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PREFACE

This Discussion Paper was prepared as a background document for the Hospital Reform Module
of the Joint Harvard/World Bank Institute Flagship Course on Health Sector Reform and
Sustainable Financing. The Flagship course provides an practical review and update of current
issues in health systems reform and financing for senior policy makers from developing countries.
Since its inception, the Flagship course has reached more than 3,000 participants from over 50
countries.

The Discussion Paper provides insights into recent hospital reforms undertaken throughout the
world, with an emphasis on organizational changes such as increased management autonomy,
corporatization, and privatization. The material presented tries to answer three questions: (a)
what problems did this type of reform try to address; (b) what are the core elements of their
design, implementation and evaluation; and, (c) is there any evidence that this type of reform is
successful in addressing problems for which they were intended?

The role of the hospital in the health care system has evolved significantly during the past 100
years. At the turn of the 20" Century, hospitals in many countries were still a provider of “last
resort” feared and to be avoided if at all possible since the chance of leaving alive were slim. In
his famous work on hospital The hospitals, 1800-1948, Able-Smith describes how “worthy
patients in the voluntary hospital of the 19™ century, excluded the incurable, hopeless and
contagious. The families of those who were admitted had to guarantee in advance funeral an all
related expenses before the hospital would accept them as patients.

At the beginning of the 21* Century we find a totally different story. In developed countries, the
hospital has become the “cathedral” of modern technology, revered and coveted by many. Many
local communities want “monuments” of their own. Not surprisingly, a “built” hospital bed is
often a “filled” hospital bed leaving little room for decisions by policymakers and managers alike.
Emotions run high when countries try to downsize, privatize or close hospitals. Many politicians
have lost their jobs in the process of undertaking such reforms.

The story in developing counties is similar. Despite much attention and emphasis on primary
care as a first point of contact for patients, hospitals remain an important source of critical health
care services in most low- and middle-income countries, providing both basic and advanced care
for the population. They are once again often the provider “of last resort” for the critically ill and
poor. Yet they also often comprise the largest expenditure category of the health system.

As a result, of these trends, hospitals are often the target of health sector reforms aimed at
improving efficiency, quality, and consumer responsiveness, as well as broader reforms in
financing of the health care delivery system. In many countries reforms in the hospital sector are
often part of decentralization and restructuring of government-owned service delivery systems.
Such reforms include altering the incentive regime that managers within the organizations are
exposed to, and changing the external policy environment, governance structures, funding
arrangements, and competitive pressures.

Reforms of this type, which are now commonplace throughout the world in the infrastructure,
telecommunications and transportation sectors, include: (a) increasing the management autonomy
of the organization (autonomization); (b) transforming the hierarchical bureaucracy into parastatal
corporations that are exposed to market-like pressures (corporatization); and (c) outright
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divestiture of the organizations from the public sector (privatization). They are often referred to
as “new public management” or marketizing reforms.

Influenced by the lessons learned from the problems and reforms tried in other sectors, many
health care policymakers have concluded that public hospitals’ performance problems are
similarly grounded in the rigidity of hierarchical bureaucracies, the lack of control by managers
over day-to-day operations of their facilities, and absence of performance-based incentives.
Having successfully applied new public management techniques and marketizing reforms in other
sectors, a natural next step is for policymakers to apply similar reforms to the health sector.

Initially, the reform of choice was to give hospitals some degree of management autonomy.
Limited success with this type of reform in some settings led policymakers to go a step farther by
transforming some of their state-owned hospitals into public corporations. The path-breaking
reforms of this type, which occurred through the creation of Hospital Trusts in the United
Kingdom (UK) and Crown Health Enterprises in New Zealand, drew worldwide interest. Soon
many developing countries such as Hong Kong, Malaysia, Indonesia, Tunisia, and Argentina
attempted similar reforms. Often they were accompanied by parallel reforms in the overall health
policy framework, provider payment system, and competitive market environment.

The debates surrounding these reforms have been lengthy, heated, and rarely enriched by
evidence gleaned from rigorous evaluation of experiences. Much of this debate centered on
whether independent hospitals can play a positive role in a well-functioning health system.
Polemics over this issue obscure the reality that in many industrial countries that have a
traditionally paid for health services through social insurance, inpatient services have always been
provided through a mixture of public, semi-autonomous parastatal, nongovernmental, and private
hospitals.

Since the hospital sectors in all the European countries that use such mixed delivery systems are
part of socially responsible health care systems, it is clear that independent hospitals can play a
productive role in a well-functioning health system. Hence, the end-point of these reforms is not
really at issue. What is at issue is when it makes sense to move from an integrated public system,
to system with independent hospitals, and how to do so. What kinds of changes and
improvements can these reforms bring? How can policymakers assure that these improvements
will actually be forthcoming? How can they move from a rigid integrated delivery system, with
hierarchical control of hospitals, to a better performing system that relies on indirect mechanisms
to guide substantially more independent service providers.

This Discussion Paper examines such “marketizing” organizational reforms that rely on a
combination of increased decision rights of hospital managers and market-based performance
pressures. Other Discussion Papers attempt to crystallize key questions about objectives, design,
implementation, and evaluation of such reforms. All highlight several important areas for further
investigation:

e the institutional and contextual requirements for and constraints to “marketizing”
organizational reforms (e.g., what works at different income levels, stages of health
systems development, cultural settings, market environments)

e a direct comparison of autonomized, corporatized and privatized units to see which
reform creates a more workable hospital system in different contexts

e policy options for reforming public hospitals in situations of extreme government failure
(is there any evidence that improved management of integrated hierarchical systems do
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better in this context than if governments were to introduce organizational reforms,
complex as they may be

e the nature of the parallel reforms in management, policy oversight, resource governance,
resource allocation/purchasing arrangements and market environment that are needed for
successful reform

e ways to achieve more rigorous and on-going monitoring and evaluation of the reforms to
ensure that policymakers will use the lessons learned and that these will be available to
countries that have not yet ventured down the organizational reform path.

For additional research on this topic, readers may also want to consult /nnovations in Health Care
Delivery: The Corporatization of Public Hospitals by Alexander Preker and April Harding, Eds.
and Hospitals in a Changing Europe by Martin McKee and Judith Healy.

Alexander S. Preker April Harding

Chief Economist Senior Economist

Health, Nutrition and Population Health, Nutrition and Population
Human Development Department Human Development Department

World Bank World Bank
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1. INTRODUCTION

Throughout the world, governments are reassessing their role in health service delivery and in
particular in the provision of hospital care. They are doing so in response to often encountered
problems in the public service delivery sector: inefficiency, user dissatisfaction, brain drain on
qualified personnel, failure to reach poverty groups, waste, and sometimes, fraud and corruption.
These problems are attributed to the nature of public hospitals, which is often characterized by
lack of rewards for good performance, lack of penalties for poor performance, and lack of
instruments for hospitals to change their behavior. This creates an institutional environment
where hospitals have neither the reason, nor the instruments to improve their performance.

While privatization may seem as an alternative to the problems of public hospitals, many
countries are reluctant to pursue this approach. First, privatization might not be politically
feasible because many people would think government was reneging on its (statutory) obligations
to provide health care for its population. Second, objectives other than efficiency and quality
improvement, at first sight, may appear to be better served by keeping hospital ownership in the
public sector. For instance, the hospital sector is a large employer, and great reduction in medical
manpower due to privatization is not an acceptable trade-off even if it leads to improvements in
efficiency and quality. Third, some attempts at privatization in lower middle-income countries
and low-income countries have been unsuccessful—often because inadequacy and uncertainty
about the revenue stream or contract (implicit or explicit) for public hospitals makes these assets
unattractive to private investors.

The alternative that many countries have begun to explore is what we call hospital organizational
reforms in the public sector. These reforms are often labeled as autonomization and
corporatization but we are going to use the broader term hospital organizational reform. The
common theme underpinning organizational reforms is that (i) ownership of service delivery is
kept in the public sector but (ii) hospitals are moved out of the core public service, transformed
into a more independent entity, and made responsible for their performance. This means applying
structures and incentives characteristic of the private sector and competitive markets to publicly
owned service delivery organizations. This is based on the expectation that market pressures will
reward good performance while increasing the cost of poor performance and thereby contributing
to greater efficiency and quality.

The objective of this course is to provide instruments and tools for policymakers to design,
implement, and analyze organizational reforms in the public health service delivery sector. This
course does not advocate any particular configuration of service delivery but hopes to enable
participants to think through alternative design options and make informed choices for their own
countries.



2. COMMON PERFORMANCE PROBLEMS IN PUBLIC
HOSPITALS AND THEIR CAUSES

During the past 50 years, many low- and middle-income countries have established publicly
funded health care systems with services delivered by public providers as part of the hierarchical
public sector bureaucracy. Often with the help of donors, health sector policies focused on
expanding the human resource capacity and physical infrastructure (clinics, diagnostic facilities,
laboratories, and hospitals). Worldwide, the number of hospital beds rose between 1960 and 1980
from 5 million to 17 million, more than doubling the per capita supply. The number of doctors
increased more than fivefold from 1.2 million to 6.2 million.

These input-focused strategies have contributed to many successes including improved equity and
access to health care for millions of people, as well as the control of communicable diseases and
other public health activities that respond well to direct government involvement. These
accomplishments are impressive. However, increasingly serious weaknesses in health services
are also apparent, including technical inefficiency, allocative inefficiency, failure to reach poverty
groups, and poor responsiveness to user expectations.

Q Technical inefficiency. Similar to other public services, technical inefficiency is a critical
problem in public delivery of health services. Resources within facilities are often used
poorly, and resource scarcity and waste often coexist. In some countries, especially in
transitional economies, high inputs are at the root of technical inefficiencies in terms of staff
and physical overcapacity. In other countries, low technical efficiency is caused by low
throughput, morale, and motivation of public health care workers and lack of available drugs.
Outdated treatment protocols and old and broken equipment also contribute to suboptimal
efficiency of public service delivery.

Q Allocative inefficiency. Public delivery of services—and health care is no different—
obscures the cost of services and ignores their effectiveness. This minimizes the ability to
deliver or even identify cost-effective interventions. In developing countries, allocative
inefficiency is a severe problem, with resources often flowing disproportionately to urban,
curative, and hospital-based care. In many African countries, the bulk of hospital spending is
tied up in one or two major urban hospital facilities. These hospitals consume a large amount
of scarce resources, and many have low occupancy rates.

Q Failure to reach poverty groups. Although equity is a key motivation for public delivery of
hospital services, distribution of resources in public systems is rarely focused on the most
needy. As a result, expenditure on hospital services is an important contributor to
impoverishment even in countries where the services ought be free for users.

Q Poor responsiveness to user expectations. Social services delivered by public providers are
notably unresponsive and unaccountable to users. Stories abound of poor staff treatment of
patients in government health facilities. To prepare the World Development Report 2000, the
World Bank conducted interviews with more than 60,000 poor people in 47 countries.
According to these interviews the complexity of bureaucratic procedures, rude and
unresponsive officials, and withheld information discouraged the poor from using public
services.

Organizational reform of hospitals cannot simultaneously address all of those performance
problems. The type organizational reforms we will be talking about are instruments designed to



address inefficiencies and unresponsiveness as their primary objectives. That said, many
countries set secondary reform objectives when engaging in such reforms. These might include
staff retention in the public sector, increased rates of cost recovery, and reduction of public
outlays, but it is easy to see that these objectives are connected to issues of efficiency and
responsiveness.

If the priorities in the health sector are to improve equity and financial protection, organizational
reform is not the appropriate policy instrument. Instead, improving health financing and
regulation, for example, could provide a more effective and more direct approach to address these
policy objectives. This also means that the lack of improvement in equity and financial
protection through organizational reform is not a sign of failure for these kinds of reforms
because they were not meant to support these policy objectives in the first place. Nonetheless,
many countries engaging in organizational reform attempt to make sure that financial protection
and equity not be undermined by these reforms.

To understand the causes of poor performance in public hospitals and the ways organizational
reforms are expected to address them, we first ask “What factors determine the behavior and
performance of hospitals in general?” To change the behavior and performance of hospitals, they
need appropriate incentives (reasons) and instruments. Each one on its own is a necessary but not
a sufficient condition to induce successful behavior change in organizations.

A hospital’s overall incentive regime can be decomposed into pressures originating from the
external environment and pressures originating from the hospital’s organizational structure.
Managerial instruments allow hospitals to respond to the pressures of the incentive regime.
Economists often refer to managerial instruments as “the black box” because they have few
analytical tools to look inside organizations and assess what factors make a difference for
behavior and performance. This course is structured around these three concepts and attempts to
provide a comprehensive understanding of ways of influencing hospital behavior and
performance. (figure 1)



Figure 1. Determinants of hospital behavior
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We start the discussion with organizational structure. Organizational structure is the main
building block of this course and the focus of the next section. (section 3) We focus on
organizational structure because until recently it has been a neglected and a poorly understood
aspect of hospital behavior—most analysis and reform efforts focused on the impact of external
pressures such as provider payment mechanisms. However, changes in hospital organizational
structure through autonomization and corporatization have been increasingly applied over the
past decade, and thus there has been an upsurge in interest in better understanding how hospital
organizational structure contributes to performance.

When we speak about organizational structure in this course we refer to five key components: (i)
allocation of decision rights (autonomy), (ii) market exposure, (iii) residual claimant status, (iv)
accountability structures, and (v) social functions. In the next section, we review how each
component is expected to influence hospital behavior, and how organizational reforms change
them.

The second building block of this course is understanding the pressures put on hospitals by the
external environment. These pressures come from the relationship of the hospital with other
actors in the health system. External pressures originate from four main sources: government
oversight, organized purchasing, market pressures and ownership.

Q Government oversight. The basic task of government oversight in the health sector is
threefold: (i) formulating health policy by defining vision and direction for the sector; (ii)
regulating the actors in the health system; and (iii) collecting and using information.

Q Organized purchasing. The hospital’s relationship with the collective purchaser(s) determines
the financial incentives embedded in the payment mechanisms and the extent of competitive
pressures on hospitals from organized collective purchasers.

Q Market pressures. The hospital’s relationship with its consumers (market-driven purchasing)
determines the extent of competitive pressures the hospital is subject to from unorganized
individual consumers exercised through choice and user fees.

Q Ownership (governance). Governance is commonly defined as the relationship between the
owner and management of an organization. Good governance is said to exist when managers
closely pursue the owners’ objectives rather than their own. Governance in public hospitals



is often problematic because the owners are physically far removed from management and
cannot directly observe their actions and hold them accountable.’

These four functions are not necessarily separated from each other. For example, in Albania, the
Ministry of Health carries out the ownership function of hospitals, pays hospitals, and regulates
them. In contrast, in the Czech Republic, hospitals are owned by local governments, they are paid
by competing social insurance funds, and regulation remains the role of the Ministry of Health.
The former integrated approach is the predominant organizational arrangement in many countries
in the public hospital sector. In Central-Eastern Europe and Latin America, these functions are
more likely to be separated and shared among social insurance organizations, local governments,
Ministries of Health.

We discuss these external pressures in detail in chapter 4 as complementary reforms needed to
make organizational reforms work. We explore critical external pressures associated with
successful organizational reforms. However, we will not attempt to provide a comprehensive
review of alternative ways of structuring the external environment of hospitals. External
pressures, and their impact on provider behavior, are explored in depth in other HNP Discussion
Papers, such as those on “Paying, Regulating, and Contracting Providers,” and
“Decentralization.”

In the third building block of the course, we will make an attempt to open the black box of
organizations and look at managerial instruments that hospitals need to respond to the new
incentives regime introduced under organizational reform. This is the topic of chapter 5.

In section 6, we summarize key lessons for design and implementation of complete organizational
reforms. These lessons emerge from a review of a number of country cases where organizational
reform was recently implemented. Finally, section 7 presents our conclusions.

We also include three appendixes on (i) alternative payment mechanisms (appendix A ); (ii)
designing contracts (appendix B ); and (iii) approaches to monitoring and evaluating hospital
performance (appendix C ). We cannot do justice to these topics within the space of this
discussion paper. We include them because these areas and skills become more important as
hospitals gain autonomy, and we wanted to give those who want to follow-up on these topics a
concise summary and starting point.



3. IMPROVING HOSPITAL PERFORMANCE THROUGH
ORGANIZATIONAL REFORM

Organizational reforms (i) move public hospitals out of the core public bureaucracy and
transform them into more independent entities responsible for performance, and they also (ii)
keep ownership in the public sector.

A distinguishing characteristic of reforms reviewed in this course is that they rely on market
mechanisms to carry out functions that used to be carried out by central planning authorities
(figure 2). For this reason, such reforms are often termed “marketizing” reforms. Other kinds of
organizational reforms—such as decentralization—change organizational and institutional
structures but do not incorporate a greater use of market mechanisms. In this section, we ask
what combination of central planning and market mechanisms create functional organizations.

Figure 2. The thrust of organizational reforms
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Organizational reforms can be categorized by the extent to which central planning functions are
replaced by market mechanisms. (figure 2) We categorize reformers into two groups:
autonomous units, countries that applied limited change to the organizational incentives of their
hospitals, and corporatized hospitals, which includes countries that adopted bolder, private
sector models for organizational reform. The best way to think about this is as a continuum
between budgetary units and private units with autonomous hospitals closer to budgetary units
and corporatized hospitals closer to private ones.

Organizational reforms change five aspects of hospital organizational structure.  First,
organizational reforms increase the decisionmaking autonomy of hospitals. Second, hospitals are
exposed to market pressures to replace certain resource allocation and planning processes. Third,
hospitals are allowed to keep their savings but are also required to balance their budget and
perhaps to earn profits to give owners a return on the capital invested in hospitals. These three
instruments are designed to trigger improvements in efficiency and client responsiveness.

To ensure that nonmarket objectives are not undermined as hospitals are exposed to increasingly
greater market mechanisms, two additional instruments are often introduced. New accountability



mechanisms are adopted to retain ability to influence hospital behavior for nonmarket objectives.
Finally, to counterbalance the potential negative impact of marketizing reforms on the poor,
social functions are made explicit. Remember, however, that the main policy lever for achieving
social objectives for health care access is the health financing mechanism and a proactive
purchaser that monitors access of the population.

Autonomy

Autonomy is the right to make decisions over various aspects of production,
including inputs, outputs, and process.

The degree of autonomy (decision rights) hospitals have provides the first key element of
organizational structure. Most significant decision rights can be grouped around the categories of
inputs, outputs, and management processes. Where hospitals are operated as part of the
government bureaucracy, key decision rights are exercised by government bureaucrats, and there
are few at the level of the organization.

This means even in an external environment that encouraged good performance, hospitals would
not have the means to do so. For example, a hospital director may want to change the skill mix of
her staff but civil service regulations may prevent her from doing so. In a public bureaucracy,
many decisions require authorization from the higher level of the hierarchy that may take a long
time, require a discouragingly complex process of filling out forms, or both. In many cases,
regulatory and bureaucratic constraints, not lack of funds, stand in the way of good initiatives.

The problem with such allocation of decision rights is that government bureaucrats who make the
decisions are far removed from hospitals and thus often lack critical information to make those
decisions. At the same time, the people who have the information—hospital-based physicians and
managers—do not have decision rights. This mismatch between information and decision rights
is at the heart of poor performance of public sector hospitals.

Thus, the first key element of hospital organizational reform is to increase the autonomy of public
hospitals. Autonomy is important because it provides the critical instrument that enable
organizations to respond to incentives. When designing organizational reform, the important
question is “How much autonomy should hospitals have?” More specifically, “Which decision
rights should be allocated to the hospital?” and “Which decision rights should the government
bureaucracy retain?”” Table 1 summarizes the key decision rights to be allocated.



Table 1. Key decision rights to be allocated

Outcomes Process/management
O Labor (hiring, firing, O Level of Q Targets for QO Strategic management
remuneration) throughput specific health O Financial management including
O Capital (investment in O Mix of services outcomes setting user charges
and sale of assets Q Clinical management
including land, O Administrative processes

buildings, equipment)

Q Other inputs
(procurement of
consumables, including
drugs and supplies and
small equipment)

During the design and implementation of organizational reforms, countries are faced with
difficult dilemmas over granting decision rights to hospitals, particularly over (i) labor, (ii) capital
assets, and (iii) setting user fees.

Decision rights over labor issues. In many reforming countries, civil service regulations
blocked efforts to increase hospital directors’ autonomy over hiring, firing, and staff
remuneration. Removing civil service regulations from the health sector, however, proved to be
difficult. Although pay is lower than for private physicians, civil service status affords fringe
benefits, job security, and official grievance procedures. In fact, in most reforming countries,
governments were faced with opposition from unions and associations of health care employees
who insisted on attractive benefit packages in exchange for supporting the reforms. At the same
time, Ministries of Finance insisted on cost-neutral switch. In most cases, compromises were
made, and grandfather clauses were included in the personnel benefit design. In many cases, they
allowed voluntary transition to noncivil service status in the initial years, offered improved
compensation for those who transferred, and phased transition over several years. (table 2)

Table 2. Design of employment packages in Hong Kong, Singapore, Malaysia

Staff benefits Phasing (years) Voluntary
(+/-) (Y/N)
Hong Kong + 3 Y
Singapore + 1 Y
Malaysia + 2 Y




Box 1. Staffing issues in Malaysia

Malaysia corporatized the Heart-Institute (IJN) in 1992. Staff retention was a main reform objective. It
was decided to move all the staff from the Cardiology and Cardio-thoracic Units of Kuala Lumpur
General Hospital to the newly corporatized hospital. Staff, especially more senior ones, worried about
their service benefits (e.g., pensions and under-the-table payments) after leaving government service.

To ensure that IUN would have enough workers to start its service, government staffs were given three
options:

a. Resign from government service by taking early retirement and joining IJN;
b. Be seconded to IJN for two years while retaining civil service benefits;
c. Reject the offer to join as IJN staff and remain in the civil service.

Those who chose option a or b and joined IJN were offered two salary increments and an additional
increase in their base salary: 25 percent for the professional group, 15 percent for clinical support staff
and 12 percent for administrative staff. Staff selecting option B were allowed to be seconded for a
maximum period of two years, at the end of which they had to decide either to join IUN permanently, or
resign and return to government service. Senior workers above 40 years of age who chose option A or B
would not lose their entitlement to pensions and gratuities obtained as civil servants while working in
government service.

Out of 315 staff, 298 selected Option A; one chose Option B, and 16 preferred Option C—mainly due to
the higher salary that IUN was able to offer compared to the government pay scale. During its first year of
operations, an active recruitment program nearly doubled the number of staff by the end of 1993 to a
total of 459. Recently, there has been a move to hire employees on a renewable contractual basis, to
allow both the Institute and staff greater flexibility in resource management.

Source: Hussein et al, 2000

Decision rights over capital assets (physical). There are two issues related to capital: decision
rights over selling existing capital stock and acquiring new capital investments.

Selling existing capital stock. Of the reforming countries, the more radical reformers transferred
decision rights over selling physical assets to the provider level. This means that hospitals were
allowed to close and sell parts of their infrastructure. Countries in this group include Singapore,
Malaysia, New Zealand, United Kingdom, Hong Kong, Australia. These countries were ones that
more actively pursued the market oriented approach. Less radical reformers kept such decision
rights with the government including Indonesia, Tunisia, Ecuador, Argentina, etc.

Transferring decision rights over assets to hospitals creates greater sensitivity to the fixed costs of
their operations. Maintenance and fixed costs of facilities (heating, electricity) is expensive and
often takes up a large portion of available budgets. It is expected that transfer of decision rights
in this realm provides incentives to rationalize the infrastructure (i.e. layout) if efficiency gains
are achievable.

It has to be mentioned, however, that among the reviewed countries, closing hospital facilities
was not an explicit objective of organizational reform with the exception of a few cases. For
instance, Victoria, Australia experienced significant reconfiguration of infrastructure and services
(box 2). In the United Kingdom, hospital reconfiguration took place using mergers and networks



to promote internal rationalization—in a similar way to Victoria. But the United Kingdom has
kept steady downward pressure on hospital bed numbers for the past 20 years, starting well before
the beginning of organizational reforms: corporatization appeared neither to slow nor to speed
this steady downsizing.

The counterargument is to retain decision rights over infrastructure at the government level to
ensure rational planning of the distribution of facilities. Autonomization and corporatization do
not remove the need for coherent planning of major capital investments in hospitals or for an
allocation mechanism for recurrent and investment funding. Market mechanisms are often weak
in the hospital market and do not lead to efficient allocation of resources without government
intervention. Even in countries with largely private delivery of hospital services, planning or
capacity regulation are often found to be useful adjuncts to other mechanisms for managing
demand.

Retaining control over the sale of government-held assets is another means of ensuring
geographic access. The case can be made that if assets are to be sold, government should do it in
order to redistribute some of the proceeds of the sales—some hospitals inherit more valuable
surplus assets than others and may not have the highest priority claim on the revenue from their
sale. For example, the United Kingdom balances incentives with equity and other priorities by
allowing the local hospital and the region to retain part of the proceeds of asset sales.

Box 2. Hospital closures in Victoria (Australia)

In 1992, the Victorian Parliament’s Economic and Budget Review Committee noted substantial scope for
efficiency gains through hospital amalgamations; hospital closures; hospital-use conversions; and health
services specialization.

In 1995, Victoria’s Kennett Government restructured metropolitan health care services, combining 32
independent, publicly owned and operated hospitals in Melbourne into just seven health care networks.
Each network had between 2 and 9 hospitals. Acute care hospitals were combined with other acute
hospitals and with nonacute providers. Network boards were given decision rights over reconfiguration
of physical infrastructure and services.

In the four years after their establishment, the networks closed 9 hospitals and reconfigured the
operations of several more. Unfortunately, there are no published estimates of any cost savings from
these changes. However, Inner and Eastern Health Care Network estimated that by closing Burwood
and District Hospital it could use the savings to provide twice as many inpatient services at the nearby
Box Hill hospital. In addition, surplus assets were sold and the proceeds retained by networks, allowing
them to deliver more services within their existing budgets.

Source: Corden, 2000

Funding new capital investments. No country has granted full decision rights over new capital
investments to public providers, and investments continue to be predominantly publicly financed.
(See discussion under market exposure about access to private capital markets.) In fact, in many
countries, resource allocation decisions for investments are still made separately from resource
allocation decisions for operational expenditures. Even among the most radical reformers, few
countries purchase care or services with an explicit portion for capital stock and replacement
costs. Criteria for investment vary but are often tied to political criteria as well as other criteria
related to demand, need, or supply.
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Box 3. Integrating capital and operational
expenditures in Australia

There have been some moves to incorporate capital
into the output-based funding arrangements. Grants
to replace plant and equipment are now largely
output based. Decisions on plant and equipment,
accounting for an estimated half of the total
depreciation expense, are made at network level and
have increased the scope for substituting between
capital and other inputs. Grants for major capital

Various attempts have been made to
increase providers’ flexibility with regard
to strategic capital decisions. This is
important for efficiency, which requires
flexibility to substitute between capital,
labor, and other inputs. The first such
attempt is to integrate part of the capital
funding stream with that of operational
expenditures. The second is to set value

ranges within which providers can procure
equipment without permission. Box 3.
illustrates this issue with an example from
Australia.

works, including replacing buildings and expanding
capacity, remain submission based and are
evaluated centrally by government.

Source: Corden, in Preker and Harding eds, 2003

Decision rights over setting user fees. In some countries that have introduced organizational
reforms, increasing cost recovery from user fees was an important part of reform, aiming to
replace public with private resources. Indonesia, Singapore, Malaysia, and Hong Kong illustrate
the point. This issue is discussed later in more detail in the section on social functions and
residual claimant status, but here it should be mentioned that the question of where to delegate the
right to set user fees turned out to be very important. If a country is to introduce user fees, should
hospitals be allowed to set user fees or should the government (Ministry of Health) retain this
function?

Proponents of allowing hospitals to set user fees expect that it to foster competition among
providers, which will hold down the prices. This was the line of reasoning in Singapore. When
corporatized hospitals showed higher unit costs, this was explained by higher quality of services.
Some argue that the high tech equipment race to attract patients boosted unit costs in Singapore’s
corporatized hospitals.

Many other countries left the fee-setting function at the Ministry of Health. Aside from
Singapore, concerned about runaway fee increases and the impact on the poor. They did not want
people to see organizational reforms as the government’s reneging on its responsibilities to
provide health care. This is what happened in Hong Kong, Malaysia, and Indonesia

Although there is no recipe regarding the optimal allocation of decision rights, there are three
principles to guide design of hospital reforms.

O Align decision rights and external pressures to ensure that those who have the autonomy to
make decisions will also face good incentives and vice versa. (box 4)

O Transfer decision rights over day-to-day management where the information is to ensure that
the decisionmakers have the necessary information.

0 Prepare management to take advantage of greater autonomy (section 5)
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Box 4. Misalignment of decision rights, incentives, and information:
lessons from Eastern Europe

Many countries in Eastern Europe have not systematically considered what would be an appropriate
allocation of decision rights. This can be illustrated through the case of Hungary. In Hungary, as in many
other transition economies, a key objectives of health reform was to improve efficiency by reducing excess
capacity in the health sector. This was to be achieved through new purchasing arrangements founded in
case-based provider payment mechanisms. Output-based payment to hospitals were expected to give
hospitals incentives to downsize and lay off excess staff.

Automatic downsizing and efficiency gains did not occur, however, as external incentives and organizational
incentives were contradictory. Hospitals did not have decision rights over the physical assets of the hospital
(buildings and land), and had only limited autonomy over staff. Decision rights over the former were
allocated to local governments in 1990, and decision rights over staff are restrained by civil service
regulations. So even if hospitals had wanted to respond to the new financial incentives, they did not have
the means to do so.

In contrast to hospitals, local governments do have decision rights over physical assets and thus they could
have sold their hospitals. However, for political reasons, they lacked incentives to do so. The local
electorate perceives hospital closures as a loss of assets for the community and as a failure by local
government to fulfill its legal (sometimes constitutional) mandate to deliver services. As a result, old input-
use patterns persist, despite changes in external incentive structures and increasing financial pressures.

Source: Jakab et al. in Preker and Harding eds, 2003

Market exposure

Market exposure refers to subjecting hospitals to competition in the product and factor
markets. In the product market, market exposure means that hospital revenues are linked to
performance. On the factor market, market exposure means that hospitals compete for inputs,
including physicians and capital.

Product market. Increasing market e