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ABSTRACT England, France, Germany, the Netherlands, and Sweden spend
less as a share of gross domestic product on hospital care than the United

States while delivering high-quality services. All five European countries
have hospital payment systems based on diagnosis-related groups (DRGs)

that classify patients of similar clinical characteristics and comparable
costs. Inspired by Medicare’s inpatient prospective payment system,
which originated the use of DRGs, European DRG systems have
implemented different design options and are generally more detailed
than Medicare’s system, to better distinguish among patients with less
and more complex conditions. Incentives to treat more cases are often
counterbalanced by volume ceilings in European DRG systems. European
payments are usually broader in scope than those in the United States,
including physician salaries and readmissions. These European systems,
discussed in more detail in the article, suggest potential innovations for
reforming DRG-based hospital payment in the United States.

uropean countries often look to the

United States for inspiration and

innovation in ways of organizing

and paying for health care. One

prominent example of US innova-
tion was the Medicare inpatient prospective
payment system introduced in 1983 in the
United States.

The basic idea of the system was to classify
hospital cases into diagnosis-related groups
(DRGs) of patients with similar clinical charac-
teristics and comparable costs, and to pay hos-
pitals a flat fee for each DRG that reflected
national average treatment costs of patients in
that grouping. At the time, this idea was
revolutionary, and it was adopted by countries
around the world. Consequently, DRG-based
hospital payment systems gradually emerged
as the principal means of paying for hospital care
in most developed countries,' particularly in
Europe.?

The United States has now embarked on

another quest to identify innovative payment
models that will contribute to better health care
at lower costs. The recently established Center
for Medicare and Medicaid Innovation, a branch
of the Department of Health and Human
Services, is a primary player in that pursuit.
However, US payment reform efforts might also
benefit from a look at how payment systems
originally inspired by Medicare have developed
abroad.

European countries such as England, France,
Germany, the Netherlands, and Sweden spend
less on hospital care than the United States, both
per capita and as a percentage of gross domestic
product (GDP) (see Exhibit Al in the online
Appendix).*® At the same time, these countries
deliver high-quality care in hospitals. They score
similarly to the United States on a long list of
quality indicators, and most of them do not have
waiting times for care that are any longer than in
the United States.®’

We analyzed hospital payment systems in
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PAYMENT & INSURANCE

EXHIBIT 1

Europe based on a conceptual framework that
was originally developed by Randall Ellis and
Mark Miller,® which we expanded for our pur-
poses. We used this framework to highlight
differences between European hospital payment
systems and Medicare’s inpatient prospective
payment system. In doing so, we summarized
the results of EuroDRG, a large European re-
search project comparing DRG-based hospital
payment systems in Europe.

The framework by Ellis and Miller highlights
the principles underlying different provider pay-
ment mechanisms and facilitates an understand-
ing of how countries pay for hospital services. It
consists of five dimensions for analysis that ap-
ply to all payment systems: the basis of informa-
tion for determining hospital payments; the
scope of payments; the adequacy of payments;
the fineness of payments, or whether a system
reflects different levels of severity in patient ill-
nesses; and quality, or whether the payment sys-
tem provides incentives for delivering high-qual-
ity health care services.

European DRG-Based Hospital
Payment Systems

It is unlikely that any hospital payment system
will ever be able to align perfectly the interests of
payers, patients, and providers.’ We do not pre-
tend that the features of hospital payment
systems in England, France, Germany, the
Netherlands, and Sweden necessarily make
those systems better than Medicare’s inpatient
prospective payment system. However, we be-
lieve that numerous features and innovations
of European hospital payment systems can serve
as models of better ways of paying for hospital
care in the United States.

In England, France, Germany, the
Netherlands, and Sweden DRG-based hospital
payment systems were introduced between
1995 and 2005—one or two decades after the
introduction of the Medicare inpatient prospec-
tive payment system (Exhibit 1). In Europe the
dominant provider payment mechanisms prior
to the introduction of DRGs were systems of
global budgets or spending limits, with adjust-
ments for activity—for example, in terms of

Basic Characteristics Of Diagnosis-Related Group (DRG)-Based Hospital Payment In 5 European Countries And The United States, With Basis Of

Information For Payments

BASIC CHARACTERISTICS OF DRG-BASED HOSPITAL PAYMENT SYSTEMS

Patient classification
system

Year introduced
Prior payment system

Frequency of revisions
Applied to

England France Germany Netherlands Sweden Us (IPPS)
Healthcare Groupe German DRG Diagnose NordDRG Medicare severity
Resource Homogéne de (G-DRG) Behandeling DRG (MS-DRGY
Group (HRG) Malades (GHM) Combinaties
(DBC)
2003 1996 2003 2005 1995 1983

Global budget
(with activity

Global budget
(with activity

Global budget
(with activity

Global budget
(with activity

adjustment) adjustment) adjustment) adjustment)
Annual Annual Annual Irregular
All hospitals All hospitals, All hospitals, All hospitals,
treating NHS in- and in- and in- and
in- and outpatients outpatients outpatients

outpatients

BASIS OF INFORMATION FOR PAYMENTS®

Patient characteristics

Service characteristics

Provider characteristics
Volume of activity

(such as global budget)

Location (such as

market forces factor)

Yes Yes Yes Yes

Yes Yes Yes Yes

No (but plans No DRG-based Budgets for
exist for budgets 30% of DRGs
volume cap)

Yes Yes Yes No

Global budget
(with activity
adjustment)
Biennial
Depending on
county, in- and
outpatients

Yes
Yes

Volume ceilings
or budgets

Yes

Fee-for-service

Annual

All hospitals
treating Medicare
patients (some
exceptions)

Yes
Yes

No

Yes

source Authors’ own compilation based on Kobel et al. (Note 11 in text). Updated for the Netherlands based on Dutch Healthcare Authority. Introducing performance-
based specialist medical care. Utrecht: The Authority; 2012. Dutch. NoTEs IPPS is inpatient prospective payment system. NHS is National Health Service. °The DRG system
used under the IPPS in the United States has changed names three times since 1983. From 1983 to 2000 it was known as the Health Care Financing Administration
(HCFA)-DRG system. In 2001, as a result of the transformation of HCFA to the Centers for Medicare and Medicaid Services (CMS), HCFA-DRGs became CMS-DRGs. Finally,
in fiscal year 2008 a substantially revised version of DRGs was launched under the name of Medicare Severity (MS)-DRGs. "For details, see Exhibit A2 in the Appendix

(Note 5 in text).
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number of patients, procedures, or total in-
patient days.

The primary purpose of moving toward DRGs
in Europe was to increase the transparency and
productivity of hospitals.”” For example, DRGs
can increase transparency about hospitals’ work-
loads by uncovering the fact that one hospital
treats more complex cases than another—thatis,
that cases in one hospital fall, on average, into
more costly DRGs than in another. DRGs can
improve transparency about hospital resource
use by exposing the fact that patients in the same
DRGs are staying markedly longer (or are more
costly) in one hospital than in another.
Productivity is thought to increase because hos-
pitals are paid on the basis of the number and
types of patients treated, which provides in-
centives for them to treat a lot of patients
while limiting the amount of resources used
for treatment.

Today England and the Netherlands use DRG
systems that they developed from scratch, while
France, Germany, and Sweden have DRG sys-
tems that were originally imported from the
United States or Australia and later adjusted to
meet country-specific needs." The DRG systems
have all been revised several times since their
introduction, and they show considerable
heterogeneity in how individual patients are al-
located into DRGs."*™

We explain these different systems below, and
we draw comparisons to the situation in the
United States, where the DRG system has been
revised annually and has changed names several
times since 1983. In fiscal year 2008, following a
very major restructuring of the grouping logic,
Medicare’s DRG system was renamed Medicare
Severity-DRGs (MS-DRGs).

The DRG-based hospital payment system is
the single most important payment mechanism
in each of the five countries we studied.
Approximately 60-85 percent of total hospital
revenues flow through DRG-based hospital pay-
ment systems. These systems are the standard
modality of paying for care at both public and
private hospitals and cover both inpatients and
day cases—patients formally admitted to the
hospital for minor surgery who leave the hospital
either the same day or within twenty-four
hours.”

European DRG classification systems are ap-
plied to all patients, independent of their insurer
or insurance status. Hospitals thus cannot shift
costs to or fulfill their revenue expectations
through patients with different payment
modalities.

An important point is that in Europe, unlike in
the United States, DRG-based payments often
exist within a global budget that is usually set

at the hospital level. There is no such overall
budget for hospital inpatient payment under
US Medicare. In addition, in Europe there may
be separate global budgets for specific areas of
care, such as mental health, and additional pay-
ments are available for certain services, such as
treatment in intensive care units in England.

BASIS OF INFORMATION By way of background,
payments of any type in health care can be de-
fined based on provider, service, or patient
characteristics or combinations of these. The
basis of information for determining payments
has an important influence on the incentives of
the payment system.

For example, global budgets that are primarily
based on provider characteristics, such as the
number of available beds or types of specialties,
ensure the availability of infrastructure but do
not reward productivity, since those who provide
more services will not be paid more for them.
Fee-for-service systems, in contrast, encourage
the provision of services but may lead to over-
provision. Payment systems based on patient
characteristics, such as diagnosis or age, provide
incentives to treat a high number of patients
while keeping costs per patient at a minimum.

All hospital payment systems based on DRGs
take into account information about patient di-
agnoses, service characteristics (the particular
procedures performed, such as heart or cancer
surgeries), and other patient characteristics fora
more balanced set of incentives.'

The basis of information for all DRG-based
hospital payment systems in Europe is deter-
mined by the classification variables used for
grouping patients into DRGs and by limits on
the volume of activity, such as global budgets,
and adjustment factors related to location or
market forces. DRG systems in Europe rely
mostly on patient and service characteristics that
are also used in Medicare’s MS-DRGs (Exhibit 1;
also see Exhibit A2 in the Appendix for more
details).>"

However, in several European DRG-based pay-
ment systems, service characteristics play a more
prominent role in the classification process. In
England’s Health Care Resource Groups, service
characteristics are considered before patient
characteristics such as diagnoses in the classifi-
cation process." In Germany the number of sur-
gical DRGs has increased substantially since the
introduction of the system in 2003.

Hospital payment in most countries depends
on all three types of information—patient, pro-
vider, and service characteristics—as integral
parts of the system. The excessive expansion of
activity—a potential negative consequence of a
strong link between service provision and pay-
ment received—is counterbalanced in Germany,
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EXHIBIT 2

the Netherlands, and Sweden by the existence of
provider-level targets or budgets that limit to a
certain extent the revenues that hospitals can
receive through DRG-based payments.

For example, in Germany the total volume of
services that a hospital is targeted to provide is
negotiated each year between sickness funds—
entities fulfilling the role of insurer in the
German system—and hospitals. If a hospital ex-
ceeds this target, the DRG-based payment is
reduced by a certain percentage. The payment
is increased if the hospital remains below the
target. However, this mechanism did not stop
the expansion of certain apparently more lucra-
tive services such as hip implants,'® because only
the total volume of hospital services is limited,
not specific activities.

SCOPE OF HOSPITAL PAYMENTs The scope of
hospital payments refers to the level of aggre-
gation or “bundling” of services in the DRG
system—within providers or across providers
and over time. Hospitals in most European coun-
tries receive one DRG-based payment for each
admitted patient that covers all costs of services
during a hospital stay, similar to Medicare’s in-
patient prospective payment system (Exhibit 2).

However, unlike in that system, the scope of
payments in European countries often extends
beyond twenty-four hours after discharge.

For example, since 2004 hospitals in Germany
receive only a single DRG-based payment that
includes costs for readmission to hospitals for
the same reason either within certain time limits
defined per DRG or within thirty days after the
initial admission. In Sweden, where county gov-
ernments determine the modalities of DRG use,
hospitals in Stockholm County do not receive a
second payment for hip or knee replacement
patients readmitted for complications from sur-
gery within two years after discharge.

In addition, the scope of payment in Europe
usually also includes physician salaries or fees.
In most countries all services provided in hospi-
tals by surgeons, anesthesiologists, radiologists,
and others are covered by the DRG-based pay-
ment to the hospital, although exceptions exist
in France and Germany (Exhibit 2).

In the Netherlands physician fees for care pro-
vided in the hospital have been included within
hospital payments since the introduction of the
Dutch system in 2008. Almost all countries in-
clude hospital capital costs within the DRG

Scope Of Hospital Payment In 5 European Diagnosis-Related Group (DRG)-Based Systems

England
Payments per One
hospital stay
DRG extends 30 days after
until discharge
(for elective
admissions)

SCOPE OF PAYMENT INCLUDES:

Recurrent costs Yes
Physician fees Yes

Capital costs Yes

France
One

30 days after
admission
or until upper
outlier limit

Yes
Yes—in public hospitals
No—in private hospitals

Yes (but not all)

OUTSIDE THE SCOPE OF PAYMENT, ADDITIONAL PAYMENTS FOR:

Specific high- Unbundled HRGs for
cost chemotherapy,
services radiotherapy,

high-cost drugs,
and ICU care

Innovation- Yes
related
payments

Séances GHM for
chemotherapy and
radiotherapy;
additional payments
for emergency care,
high-cost drugs, and
ICU care

Yes

Germany
One

30 days after
admission or until
upper outlier limit

Yes

Yes (except for 5% of
cases treated by
practice-based
physicians)

No (only some)

Supplementary
payments
for chemotherapy,
radiotherapy, and
high-cost drugs

Yes

Netherlands
Several possible

42 days after discharge
(for inpatient
admission) or
42 days after
outpatient treatment

Yes
Yes

Yes

Yes (since 2012) for
ICU care, and
provided in
cooperation with
practice-based
physicians

Yes (for expensive
orphan drugs)

Sweden
One

Day of discharge
(except in certain
counties—for
example, two
years for certain
groups of patients
in Stockholm)

Yes
Yes

Yes

Cost-outlier payments
for cases above a
threshold:
additional
payments for burns
and high-cost drugs

Yes

source Authors’ own compilation based on Busse et al. (Note 2 in text). Updated for the Netherlands based on Dutch Healthcare Authority. Introducing performance-based
specialist medical care. Utrecht: The Authority; 2012. Dutch. NoTes HRG is Healthcare Resource Group. ICU is intensive care unit. GHM is Groupe Homogeéne de Malades.
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payment. The exception is Germany, where in-
vestment funding for hospitals is provided by
the states. Consequently, the scope of hospital
payment systems in many European countries is
broader than in the United States.

The potentially negative consequences of a
broader scope in hospital DRG payments, such
as skimping on services that cannot be billed
separately, are probably counterbalanced in
Europe by additional payments for certain
high-cost services. For example, in England,
Germany, and France, chemotherapy, radio-
therapy, renal dialysis, high-cost drugs, devices,
and some other services are reimbursed sepa-
rately through additional payments on top of
the basic DRG-based payment. All systems have
developed mechanisms to provide additional
payments for certain innovative technologies,
including drugs, when they are not adequately
reimbursed through the payment system."”

ADEQUACY OF HOSPITAL PAYMENTS If DRG-
based payments to hospitals are too low to cover
treatment costs, providers will attempt to reduce
costs by cutting services or reducing quality. If
payments are too high, providers have no in-
centive to behave efficiently and will waste

EXHIBIT 3

resources. In most European countries the size
of payment per DRG is calculated by multiplying
a payment rate or weight that is an indicator of
the costs of care for patients in that DRG—higher
weights for more costly DRGs—with a base pay-
ment or base rate that might vary depending on
the location of the hospital to account for
differences in production costs.

In most European countries DRG systems cal-
culate weights differently than does the Centers
for Medicare and Medicaid Services (CMS), the
US agency that oversees the MS-DRG. CMS cal-
culates weights on the basis of charges from
Medicare claims and costs reported in hospitals’
Medicare cost reports.” To calculate “cost-
based” weights, CMS applies nationally uniform
cost-to-charge ratios.

Exhibit 3 summarizes information about the
collection of cost data used to determine hospital
payment rates in Europe. England, France,
Germany, the Netherlands, and Sweden collect
data about costs of service provision in hospitals,
but the size of the data sample and the quality of
cost data vary among countries.

England mandates that all National Health
Service (NHS) hospitals provide cost accounting

Adequacy Of Hospital Payment Rates And Fineness Of Categories Of Diagnosis-Related Groups (DRGs) In 5 European Systems

England (HRG)

France (GHM)

Germany

(G-DRG) Netherlands (DBC)

COST DATA COLLECTION METHODOLOGY TO DETERMINE PAYMENT RATE

Sweden (NordDRG)

Sample size (% of all hospitals)  All NHS 99 hospitals 253 hospitals Resource use: all 40 hospitals (45%)
hospitals (5%) (13%) hospitals; unit costs:
15-25 hospitals (24%)
Overhead cost allocation Direct Step down Step down Direct Direct
to departments (preferably)
Direct cost allocation Top-down Top-down Bottom-up Bottom-up micro-costing Bottom-up micro-
micro-costing micro-costing micro-costing costing
Time lag to cost data 3 years 2 years 2 years 2 years 2 years
FINENESS OF THE PATIENT CLASSIFICATION SYSTEMS
Number of DRGs in 2010 1,404 2296 1,200 Approx. 30,000 (reduced 983
to 4,400 since 2012)
Number of DRGs in 2003 610 598 664 Approx. 100,000 (2005) 722
or at year of system
introduction
Severity levels per base-DRG <3 4 (+1) Unlimited Not applicable 2
Assessment of CC Chapter- One global CC PCCL Not applicable One global list of
specific list with (separate DBC) SDs or procedures
CC lists exclusions with exclusions

source Authors’ own compilation based on Kobel et al. (Note 11 in text); Scheller-Kreinsen et al. (Note 19 in text); and Tan SS, Serdén L, Geissler A, van Ineveld M, Redekop
K, Heugren M, et al. DRGs and cost accounting: which is driving which? In: Busse R, Geissler A, Quentin W, Wiley MM, editors. Diagnosis Related Groups in Europe: moving
towards transparency, efficiency, and quality in hospitals. Maidenhead (UK): Open University Press; 2011. p. 59-74. Updated for the Netherlands based on Dutch
Healthcare Authority. Introducing performance-based specialist medical care. Utrecht: The Authority; 2012. Dutch. NoTEs Severity levels per base-DRG: All DRG
systems have the possibility to subdivide basic categories (base-DRGs) into two or more final DRGs, each containing patients with a similar degree of severity or
complexity. If a system has more DRGs per base-DRG—that is, more severity levels—patients within a DRG are, in theory, more similar regarding the level of
severity. In France base-DRGs are subdivided into four severity levels. In addition, one “severity level” exists for short stays or outpatients, so severity levels are
denoted as 4 (+1). HRG is Healthcare Resource Group. GHM is Groupe Homogéne de Malades. G-DRG is German DRG. DBC is Diagnose Bechandeling Combinaties.
NHS is National Health Service. CC is complication and comorbidity. PCCL is Patient Cumulative Complexity Level. SD is secondary diagnosis.
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data to a national database—a requirement sim-
ilar to the CMS requirement that hospitals treat-
ing Medicare patients submit an annual cost
report. France, Germany, the Netherlands, and
Sweden use data from only a sample of hospitals
that follow a standardized cost accounting ap-
proach, employing a detailed bottom-up costing
methodology to calculate costs of treating in-
dividual patients.

The time lag between collection of cost data
and the use of this information for setting DRG
payment rates differs across countries. The sys-
tem in England relies on DRG weights based on
cost data that are three years old, similar to the
MS-DRG system in the United States, where
weights are based on three-year-old cost data—
although they are multiplied using two-year-old
claims data. In the other four countries the time
lag between collection of cost data and determi-
nation of payment rates is two years."

There is a trade-off between collecting high-
quality cost accounting information and ensur-
ing that a large and representative sample of
hospitals contribute to a national cost data-
base.?® The Netherlands has struck a balance be-
tween representativeness and data quality by
collecting data on resource use from all hospitals
and data on unit costs from a small sample of
hospitals.”

Because collecting detailed cost accounting in-
formation requires additional work by hospitals,
regulatory authorities in some countries have
started to pay hospitals for participating in the
cost accounting data sample. For example, in
Germany hospitals receive a fixed allowance
for participating in the cost data sample and a
variable amount that depends on the number of
patients, with high-quality cost data submitted
to the database."

One innovation related to the adequacy of pay-
ment to hospitals is the so-called best-practice
tariffs in England. (The price schedule for DRGs
is called the tariff schedule, so these tariffs are
the rates that the NHS pays hospitals.) For cer-
tain high-volume DRGs, about which clear con-
sensus exists regarding best practice—for exam-
ple, hip fracture or stroke—hospital payments
are no longerbased on average costs but on costs
of providing care that is in line with clinical
guidelines.”” Depending on the condition, pay-
ments to hospitals for best-practice tariffs may
be above or below average costs of current care
in hospitals. For example, for stroke care, guide-
lines request treatment on a stroke unit, brain
imaging within specified time limits, and assess-
ment for thrombolysis, and the best-practice
tariff for hospitals complying with the guideline
is set higher than average costs. In contrast, for
primary hip and knee replacement, all hospitals

HEALTH AFFAIRS APRIL 2013 32:4

receive a tariff that is below national average
costs, with the rationale being that providers
using enhanced recovery principles have
lower costs.

FINENESS OF PAYMENTs In all payment sys-
tems, a “fine” hospital payment system is one
with many different payment categories,
whereas a “coarse” payment system incorporates
only a few payment categories. For DRG-based
systems, if the hospital payment system is not
sufficiently fine to account for differences
among patients, hospitals treating relatively
sicker patients are not adequately reimbursed
for their efforts. At the same time, hospitals
treating patients with less complex conditions
may be overpaid for their services.

In 2010 the number of DRGs in most European
systems was higher than in Medicare’s MS-
DRG system. The number of DRGs ranged from
983 in Sweden to about 2,300 in France; the
Netherlands was an extreme outlier with 4,400
as of 2012 (Exhibit 3).

Medicare’s MS-DRG system, with 751 groups
in 2013, has more groups than the older DRG
system had, to better account for differences in
the level of complications and comorbidities of
treated patients. However, European countries,
excepting Sweden until 2012, have increased the
number of DRGs even more since 2003 to im-
prove adjustments for severity of illness in their
DRG systems.

In the German G-DRG system, the number of
severity levels per basic category, base-DRG, is—
in principal—not limited, and up to nine levels
are now used. Thus, base-DRGs are subdivided
into as many DRGs as is necessary to achieve
relative homogeneity of resource consumption
within each group. For example, base-DRG L63—
infection of the urinary system—in the 2013
version of G-DRGs is subdivided into six
DRGs according to the presence of very severe
complications (yes/no), treatment of multidrug-
resistant pathogens (yes/no), and age (<3 years,
3-5 years, >5 years).

To assess complication and comorbidity in the
classification system, several European coun-
tries rely on a list that defines a specific compli-
cation and comorbidity level for every secondary
diagnosis. Anindividual patient’s severity level is
determined by the secondary diagnosis with the
highest complication and comorbidity level,
while taking into account certain exclusion
criteria that depend on primary diagnoses or
procedures.

Some European countries have further devel-
oped this system, building on work done in
Australia. For example, in Germany the G-DRG
classification system calculates a patient cumu-
lative complexity level on the basis of all relevant
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secondary diagnoses, sex, and reason for dis-
charge, such as leaving the hospital against
medical advice.

HEALTH SERVICE QUALITY In Europe, England
is the country that has taken the most systematic
approach to incorporating quality into hospital
payment. One mechanism for doing so is the
Commissioning for Quality and Innovation pay-
ment framework, which allows local purchasers
of hospital care to link a modest nationally fixed
proportion of providers’ income to the achieve-
ment of certain quality goals.”

In 2013-14 this proportion is set to 2.5 percent
of the total financial volume of providers’ con-
tracts, with 0.5 percent being conditional upon
achieving four nationally uniform quality goals
and 2 percent to be linked to other realistic,
locally agreed-upon goals. National goals could
include improving dementia care and avoiding
venous thromboembolism, while locally agreed
goals could include reducing hospital-acquired
infections, reducing the incidence of pressure
ulcers, increasing the percentage of women hav-
ing spontaneous vaginal delivery, and improving
patients’ satisfaction with hospital services.

Another mechanism for incorporating quality
into payment is the best-practice tariffs, which
may provide higher payments per case if hospi-
tals adhere to agreed-upon standards. For exam-
ple, for hip fracture surgery patients, quality
standards mandate that patients receive surgery
within thirty-six hours; be provided with multi-
disciplinary rehabilitation; and be screened for
secondary prevention of complications, includ-
ing falls and bone health assessment.

Other European countries rarely adjust DRG-
based payments explicitly to provide incentives
for higher quality performance. Most aim to en-
sure the provision of high-quality health services
through other mechanisms, such as quality con-
trols, minimum volume thresholds, and separate
quality-related payments.

Lessons For The United States

The success of hospital payment reform in
achieving better quality of care at a lower cost
depends in part on factors that go beyond the
design features of the payment system.
European hospitals are embedded in a different
institutional context than are US hospitals, and
purchaser-provider relationships differ from
one European country to another. The degree
of integration of health care providers, the level
of competition between providers, the ways of
contracting with hospitals, negotiations for
health care service volume limits, and mecha-
nisms for monitoring providers’ behavior and
quality of care are determined by country-

specific arrangements.

However, our analysis of hospital payment sys-
tems in five European countries suggests that
experiences from Europe can inform hospital
payment reform in the United States. For an
overview of design options to improve hospital
payment systems, and highlights of different ex-
amples of implemented options from Europe,
see Exhibit 4.

European DRG-based hospital payment sys-
tems have a broader basis of information to set
payment rates than Medicare’s MS-DRGs have.
The European DRG systems combine all three
types of information—provider, service, and
patient characteristics—to determine payment
and provide a more balanced set of incentives.
Several European DRG systems have a stronger
orientation toward service characteristics than
do MS-DRGs, which is further enhanced by addi-
tional payments for certain high-cost services.

This stronger orientation to patient character-
istics is often counterbalanced by global revenue
control measures for service delivery. Revenue
constraint measures are not now part of Medi-
care’s hospital payment system. However, the
existence of DRG-based budget constraints and
the use of volume adjusters to DRG-based tariffs
in one state, Maryland, which uses DRGs as the
basis of its all-payer system for hospital inpatient
care, provide evidence of the potential for using
such mechanisms in the United States to con-
tribute to better cost control.**

Hospital payment systems in Europe are
broader in scope than Medicare’s MS-DRGs
are. European systems incorporate more types
of costs and longer time frames for services that
extend several weeks after discharge. One DRG-
based payment generally covers all services pro-
vided in hospitals, including physician salaries
or fees.

In the United States almost 20 percent of
Medicare beneficiaries discharged from hospi-
tals are readmitted within thirty days,” mostly
without ever having seen a physician after dis-
charge. In most European countries hospitals
would not receive a second DRG-based payment
for readmissions within this period of time.
Consequently, hospitals have strong incentives
to improve their discharge arrangements. The
United States is taking another tack to discour-
age readmissions. As of 2012 its Medicare pro-
gram has begun penalizing hospitals that have
readmission rates above certain thresholds for
three conditions—heart attack, congestive heart
failure, and pneumonia—and the penalty system
will be expanded to more conditions over time.

In Germany a thirty-day readmission rule
prevents hospitals, under certain conditions,
from receiving a second payment for readmitted
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EXHIBIT 4

Design Options To Improve Hospital Payment Systems, With Examples From Europe

Framework dimension
Information basis

Scope of payment

Adequacy
of payment

Fineness of
payment

Quality

Design options to improve

hospital payment (theory)

Diversify the information basis: to provide
a balanced set of incentives

Combine a broad scope of payment with add-on
payments: to make providers responsible
for all costs of care, including after discharge,
and to encourage delivery of priority services

Improve payment adequacy, so hospitals are
adequately reimbursed for services they provide
Pay hospitals on the basis of what it costs to
deliver efficient and high-quality care, to
reflect care in line with clinical guidelines

Improve the fineness of payment categories to
enable better adjustment for severity of illness
and adequate payments for specific DRGs

Link payment to quality to ensure value: when
quality of care is measured, payments can
be adjusted accordingly

Examples from Europe

England and Germany: stronger procedure orientation of DRG
systems than in the US; add-on payments to reduce skimping
incentives of DRG-based payments

Germany, Netherlands, and Sweden: provider-level budgets or
volume ceilings to balance incentives for expansion of activity

All countries (except Sweden): broad time scope: DRG payment
includes readmissions within 30 days (or 42 days in the
Netherlands)

All countries: broad scope: physician salaries are included in
DRG-based payments

All countries: narrow scope: add-on payments for certain high-cost
priority services on top of DRG-based payments

Germany, Netherlands, and Sweden: standardized bottom-up
cost data collection in (a sample of) hospitals for reliable
cost-weight calculation
All countries (except England): two-year time lag between data
collection and payment, to ensure that payments are in line
with current practice (instead of three years as in the US).
England: best-practice tariffs: encourage efficiency and quality
by setting payments at costs of providing care in line with
clinical guidelines (may be above or below average costs)
All countries (except Sweden): finer payment systems than in the US
Germany: possibly better adjustment for severity of illness
through calculation of Patient Cumulative Complexity Level
England: CQUIN payment framework links 2.5% of provider contracts
to achievement of a set of locally agreed quality measures
England: best-practice tariffs for certain conditions: higher payments
for providers if they adhere to agreed-upon quality standards

source Authors’ own compilation. NoTEs DRG is diagnosis-related group. CQUIN is Commissioning for Quality and Innovation.
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patients. This rule contributed to a strong re-
duction in readmissions within 30 and 360 days
after discharge since its introduction in 2004.%°
The broader scope of hospital payment in
European countries resembles to a certain
degree Medicare’s Acute Care Episode Demon-
stration project,”” and the experiences of
European countries might encourage CMS to
proceed in this direction.

In Germany, the Netherlands, and Sweden de-
tailed and highly standardized bottom-up cost
accounting information from a sample of hospi-
tals is used to calculate adequate payment rates.
Regulators in these countries do not need to
worry about distortions that result from nation-
ally uniform cost-to-charge ratios for the cal-
culation of cost weights, such as those used
by CMS.

European countries often use more recent data
for cost weight calculation than CMS uses. In
England the innovative approach known as
best-practice tariffs** bases reimbursement for
certain conditions on the costs of providing care
that is in line with clinical guidelines, instead of

APRIL 2013 32:
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average costs.

Adjustments for severity of illness in European
DRG systems are possibly better than those in
the United States, even though MS-DRGs rep-
resent an improvement over the earlier US
DRG system.”® In Europe it is more difficult for
hospitals to specialize in profitable patients than
in the United States. There is no simple relation-
ship between the number of DRGs and the ability
of DRG systems to explain variation in resource
consumption.?

CMS could test whether certain European ap-
proaches to adjustment for severity of illness,
such as the method of calculation of patients’
cumulative complexity levels in Germany, can
contribute to improved severity adjustment. If
CMS were to start collecting standardized pa-
tient-level cost accounting data from hospitals,
the agency would also be able to revise the MS-
DRG system on the basis of higher-quality data.
In Germany, where patient-level cost accounting
data have been used to improve the system since
its introduction in 2003, the ability of the system
to explain variation in costs of care as measured

4
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through reduction in cost variance has increased
by more than 60 percent.***

In most European countries pay-for-quality
initiatives are in the early stages of development.
England is the only country that explicitly ad-
justs hospital payment for quality of care. The
Commissioning for Quality and Innovation
framework and best-practice tariffs are interest-
ing developments.

Although the Commissioning for Quality and
Innovation framework has not yet been evalu-
ated, results of the Advancing Quality program,
a program in the northwest region of England
that preceded the national program, have re-
cently been published.*? Advancing Quality was
organized as a tournament of participating hos-
pitalsand awarded large bonuses (up to 4 percent
of the revenue for the associated activity) for
improving or achieving goals in twenty-eight
quality indicators covering five clinical areas
(acute myocardial infarction, coronary artery by-
pass grafting, heart failure, hip and knee sur-
gery, and pneumonia). The evaluation of the
program found a larger reduction of mortality
for the included conditions than for conditions
that were not included and a larger reduction at
participating hospitals when compared with
other hospitals in England. The evaluation con-
cluded that the program was associated with a
clinically significant reduction in mortality. An
early evaluation of the best-practice tariff for hip
fracture has shown that the percentage of pa-
tients receiving care according to agreed-upon
standards has increased considerably, from
24 percent in the first quarter of 2010 to

55 percent in the last quarter of 2011.*

Better data about quality of care in European
hospitals should become available not only
through improved coding of diagnoses and
procedures but also through explicit quality
measurement initiatives that go beyond routine
documentation of diagnoses and procedures,
such as the Commissioning Framework in
England and the system of quality indicators
elaborated in Germany.** With such data,
European countries are bound to integrate this
information in their hospital payment systems.

Conclusion
European countries often look to the United
States for examples of ways to organize and
pay for health care. One innovation that was
successfully transferred, and that has fundamen-
tally transformed hospital payment systems in
Europe, is the Medicare inpatient prospective
payment system. The United States could benefit
likewise from taking into consideration experi-
ences from Europe in adapting that system.
Hospital payment systems in England, France,
Germany, the Netherlands, and Sweden provide
examples of ways to draw on a more diversified
basis of information to determine payment, in-
corporate a broader scope that extends until sev-
eral weeks after discharge, result in payments
that more adequately reflect the cost of services,
and have better adjustments for the severity of
illness. These system features could provide fur-
ther inspiration for hospital payment reforms
already under way in the United States. m
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