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UNIT 1

TEXT

Methods of Health Care Financing

There are several methods of financing health care, each of which has its own
strengths and weaknesses. This unit presents various methods of financing.

The major methods of financing are: government revenue, social and private in-
surance, user fees, and community financing. Various organizations of health care de-

livery are usually combined with some financing methods.

Government Financing

Government financing can take a number of forms: general tax revenues and
deficit financing, the use of inflation, earmarked taxes, government sponsored lotter-
ies and betting, etc.. The three main forms of government financing are general tax,

inflation, and earmarked tax.
¢ General Tax

General tax revenues have long been used in every country of the world to finance
certain components of health care, and usually they are the most important source of
financing, although their degree of importance varies significantly.

The largest component of general tax revenues in low-income countries is duties
on imports and exports. The second most important source of tax revenue in develop-
ing countries is taxes on business transactions and profits, which yield more revenues
than personal income taxes, the third most important source.

General tax revenues may not be a stable source of finance for health care. This is
largely the result of factors such as the low political priority frequently given to the
health care in national budget decisions; the instability of developing countries’ econo-
my; the frequent use of public expenditure as a macro-economic policy.



In practice, politics plays a significant role in allocating general tax revenues to
the health sector and among different programs within the health sector. The distri-
bution of power often favors high-and middle-income residents in the urban areas. The
resulting politically-determined allocation of tax funds among programs often reduces
rather than enhances the equity of health care delivery.

General tax revenues may be supplemented by borrowing and spending funds in
the present and repaying them over some period of time. Deficit finance may be raised
nationally or internationally, through mechanisms such as the issuing of bonds, cer-
tificates or long-term low-interest loans. When it is used, deficit financing is typically
for specific construction or programs. Unless such projects contribute directly to in-
creased output which can be taxed to serve the debt, the deficit must be repaid from
general tax revenues. Therefore, in low- and middle-income countries, high inflation
rates and lack of confidence in the government’s abilities to honor eventual redemption
of the bond may make it difficult to utilize deficit financing as a source of support for
health care.

¢ Inflation

Inflation may also be employed as an alternative means of financing health ser-
vices. When governments spend more than their revénues, they may finance this
deficit by printing more money. However, without a simultaneous expansion in out-
put, the increased volume of money leads to price increase in order to bid resources
away from existing users. Its major problem is that the burden is highly uneven,
falling most heavily on the elder with fixed incomes and those with inflexible wages.
Moreover, many countries lack the ability to keep inflation under control, resulting in
hyperinflation with serious consequences for economic growth, savings and invest-

ment.
¢ Earmarked Tax

Some government may “earmark” a particular tax for health purposes. For ex-
ample, taxes on the sale of particular products may be earmarked for health services at
either national level or within a particular local government area. The problem with
such sales taxes is that they are often difficult to administer, may be politically unpop-
ular, and are regressive (falling proportionally more on low-income families) if, as is
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often the case, taxes are levied on items such as alcohol, tobacco or recreational
events. An advantage of this source of financing is that it is impossible to assign a tax
to fund certain priority programs. Abel-Smith (1985) observes that it might be prac-
tical to earmark for health the tax revenues on certain goods and activities that may
have adverse health implications (e.g. alcohol, tobacco, cars, etc. ).

Insurance

Insurance is used by most middle-and high-income nations to finance a significant
portion of their nations’ health expenditures.

Insurance serves two principal functions in improving the economic welfare of a
nation. First, insurance pools together the financial risks facing a large group of peo-
ple each of who has a small probability of significant losses. Operating through the
statistical “Law of Large Numbers”, this small probability of losses to individuals can
be transformed into a more predictable, certain aggregated loss. Second, insurance
enables individuals to transfer their risks to an insurance plan by paying a premiumj;
the insurance plan agrees to pay specified benefits when certain events occur such as
bone fracture.

There are two major types of insurance programs to finance health care: social in-

surance and private insurance.
* Social Insurance

Two characteristics distinguish social insurance from private. First, social insur-
ance is compulsory. Everyone in the eligible group must enroll and pay the specified
premium (contribution). Once a person has paid the minimum number of payments,
he or she is entitled to the specified benefits. Second, social insurance premiums and
benefits are described in social compacts (laws) established through legislation. These
premium payment obligations and benefits can be revised more easily than those of pri-
vate insurance that are defined in legal contracts.

Social insurance can insure against the financial risks of sickness, .disability, re-
tirement, death, etc. for either the whole population or a part of it. The entire sys-
tem of social protection is often termed as “social security”. Social insurance is con-
ventionally financed by imposing on the employers a similar or somewhat higher pay-
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roll tax. The payments are referred to as social insurance contributions and qualify
those covered for a range of benefits. Governments may in some instances also con-
tribute to the schemes. Beneficiaries may have to pay user fees (termed as co-payment
and g:oinsurance) in addition to their wage tax. In some countries, in order to.include
those workers outside the formal sector, insurance payments may also be calculated on
measures of income or wealth other than wages, such as the value of crops produced.

Critics of social insurance argue that it tends to promote or reinforce high-cost,
hospital-based, doctor-centered and curative health care. Social insurance plans also
frequently result in marked inequalities in the quantity and the quality of services be-
tween those covered by the plans and those who are not. Insured workers and their
dependents tend to obtain more resource per capita than those not covered by insur-
ance since the funds for those plans originate from contributions from the most pro-
ductive sectors of the economy (e. g. industry, banks, commerce or mining) rather
than the poorer agricultural sector in which the majority of the population works.

However, on the positive side, social insurance can relieve the pressure on min-
istries of health, devoting resources to urban medical services. It can indirectly make
more resources available to those in rural areas if the government can substitute social
insurance financing for government tax financing and shift the tax funds to the rural
areas, but this is seldom done for political‘ reasons.

There are two types of social insurance programs. One is a government-operated
plan, when the benefits structure and contribution rates are standardized. The second
type of social insurance is when the government makes the insurance compulsory, yet
allows the consumer to choose among several insurance plans ( private and public).
The government specifies a standard benefit package and the actuarial standards with
which the private plans comply.

* Government-operated plan

A public plan can make either direct or indirect provision of services to its in-
sured. Most nations have chosen to rely mainly on direct provision of services by own-
ing and operating hospitals, clinics, and health stations.

A government-run social insurance plan faces many political pressures. Resource
allocation decisions and payment policy to providers are affected by politics. The social
insurance plan could also become a political chip where the existing government would
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promise greater benefits to the currently insured in order to gain their political sup-
port. Yet, with aging of the population and the rapid inflation of health care cost, the
increasing cost of the benefits could become an unbearable burden on the next genera-
tions who may not be born yet.

Another difficulty encountered under direct provisions is that when hospitals and
clinics are owned and managed by a government-run social insurance program, politi-
cal patronage can become rampant in personnel hiring. Moreover, medical care be-
comes bureaucratized and leads to decline in the quality of services, less efficiency,
and inflated costs. Yet patients have no choice but to seek care from the social insur-
ance plan operated hospitals and clinics, unless they can afford to the full charge and
go to private sector facilities.

On the other hand, government operated social insurance plans can be operated
with an indirect provision of services by giving patients a choice of public and private

providers.
s Mandated Purchase from Private and Public Insurance Plans

Under a universal scheme, the government mandates that everyone must pur-
chase health insurance. Citizens have a choice to purchase insurance from several pub-
lic or private plans, mostly offered by nonprofit firms. In many countries, these in-
surance plans are called “sickness funds”. Sickness funds can also be established by
large industrial enterprise, trade unions or local governments. Germany, Japan,
France, and Korea are the most prominent examples of nations who use this financing
scheme. These mandated insurance plans usually give patients a choice of providers.

Compared with a government operated social insurance plan, the mandated social
insurance scheme overcomes many political and bureaucratic shortcomings because the
private plans are not public agencies, hence somewhat insulated themselves from poli-
tics. The indirect provision of services reduces bureaucratization of medicine. More-
over, insurance plans must operate with each other for business which promotes effi-
ciency.

However, the mandated approach with multiple insurance plans often faces ad-
verse selection by the consumer and aging of its insured. For example, many locally-
based sickness funds in Germany were originally organized to cover farmers in their re-
gion. As the younger people in the villages moved to the cities to seek higher paying
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jobs, these community-based plans were confronted with an increasingly elderly popu-
lation. Consequently, its premium rates had to be increased sharply. This created in-
equities in financing among sickness funds for the health risks were not adequately
pooled. The government had to intervene to cross-subsidize sickness funds in order to

even out the risks insured by different sickness funds.
* Voluntary Private Insurance

Private insurance is offered by nonprofit or for-profit insurance companies. Con-
sumers voluntarily choose insurance package that best fit their preference. Private in-
surance is offered on individual or group basis.

Under individual insurance, the premium is calculated actuarially based on the
individual’s risk characteristics and the underwriting rules used to select the risk. The
premium charged is closely related to the expected benefits plus administrative expens-
es and profit margin. Usually the marketing and administrative expense plus the prof-
it margin take 40% ~ 50% of the premium. With these high expenses, private
insurance’s major concern is buyer’s adverse selection for the premium rate is far above
the actuarially fair premium (i.e. the cost of expected benefit payments). Thus, in-
surance companies require the buyers of individual health insurance to pass a medical
examination.

Insurance companies offer group health insurance to large employers or occupa-
tional associations. Employers usually select only one or a few insurance benefits plans
from which the employees may choose. The premium is calculated on a group basis.
Often the employees are divided into two groups: single persons and families. For
each category the risk is pooled across age’sex and health status. Thus there is signifi-
cant income transferd by the younger workers to the older workers and by families
without children to those with several children. In order to minimize adverse selec-
tion, private insurance companies often require a minimum number or percentage of
employees to enroll in the plan.

User Fees

User fees are schemes where patients pay a fee to the 'provider at the point when
services are rendered. They have always been employed by private sector providers to
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obtain revenues. The amount of user fees can be determined based on different princi-
ples. The amount can be the full charges, co-payment—a flat amount present for each

visit, and coinsurance—patients responsible to pay a percent of the full charge.
Community Financing

Commoning financing is based on two principles: community cooperation and
self-reliance. Recognizing health care is a basic necessity, some health care is a merit
goods, and cooperative action can improve the social welfare of its members: the com-
munity takes collective action to mobilize the cooperation of all its members to finance,
organize, and manage health care. Community financing may be encouraged and sup-
ported by the government through its policies and regulations, technical and financial
assistance, but, ideally, a community financing organization is not owned, operated,
or managed by the central or local government.

The consumer { community member) pays a contribution in advance for a package
of benefits. The contribution may only cover a portion of the cost of the benefits while
local employers and the government finances the remainder. This contribution is a fi-
nancial vehicle for the consumer to budget in advance for the services they expect to
use, regardless of whether the cost of the service is, large or not. In exchange for an
advance payment, the community organization organizes provider primary health ser-
vices and drugs when the consumer needs them. In other words, the community or-
ganization creates an HMO for primary care. When patients need hospitalization, the
community financing may pay a portion of the hospital bill.

(From: Health Care Fioancing in Developing Nations, Flagship
Module 3: Revenue Sources and Collection Modalities , William Hsiao)

New Words and Special Terms

deficit n. HF

earmark v. TRE---- HIREER FE
lottery n. BR

redemption n. %

uneven adj. REEH




hyperinflation ~ n. FEREK
regressive  adj. BLEIER K

levy v. fEBE

implication n. BE, FX. BEx
law of large numbers  KEIEN
revise v. Bil, BX

curative adj. BRE. BITRH
rural adi. $TH, $HY
comply  v. H1E

political chip ~ BiG&H

patronage  n. BBH. B
mandate v. mid. 84, B
nonprofit firm  JEEFHLH
insulate v. HRE4
cross-subsidize ~ v. X #bBh

even v. V4

occupational association ~ fTILIh&
community financing FEEESE
merit goods REE T

Notes

1. The largest component of general tax revenues in low-income countries is du-

ties on imports and exports. KA BRI EBBA R B K E R4 2
HBOX8,

2. General tax revenues may be supplemented by borrowing and spending funds
in the present and repaying them over some period of time. 3 & E ZBik
AUBIERRERNT, EREESE—EHRRET.

3. Inflation may also be employed as an alternative means of financing health ser- -
vices. When government spend more than their revenues, they may finance
this deficit by printing more money. However, without a simultaneous ex-

pansion in output, this increased volume of money leads to price increase. in
order to bid resources away from existing wsers. & 5B TV 2R
FHReHBEFRNZ—, KMBZHBEAMBKAR, BRELTRGTE




FHRTRHIERX—EH. KW, HF-HARBRNYT A, X0
RHIEH LB, IHESTRERIAFTHERE

Exercise

1. Answer the following questions according to the text:

I.

1.
2.

7.
8.
9.

What are the three main forms of government financing?
What is the first most important source of tax revenue in developing coun-
tries? And what is the second, the third one?

. Why may general tax revenues not be a stable source of finance for health

care?

. How can inflation be employed as an alternative means of financing health ser-

vices?

. What is the advantage of employing earmarked tax as a source of financing?

. What functions does insurance serve in improving the economic welfare of a

nation?
Which characteristics distinguish social insurance from private?
Under individual insurance, how is the premium calculated?

What are user fees?

10. What are the two principles community financing is based on?

Single-choice questions: -

Directions: Each of the following sentences is provided with choices, choose the

1.

2.

one that best completes the sentence.
Which one is usually the most important source to financing?
A. general tax
B. insurance
C. user fees
D. community financing
Which one is not one of the forms of government financing?
A. general tax
inflation

earmarked tax

OCow

social insurance
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. The largest component of general tax revenues in low-income countries is

A. duties on imports and exports
B. taxes on business transactions and profits
C. personal income taxes

. The second most important source of tax revenue in developing countries is

A. duties on imports and exports
B. taxes on business transactions and profits
C. personal income taxes

. The third most important source of tax revenue in developing countries is

A. duties on imports and exports
B. taxes on business transactions and profits
C. personal income taxes
General tax revenues may not be a stable source of finance for health care. It
is the result of factors except
A. the low political priority frequently given to the health care in national
budget decisions
B. the instability of developing countries’ economics
C. the frequent use of public expenditure as a macro-economic policy
D. the stability of personal income tax
. Deficit finance may be raised
A. nationally
B. internationally
C. nationally or internationally
. The deficit finance must be repaid from
A. general tax revenue
B. the issuing of bonds
C. certificates or long term low-interest loans
In low-and middle-income countries, the following factors except

may make it difficult to utilize deficit financing as a source of support for

health care.




>

. high inflation rates
B. lack of confidence in the government’s abilities to honor eventual redemp-
tion of the bond
C. the low political priority frequently given to the health care in national
budget decisions
10. Some governments may “EARMARK” a particular tax
A. for health purpose
B. for income purpose
C. for inflation purpose

11. Insurance enables individuals to transfer their risks to an insurance plan

A. by underwriting insurance contracts
B. by paying a premium
C. by acquiring compensation through insurance
12. Social insurance is
A. compulsory
B. voluntary
Supplementary Reading

Six Ways to Improve Systems of User Fees

* Make an effort to explain medical charges to patients.

Most patients at public health facilities in low-income nations are unfamiliar with
medical fees. They may be uneasy with the idea of paying for something they do not
understand. Simple and innovative ways should be used to explain fee schedules and
billing procedures to consumers. For example, an information campaign can be
launched to explain how the system functions. Visible signs can be posted listing the
prices for medical services.

* Motivate the health facility staff to administer and collect fees.

The health staff will have better incentives to administer and collect fees when
fees are retained at the point of collection. In this way, the money can be used to im-
prove the quality of care, maintain facilities, and pay for recurrent expenditures on
salaries. Another way to provide incentive for collection is to offer prizes for hospitals
that recover the largest proportion of costs through user fees.
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