categories to maximize profit (or minimize losses). These interactions can be reduced or eliminated
by imposing uniform fee schedules and payment methods across all or at least all major fund holders.
In Germany. for example, there are over 1,000 sickness funds that contract with physicians, but all
use standard points established by physician associations and similar contracting methods. It is
beyond the scope of this paper to analyze the advantages and disadvantages of nmltiple versus single
rules of the game for payment. However, there may be strong arguments for imposing uniform
payment rules across fund holders.

Enabling Environent

The provider payment scheme must be appropriate to the country environment. A
developed banking and monetar system is particularly important for fee-for-service and case-based
reimbursemenL Payment by check is required to facilitate the routine, tihnely, reimbursement of
thousands of transactions with individual providers. A stable macro-economic environment is
important for all payment schemes to allow funds to retain their value over the reimbursement
period. Prospective payment methods (those where payments are made or committed to providers
before services are rendered) are particularly threatened by macroeconomic instability because they
typically involve an obligation to provide services over a longer time period. It is difficult to foster
a competitiLe environment in countries that lack an entrepreneurial tradition and a legal framework
(for example, property laws) to foster competition. Without appropriate competitive responses,
payment intended to promote competition can instead foster the development of local monopoly with
attendant costs to consumers in quality and quantity of services. Literacy and education are
particularly important elements of the social environment needed to enable consumers to make
effective choices. Consumer information, or the lack of it, is a notoriously difficult impediment to
the efficient functioning of fee-for-service schemes. Development of a competitive market for
services is abetted by an educated and literate clientele.

With regard to the sector enviromnent, critical aspect include the extent of management
experience, sector organization, an adequate accounting frnework, and an adequate information
system Management skills are required to obtain the benefits of increased efficiency from any of
the schemes identified. Each of the schemes has particular strengths with regard to management
incentives for efficiency. For success managers must make the improvements in technical and
allocational choices regarding the use and selection of staff, supplies, and technology that are
expected according to the scheme design. Management of selected schemes requires particular skills.
For example, complex fee-for-service and case-based reimbursement requires the orderly handling
of large quantities of information, capitation and global budgeting require careful allocation of
allotted funds over ihe reimbursement period; global budgeting with decentralized plamning requires
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the preparation of a budget plan and effective negotiation with the budget authority. The more
complex payment schemes require the use of sophisticated accounting systems and managemtnt
information systems. Many hospitals and other providers used only the simplest of accounting
schemes prior to health finance reforms. The complexity of the accounting system required depends
on the details needed for reimbursement. Under the simplest fee-for-service scheme with only a few
reimbursement categories, the accounting system can remain basic. More detailed fee-for-service
and case-based reimbursement require relatively more complex accounting and management
information systems. Operation of complex systems of accounting and management information
require trained staff, computers and software that may not be appropriate to the level of staff
education and resources available.

Condusions

While an inventory of the enabling environment is needed to tailor specific payment schemes
to the institutions and capacity of individual countries, some broad generalizations can be attempted.

* There is no single optimal method for paying providers. All methods have some
advantages as well as drawbacks (see Table 2) and the desirability of a specific approach
depends on the economic, social and institutional context of a particular setting. For most
payment methods, the main disadvantages can be addressed to some extent through other
measures (see the last column of Table 2). For example, global budgets, by themselves,
provide weak incentives to provide services efficiently. To create greater incentives for
efficiency, global budgets mst be linked to performance. Fixed fees for service can create
an incentive for providers to artificially increase volume. To control costs, fixed fees can
be combined with total expenditure caps.

* In low-income countries, complex fee-for-service or case-based reimbursement schemes
are not appropriate. In addition to the greater degree of resources and training required for
such schemes, fee-for-service and case payment are not the best way to reimburse for the
public health and primary services appropriate to the epidemiological environment igh
rates of communicable diseases, high ferfility, and high infant mortality) in most poor
countries. Prepaid capitation schemes or stringent global budgets with quality monitoring
can have an important role in low income countries, however.

* For middle income countries with more developed institutions that are partly through the
epidemiological transition, the benefits of relatively simple service based or case-based
reimbursement - especially in the institutional context of competitive provision of services
- begin to outweigh the administrative costs of the systems. Higher income countries
provide an appropriate environment and can benefit from more detailed payment methods.

* Most of the formerly socialist economies could ultimately benefit from the introduction
of more complex payment systems. But the limited institutional and private sector
development in these countries means that changes should be adopted gradually while the
enabling environment improves.

* Competition among providers is an important component of provider payment reform if
the changed incentives are to increase efficiency and quality. This is true whether the
competition is created among public institutions or within a regulated private market for
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health care. Inproved management is also an important ingredient for provider payment
reform if the new incentives are to be recognized and acted upon by managers.

Table 2: Advantages and Disadvantages of Provider Payment Alternatives

Payment Measures to Minimize
Method Main Advantages Main Disadvantages Disadvantages

Line Item * Allows strong central control, * No direct incentives for * Monitor performance to
Budget desirable where local efficiency encourage best use of

management very weak * Provider may under resources within constraint
* Predictable expenses for fund provide services of fixed factors of
holder (unless supplemental * Imposes iixed resource production
budgets provided) use, directly impeding

efficiency

Global * Predictable expenses for fund * No direct incentives for * Monitor performance.
Budget holder, low administrative costs efficiency Provide performance based

* Provider may under incentives (link global
* Unified budget permits provide services budget to performance,
resources to be used efficiendy bonuses)

Capitation * Predictable expenses for the * Financial risk may * To minimize excessive
fund holder bankrupt provider. provider risk consider
* Prcvider has incentive to Provider may seek to capitation 'carve outs" and
operate efficiently minimize risk by 'cream adjusting capitated
* Eliminates supplier-induced skimming"-enrolling low- payments to reflect the
demand risk patients. underlying risks of
* Moderate admin. costs * Provider may under population enrolled

provide services * Enforce contracts to
ensure services provided

Fee for * Incentives to provide services * Unpredictable expenses
Service for fund holder
(no fee * Cost escalating: strong
schedule) incentives for supplier-

induced demand

Fee for * Incentives to operate * Unpredictable expenses * Reduce unpredictability
Service efficiently for fund holder * Cost of expenses and cost
with Fixed * Efficiency is greatly escalating: incentives for escalation by capping total
Fee enhanced when combined with supplier-induced demand expenditures within a
Schedules a global budget cap * Higher administrative preset limit, and adjusting

costs (price controls must prices to keep expenditures
be established, revised within limit
periodically and enforced)

Case-Based * Strong incentives to operate * Unpredictable expenses * Adopt detailed case-mix
efficiently for fund holder, high category system

administrative costs (but * Adopt mixed payment
less than fee for service) system
* Provider has incentives
to select low-risks within
case categories
* Case based payment
less suitable for outpatient
care (difficult to define
case)
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* In general, mixed forms of provider payment are likely to be superior to reliance on any
single method. Mixed systems are adopted both because they may be administratively more
practical and because they can minimize the adverse incentives tat arise with just one
payment mechanism.

* There is one payment method to be avolded: unregulated fee-for-service reimbursement.
This is because of the cost-escalating incentives it generates for providers to produce excess
services and the difficulty of addressing this problem through other measures.

Many of these conclusions are based on informal observation or the views of informed
policy observers. Much more empirical analysis is needed before firm conclusions can be reached.
For exanple, administrative costs are difficult to identify and are spread over households, providers
at different levels, third party payers and governments. No satisfactory, systematic study of
administraive costs has been made. Similarly, the effects of competition on improved efficiency and
quality of services have not been systematically measured. This is because the experience with
competitive reforms is relatively recent, and because the measurement problems in identifying quality
and efficiency are formidable. Research on these questions is greatly needed. In the meantime,
health fnance reforms underway in many OECD and developing countries support competitive
reimbursement of providers.

Any payment reforms will inevitably be associated with constituent winners and losers. For
example, a change in the form of provider payment nmay result in increases or decreases in the
demand for health workers in different categories. Payment reform may also reduce physician
incomes. Successful reforms will require political strategies to address the concerns of different
constituencies. In addition, before introducing a change on a large scale, it may be best to
experiment and evaluate alternative payment methods. Provider payment reforms may entail
legislative, procedural and accounting changes. Success with a chosen method of provider payment
can only be achieved with careful attention to country capacity for implementation and the existence
of prerequisite conditions for success.
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