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Foreword

The collapse of the Berlin Wall brought with it massive economic, social
and political changes for the countries that emerged from the Communist
era. Health and health systems were greatly affected by these, and while the
countries seemingly came from a similar starting point, differences became
apparent in country contexts, policy responses and outcomes. Because changes
in the economic context of most countries came very quickly and often brought
severe consequences, reforms in health system financing were particularly high
on the policy agenda.

The nature of the health financing reforms implemented in the so-called
transitional countries were closely linked to the underlying changes occurring
in these societies. In many cases, this gave a strong ideological flavour to the
reform process, as it was viewed as part of a wider shift towards a more liberal
economic environment. Frequently, however, many aspects of the pre-transition
system remained highly resistant to change, and the specific mix of reform
instruments and key contextual factors varied substantially across countries.
By the late 1990s, most countries were not satisfied with the progress made on
either the implementation or the effects of their reforms, despite the limited
empirical evidence on which to base an objective assessment. Increasingly,
countries began to undertake analytic work on their reforms, often with the
support of academic institutions and international agencies. As a result, a body
of evidence has emerged that allows for a comparative assessment of the health
financing reforms in these countries. That is the focus of this book.

This book analyses the experience with the financing reforms implemented
by the countries of central Europe, eastern Europe, the Caucasus and central
Asia. The assessment criteria by which reforms are judged are derived from the
conceptual framework first put forth in 7he world health report 2000, and later
adapted into a political agreement of all member countries of the World Health
Organization’s (WHO) European Region in the Tallinn Charter on Health
Systems, Health and Wealth, signed in June 2008. The book does not, however,
rely on cross-country comparison of a common set of performance indicators.
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Instead, in-depth analyses of particular reform experiences demonstrate how
some countries have made progress on key objectives, while others have lagged.

Interestingly, the findings do not yield strong conclusions about specific reform
instruments, such as single- versus multiple-payer health insurance arrangements,
particular provider payment methods, or co-payment regimes. Instead, the lessons
that emerge from the evidence focus more on reform processes, sequencing and
coordination of actions. Of critical importance was the identification of both
fragmentation and inappropriate incentives as priority problems to be addressed;
and then the development, implementation and monitoring of reform strategies
to reduce fragmentation and align policy instruments to create appropriate
incentives for more efficient and equitable systems. The specific combination
of instruments used to address these concerns successfully were not the same
from country to country, because underlying (especially economic) contextual
factors diverged substantially in the post-transition period. Hence, there is no
“one-size-fits-all” reform strategy. Nevertheless, countries that have made greater
progress in their performance have been those that implemented consistent
and comprehensive implementation processes tightly focused on reducing
fragmentation and aligning incentives in an explicit attempt to promote greater
efficiency in the health service delivery system, equity in the distribution of
resources and services, financial protection and transparency.

This book is somewhat different from others in the Observatory’s series in
that most of the authors are — as their primary vocation — actively engaged
with health reform processes in the countries concerned, rather than from
an academic base. This befits the focus of this book on deriving lessons from
implementation. The participation of a large number of WHO and World Bank
staff and consultants as chapter authors also reflects the very real partnership
between our two agencies in country support for health system reform.
As with all other volumes in the Observatory series, of course, the book does
not attempt to tell policy-makers what to do, and also warns against any belief
in “magic bullet” reforms. The evidence suggests strongly that “the devil is in the
details”, and the comprehensive analysis contained in this book helps decision-
makers — and their advisors — to understand these details and the lessons learned
from how countries have coordinated (or not) the various instruments of health
financing policy. On behalf of all the Partners of the Observatory, therefore,
I am pleased to introduce this volume. I am confident it will contribute to
better policy-making, not only in the transitional countries but also in the
other countries of this region and in other parts of the world.

Nata Menabde
Former Deputy Regional Director, WHO Regional Office for Europe
Copenhagen, 14 August 2009
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Part one:
Background to health
financing systems and

reforms in countries
in transition



Chapter 1

Conceptual framework

for analysing health
financing systems and
the effects of reforms!

Joseph Kutzin

Policy-makers in countries in transition,” as in all countries, are faced with the
challenge of improving the performance of their health systems. However, these
countries share a common historical experience — the period and collapse of
communist rule — and all embarked on an unprecedented social, political and
economic transition that began at the end of the 1980s. Despite this common
history, differences emerged or became more apparent in the early years of
transition. Most obviously, there are large economic differences between the
countries, with the richest among them — Slovenia — having a per capita gross
domestic product (GDP) in 2004 that was more than 17 times (adjusted for
purchasing power parity) that of the poorest, Tajikistan (World Bank 2000).
Parallel to this, most of the countries had similar types of health financing
system and expenditure pattern at the end of the 1980s but there are now
important differences between these systems, as countries responded in various
ways to the challenges and opportunities created by the transition experience.

1 Valuable contributions on multiple drafts were provided by Peter Gadl. Reinhard Busse, Tamas Evetovits, Melitta Jakab,
Jenni Kehler, Claudio Politi and Jonas Schreydgg also provided useful input.

2 The countries that are the focus of this book include the former Communist countries of central and eastern Europe
(Albania, Bosnia and Herzegovina, Bulgaria, Croatia, the Czech Republic, Hungary, Montenegro, Poland, Romania,
Serbia, Slovakia, Slovenia, and the former Yugoslav Republic of Macedonia) and those that were formerly part of the
USSR (Armenia, Azerbaijan, Belarus, Estonia, Georgia, Kazakhstan, Latvia, Lithuania, Republic of Moldova, Russian
Federation, Ukraine, Tajikistan, Turkmenistan and Uzbekistan). Because terms that are used to identify or group these
countries (such as Commonwealth of Independent States) change frequently, for the purposes of this book we will use the
geographic identification central Europe, eastern Europe, the Caucasus and central Asia (CE/EECCA). We also will refer
to this group of countries as “in transition” or “former communist”.
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Analysis of health
financing reforms
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Starting point, assessment criteria
and contextual understanding

Fig. 1.1 Three pillars for analysing health financing policy

Source: Adapted from Kutzin 2008.

Given this combination of similarities in historical experience with the vast
differences in the current situation of these countries, the conceptual approach
used for this study is guided by the assumption that lessons from experiences
relating to implementation of health financing reforms can be derived by
using (1) a common set of explicit policy objectives as assessment criteria; (2)
a function-based framework as a basis for describing health financing systems
and reforms; and (3) identification and analysis of key contextual factors with
implications for particular reform options and their effects. This standardized
approach to assessment and description will enable lessons to be generated,
particularly from those countries that have carried out “deep” reforms of their
financing systems. Such lessons will be of interest not just to the countries in
transition, but for countries in other parts of the world as well.

A. Framework for analysis

The conceptual approach is built on three pillars (Fig. 1.1). The first is a standard
set of objectives for health financing policy derived from 7he world health report
2000 framework (WHO 2000). These serve as the criteria against which health
financing reform experience is assessed.

Second is a standard approach to describing the functions and policies
associated with all health financing systems (adapted from Kutzin 2001). 7he
world health report 2000 identified health financing as one of the four functions
of the health system® and the health financing system consists of specific

3 The other functions are stewardship, resource generation (investment in human and physical capital and inputs) and
service delivery (personal health care and population-based health services).
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Fig. 1.2 Links between health financing system and policy objectives, other system
functions and overall system goals

Source: Kutzin 2008.

sub-functions and policies — revenue collection, pooling of funds, purchasing of
services, and policies to define and ration benefit entitlements (most commonly
through patient cost-sharing obligations). This is used to describe and analyse
the “starting point” of pre-transition health financing systems (see Chapter 2)
and the various reforms that countries have carried out in a consistent manner,
irrespective of the model or label (such as Beveridge and Bismarck) typically
applied to them. The financing sub-functions and policies are the topics for the
chapters contained in Part two of the book, while the policy objectives are used
as the criteria against which the reforms described in Parts two and three are
assessed. The connection between health financing, other system functions, the
health financing policy objectives and overall health system goals is summarized
in Fig. 1.2. The main focus of the analysis is on the thicker arrows in the
diagram: these depict the connection between the instruments and objectives
of health financing policy.

The third pillar consists of a recognition and analysis of how key contextual
factors limit the extent to which a country can sustain achievement of the
policy objectives, and may affect the feasibility of implementing certain reform
options. The most important of these is the fiscal context. This refers to the
ability of government to mobilize tax* and other public revenues, and the need

4 This includes all forms of compulsory contributions, such as income and value added taxes that become part of general
public revenue, and payroll taxes that are specifically earmarked as social security health insurance contributions.
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for balance of these revenues with total public spending. As shown in Chapter
3, there is great diversity among the transitional countries in terms of their fiscal
context, and this is reflected in their attainment of key objectives, such as financial
protection, equity in finance and equity in utilization. The reason for this is
that systems that rely more on public funding tend to attain these objectives
more readily, and the more money a government has, the more it can spend on
health. Within this framework, therefore, the concept of fiscal sustainability’ is
treated not as a policy objective but rather as essentially equivalent to the budget
constraint facing health systems. Hence, particularly when comparing countries
in very different fiscal contexts, the effects of health financing reforms should
be assessed in terms of the attainment of the health financing policy objectives
relative to what could possibly be attained while meeting the requirement for
fiscal sustainability.® Since health systems cannot run deficits year after year, there
must be explicit or implicit rationing, which, in turn, means trade-offs with the
health financing policy objectives. The more constrained the fiscal environment,
the harsher these sustainability trade-offs will be.

i. The first pillar: proposed objectives for health financing policy

The health financing policy objectives serve as criteria that we use to assess
the attainment and performance of health financing systems and the effects of
reforms. These are derived from the overall health systems performance goals
described in 7he world health report 2000, by considering the goals that health
financing arrangements influence. On this basis, we derive the following set of
health financing policy objectives.

* Financing policy objectives that are essentially identical to broad health
system goals, by

— promoting universal protection against financial risk; and
— promoting more equitable distribution of the burden of funding the
system.

* Financing policy objectives that are instrumental, intermediate objectives to
the broad health system goals, by

— promoting equitable use and provision of services relative to the need for
such services;

5 Heller (2005) defines fiscal sustainability as “... the capacity of a government, at least in the future, to finance its desired
expenditure programmes, to service any debt obligations ... and to ensure its solvency” (p. 3).

6 This is akin to the distinction between health system attainment and health system performance (WHO 2000).

7 These goals are to improve the level and distribution of population health, to improve the level and distribution of
responsiveness of the health system to the expectations (other than health) of the population, to improve the “fairness”
of financial contributions to the health system made by the population, and to improve overall system efficiency, that is,
maximizing the attainment of the previous goals, subject to the constraints of available resources.
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— improving transparency and accountability of the health (financing)
system to the population;

— promoting quality and efficiency in service delivery; and

— improving efficiency in the administration of the health financing
system.

While the specific ways in which countries operationalize these objectives
vary, as does the relative emphasis they give to each, they are proposed here
as universally applicable and independent of the labels or models by which
health financing arrangements are identified. Moreover, these objectives can
be translated into concrete measures that have served as the target for practical
policy interventions. The concepts and some of the measures are reviewed here,
while noting that many measures are truly country and situation specific.

Protection against the financial risk of ill health, or financial protection, is a
goal that can be summarized simply as follows: people should not become poor
as a result of using health care, nor should they be forced to choose between
their physical (and mental) health and their economic well-being. Indeed, this
issue reflects one of the most direct associations between health and wealth:
the extent to which people become impoverished by health expenditure or,
conversely, the effectiveness of the health financing system in protecting people
against the risk of becoming poor while enabling their use of services. Standard
measures of this objective exist (see, for example, Wagstaff and van Doorslaer

2003):

* percentage of households that experienced a “catastrophic” level of health
expenditure (health spending that exceeded a certain threshold percentage
of total or non-subsistence household spending); and

* impoverishing expenditure, measured as the impact of health spending on
the “poverty headcount” (number or percentage of households that fell
below the nationally defined poverty line as a consequence of their health
spending) or “poverty gap” (extent to which households fell below the
poverty line as a consequence of their health spending).

Financial protection as a goal aims at reducing the impoverishing effect of health
expenditure. In principle, this includes the total health spending attributable
to households, both directly — in the form of out-of-pocket spending (OOPS)
and categorical pre-payments for health insurance — and indirectly, in the form
of unearmarked taxation. In practice, however, most of the available evidence
relates to the effect of OOPS in particular, and its financial impact as either
catastrophic or impoverishing. Although important from a broader social
policy perspective, we do not go beyond this and take a broader look at the
impacts of ill health on the economic well-being of households, but instead
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Note: OECD: Organisation for Economic Co-operation and Development.

focus more narrowly on the relation between health financing reforms and
health care spending by households.

Even without an in-depth analysis of survey data to determine catastrophic
and impoverishing effects, international evidence suggests strongly that high
levels of OOPS should be cause for concern. Analysis of data from nearly 80
countries (Fig. 1.3) reveals a strong correlation between OOPS as a share of total
health spending and the percentage of families that face catastrophic® health
expenditure (Xu et al. 2005). Hence, even in the absence of more sophisticated
data analysis, the share of OOPS in total health spending may be a useful proxy
for the objective of financial protection.

A related but distinct objective is that the health system should be equitably
Junded. This means that, relative to their capacity to pay, the poor should
not pay more than the rich (the distribution should be progressive or at least
proportionate to income). The objective of equity in funding is hence closely
linked to the concept of solidarity. As with financial protection, equity analysis
should consider all sources of health spending. These can be attributed back
to the households from which they originated, both directly — in the form
of OOPS and (voluntary and compulsory) pre-payments for health insurance
— and indirectly, in the form of unearmarked taxation. A full analysis of this
requires identifying the various sources of health system funds, analysing their

8 This analysis uses a catastrophic threshold of 40% of household non-subsistence income (income available after basic
needs, such as food, have been met).
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distributional impact (that is, who pays) and aggregating these by their relative
contribution to total health system funding. International evidence drawn
principally from high-income countries (Wagstaff et al. 1999) suggests that
compulsory pre-paid sources (general taxation and payroll contributions for
compulsory health insurance) tend to be more equitable; voluntary pre-paid
sources (voluntary health insurance (VHI)) are less equitable; and OOPS is the
most regressive.

Considerations of financial protection and financial equity are not sufficient
for an assessment of a country’s health financing system. The reason for this
is that these financial objectives do not incorporate the effects of the system
on people’s utilization of health services. Indeed, because OOPS occurs, by
definition, at the time of service use, and because this method of payment has
harmful consequences for financial protection and financial equity, measures
of these policy objectives will show improvement, to the extent that poorer
people do not utilize care.” For a sensible policy interpretation, therefore, the
impact of the health financing system on the use of services must be considered
concurrently with the financial objectives (Pradhan and Prescott 2002).

The objective of equity in utilization can be established as follows: health
services and resources should be distributed according to need, not according
to other factors such as people’s ability to pay for services. If the financing
objectives are principally concerned with how money is raised to pay for the
health system, the utilization objective is concerned (in terms of the contribution
of health financing policy) more with how money is spent by the health system.
Hence, our concern with equity in the use of services as an objective calls for
equity in the distribution of health spending and resources as the means to
pursue this objective.

While the objective itself is not hard to understand, consistent measurement and
assessment is a challenge, because there is no routine and low-cost methodology
available to provide an objective measure of need. However, this need not
be an insurmountable obstacle to practical and policy-relevant approaches.
We interpret equal access for equal needs in relation to the need for care within
the confines of the publicly defined benefits package on the assumption that
this is the practical concern of policy-makers. While it is true that those who
can afford to pay may access care more quickly or obtain services that are not
covered by going outside the defined package, our concern is simply that this
should not decrease the chance of receiving needed care in the context of the
benefits package for the rest of the population.

9 If poorer people are disproportionately deterred from using services because of their cost, then both utilization of care
and out-of-pocket payments by richer individuals will make up a greater share of the total. As a result, household survey
data on health spending will show that the financing of the system will appear to be more equitable than if the poor and
the rich used the services equally and paid the same amounts.
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In terms of measurement, many studies rely on answers to survey questions
and, hence, try to relate service use to self-assessed health status or self-assessed
need. Such measures are imperfect but may have practical application, to
the extent that reasonable assumptions can be made about how to interpret
data on utilization and need. For example, Fig. 1.4 summarizes an analysis
of survey data from Ireland on the use of different types of health services
across the income distribution. The poorest 40% of the population (the two
lowest income quintiles) accounted for over half of all nights spent in hospital
and general practitioner (GP) visits. By comparison, the opposite pattern is
indicated for dentist visits, with over 28% of visits accruing to the richest 20%
of the population (Layte and Nolan 2004). The “pro-poor” distribution of
the utilization of GP and inpatient care might be explained by differences in
actual need, as well as by the effective protection provided by the Irish health
financing system against the costs of using these services. Conversely, the pro-
rich distribution of dental care utilization is unlikely to reflect the real needs
of the population, and may instead relate more to the presence of charges
for dental visits at the point of delivery, which are more likely to deter care
utilization by lower income individuals.

The objective of improving transparency and accountability of the system for
the population also poses challenges in terms of interpretation and measurement.
Conceptualizing these objectives and assessing the impact of reforms pose a
challenge, so boundaries are required in order to make the concepts managerially
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useful. Transparency and accountability can be interpreted in many ways, but
for our purposes there are two principal areas of focus:

e transparency in terms of people’s understanding of the benefits to which
they are entitled and their obligations under the benefits package (and the
understanding of health workers as well), along with the extent to which
these are realized in practice;

e transparency and accountability in the health financing agencies (for
example, reporting requirements, audits, and so on).

In a very simple but useful conception, [lack of] transparency in the definition,
understanding and realization of entitlements and obligations is reflected
in the presence of informal payments in the health system — in the form
of direct contributions by patients (or those acting on their behalf, such as
family members) made in addition to any payments required by the terms of
entitlement (in cash or in kind) to health care providers for services and related
inputs to which patients are entitled (Gadl and McKee 2004). The extent of
such payments can be a direct reflection of lack of transparency because the
obligation to pay is not specified and yet exists in reality, while the promise of
the benefits package is not fulfilled in practice. Other measures may also be
considered, such as qualitative or quantitative evidence that captures people’s
understanding of what they are supposed to pay for care; what services and
means of using services they are entitled to; whether or not those in exempt
groups are aware of this, and so on. Reforms aimed at reducing informal
payments are the focus of Chapter 12.

Transparency and accountability of health financing agencies is perhaps more
difficult to define precisely and therefore to measure and assess. According to
Brinkerhoff (2004), the core concept of accountability is answerability: that
is, being obligated to answer questions about decisions and/or actions. Beyond
this, “the availability and application of sanctions for illegal or inappropriate
actions and behavior uncovered through answerability constitute the other
defining element of accountability”. To make this more operational, it is useful
to distinguish three kinds of accountability: financial, performance and political/
democratic. All are relevant to the concerns of this book. The first relates to
tracking and reporting on financial resources (such as audit). The second relates
to the ability to demonstrate and account for performance relative to some
agreed-upon targets or measures. The last is concerned with enhancing the
legitimacy of government in the eyes of citizens. While these objectives will be
considered in various chapters, we also devote an entire chapter (Chapter 13) to
accountability issues for “health financing organizations”, such as compulsory
health insurance funds or other public agencies that manage the financial
resources of the health system.
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Financing arrangements should contribute to good quality care and efficiency
in the organization and delivery of care through appropriate incentives.
We focus on the contribution of the financing system, noting thatimprovements
in quality and efficiency are not solely a product of financial incentives but
instead arise from the combination of these with associated measures in
service delivery, resource generation and stewardship. While quality has many
dimensions, the principal focus in this book is clinical quality related to the
health gain (or outcome) of the health intervention. In addition, the effects of
reforms on the “interpersonal dimension of quality” are also considered, relating
to the nonmedical aspects of health services, including amenities, behaviour of
the staff, and so on. This latter consideration reflects (interpersonal) quality as
an intermediate objective for the goal of responsiveness, as shown in Fig. 1.2.

In the context of 7he world health report 2000 framework, efliciency corresponds
to the overall performance of the health system: maximization of a combination
of the “health system goals” shown in Fig. 1.2 relative to what could potentially
be attained given the external (non-health system) context of a country, such
as income and education levels. Here, however, the focus is on efficiency as
an intermediate objective. This is closer to the concept of technical efficiency,
which requires the minimization of production costs for any given output,
whatever that may be. Technical efficiency can be interpreted at the level of
health service providers, as well as financial organizations (explained below) or
the entire health system. A common target for reform in transitional countries,
for example, has been the downsizing of the service delivery infrastructure.
At its core, this is related to reducing the fixed costs of service delivery and
re-allocating available resources in favour of variable cost inputs, such as
pharmaceuticals and medical supplies. In this context, improving technical
efficiency in the service delivery system serves as an intermediate objective to all
the health system goals, in that more efficient use of available resources enables
the health system to deliver more health, more equity in health, more financial
protection, more responsiveness, and so on, within the limits of the resources
that are available.

Promoting administrative efficiency involves a focus on minimizing duplication
of functional responsibilities relating to administering the health financing
system. This does not imply a broad agenda of reducing administrative costs;
indeed, many such costs are necessary and contribute to the performance of the
health system. Hence, the focus should equally be on trying to maximize the
cost—effectiveness (in terms of impact on policy objectives) of administrative
functions. The cost—effectiveness of specific administrative functions — such
as processes used by a purchasing agency to check the appropriateness of
hospital admissions — depend on how well they are performed, and whether
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responsibility for implementing this is duplicated across several agencies.
In some cases, the health financing system itself generates what might be
termed “pure costs” from a societal perspective, in the sense that costs are
incurred to implement things that make no contribution to the performance
of a health system. An example of such costs is the investments made by
competing insurers to identify and enroll relatively healthy people; the insurers
making such investments gain from them, but they contribute nothing towards
attainment of the public policy objectives defined here. Administrative costs
(and any associated benefits) should be considered at the system level rather
than solely at that of an individual insurance scheme, because full consideration
of efficiency effects must consider the administrative costs of each individual
insurer, plus any added administrative burden at the regulatory and provider
levels (Kutzin 2001).

Because quality and efficiency problems, as well as the reforms aimed to address
these, are country and situation specific, the evidence reported in this book
does not rely on standard measures of these objectives.'” Instead, the measures
used and reported here reflect the effects of reforms on the specific quality or
efficiency challenges they were intended to address.

ii. The second pillar: framework for descriptive analysis of health financing
systems and reforms

Often, health financing systems are categorized by model or label (for example,
Beveridge, Bismarck, Semashko). Such labels can be useful to convey important
political meanings or to reflect a cultural context in which the health system
is considered a “way of life” (Saltman and Dubois 2004). In many transitional
countries, for example, labelling reform as a change to an “insurance system”
has been used to transmit a message of change from the former hierarchically
controlled health system and economy. Looked at more narrowly, however,
through the lens of health financing policy, these broad classifications are not
particularly helpful for understanding existing systems, for assessing possible
reforms, or for experimenting with new ideas for health care reform. The models
are defined principally by the source of funds from which they draw (that is,
general budget revenues versus payroll tax revenues), but there is growing
recognition that countries can (and have) introduce significant reforms to their
financing systems without altering the source of funds. Conceptually, the source
of funds need not determine the organization of the sector, the mechanisms
by which resources are allocated or the precision with which entitlement to
benefits is specified. Hence, not only are labels like “tax-funded systems” or

10 Unlike the measures for financial protection and equity in the funding and utilization of the system, which are more
standardized.
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“social health insurance systems” conceptually inadequate, such ways of
thinking about health financing systems may in fact restrict consideration of
possible policy choices or focus attention on the success or failure of particular
schemes rather than on the impacts for the system, and population, as a whole
(Kutzin 2001).

The framework we use to describe the various health financing systems and
reforms that have been introduced in the region integrates the various health
financing sub-functions and policies depicted in Fig. 1.5 — revenue collection,
pooling, purchasing and policy on rationing benefit entitlements — and makes
explicit the interactions of these, how they relate to the population and to the
health system functions of service provision and the “stewardship of financing”.
This latter concept is operationalized as the governance arrangements for the
agencies that implement the financing sub-functions, as well as the provision
of regulation and information to enable the system to deliver better results.
In that sense, each financing sub-function can be thought of as a market, with
governance, regulation and information essential for aligning these markets
with socially desirable outcomes (that is, the policy objectives). The approach
supported by this framework thus promotes a comprehensive view of a health
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financing system, facilitating an emphasis on the interactions between different
parts of the system rather than a narrow focus on particular reform instruments.
Its fundamentals are described in this chapter, and it provides the basis for the
structure of Part two. The framework itself is derived from earlier work on the
analysis of health financing in low- and middle-income countries, where the
models imported from western Europe were found to be of little help in terms
of understanding fragmented health financing systems and reform options
(Frenk 1995; Londofo and Frenk 1997; Kutzin 2000, 2001; WHO 2000;
Baeza et al. 2001).

Whether Beveridge, Bismarck, Semashko or somewhere in-between, the sub-
functions, policies and relationships depicted in Fig. 1.5 are common to all
systems (even if not explicit in all). Detailed knowledge of each of the “boxes
and arrows” is essential in order to understand the existing health financing
system of a country and — in combination with an assessment of system
performance in terms of the achievement of the policy objectives described
above — for a thorough description and assessment of reforms.

Revenue collection. As shown in Fig. 1.5, the link between revenue collection
and the population reflects the fact that the population is the source of all
funds (apart from funds received from other countries or external aid agencies).
The reverse link, labelled “entitlement?” signifies that in some systems,
entitlement to benefits depends on the contributions made by or on behalf
of individuals, whereas in others, entitlement is a condition of citizenship or
residence. The presence or absence of this contribution—entitlement link is the
one important conceptual distinction between the Bismarck and Beveridge

models of health financing.

Analysis of this sub-function involves consideration not only of the agencies
that collect revenue for the health system, but also the contribution methods
used and the initial funding sources. Government is not a “source”, but collects
tax revenues from the people.'" Hence, the categories typically used to classify
funding sources actually refer principally to contribution mechanisms include
general (that is, unearmarked) tax revenues; payroll tax revenues that are
usually earmarked for compulsory health insurance (often called “social health
insurance contributions”); voluntary pre-payment (usually for VHI), and direct
OOPS at the time of service utilization. Within these broad categories there
are also variations that can have important implications for policy objectives.
For example, the distributional consequences of different sources of general tax
revenue — such as income tax, corporate tax and value-added tax (VAT) — are
different. Similarly, there are different contribution mechanisms for voluntary

11 This may not be strictly true, in the sense that governments (local, regional or central) may own revenue sources
completely (for example, public enterprises) or own shares in companies and derive revenue from these.
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pre-payment, for example experience-rated versus community-rated premiums,
which also have different implications for equity. Because financing reforms
may involve changes to contribution mechanisms and/or the introduction of
new collection agencies, and because such changes may have distributional
consequences for the initial contributors, it is useful to “unpack” the revenue
collection sub-function, as described in Chapter 4.

In many low- and middle-income countries, there are contextual constraints
that limit choices among potential alternative revenue sources for the health
system. An important example of such a constraint is where a country has a
high percentage of the population that is not working in the formal sector of
the economy. In such contexts, taxing income or earnings is difficult, and hence
countries tend to have a greater reliance on consumption taxes (such as VAT)
as a share of total tax revenues (Gottret and Schieber 2006). Although revenue
collection is a sub-function of health financing policy, contextual constraints
limit the scope for reform in many countries, rendering revenue sources and
collection agencies more a product of the wider context than objects that can
be affected greatly by health financing policy reforms.

Pooling. In its most generic sense, pooling of funds refers to the accumulation
of pre-paid revenues on behalf of a population. The position of pooling between
collection and purchasing — as shown in Fig 1.5 — suggests the importance of
understanding the relationships (particularly the allocation mechanisms)
between these sub-functions. This implies the need to analyse the horizontal
market structure of pooling (for example, single or multiple, choice of pool,
territorially distinct or overlapping, and so on) in a particular country, as well as
whether or not pooling agencies are vertically integrated with (or separate from)
agencies responsible for revenue collection and purchasing.

Pooling occurs when funds are allocated from collection agencies (according to
different possible allocation mechanisms) to one or several pooling organizations.
Sometimes, this allocation is internalized within a single organization (such as
a private insurance fund that collects premiums and pools them on behalf of
contributors), while in other cases functional responsibilities may be separate
(for example, collection of payroll taxes by a tax authority or multi-purpose
“social fund”, with allocation of the health part of these revenues from this
agency to a compulsory health insurance fund). A wide variety of public
and private agencies pool funds for health services, including national health
ministries, decentralized arms of health ministries, local governments, social
health insurance funds, private profit-making and non-profit-making insurance
funds, community-based nongovernmental organizations (NGOs), and others.
In turn, these organizations allocate the pooled funds to the purchasers.
In most cases, pooling and purchasing are undertaken by the same agency, and
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so this allocation is implicit and internalized within that agency. However, there
may also be resource allocation among pooling agencies, as with risk-adjusted
allocation of revenues to competing insurance funds or to non-competing
territorial health authorities.

Changes in the way that funds are accumulated can affect not only the extent
to which people are protected against the financial risk of using health care,
but also the equity in the distribution of health resources, the ability of systems
to provide incentives for efficiency in the organization of service delivery and
the efficiency in the overall administration of the health system. Hence, it is
useful to consider not only the objective of risk pooling for financial protection
but also how pools might be reorganized to facilitate progress in terms of
other policy objectives. Among other things, this extends consideration of
pooling issues beyond personal health care services to the overall health system,
including the financing of population-based services and categorical/vertical
programme interventions. Such concerns, addressed in Chapter 9, constitute
largely unexplored territory in the health financing literature.

Purchasing is a generic term that refers to the transfer of pooled funds to
providers on behalf of a population. Together with pooling, and as reflected
in the arrows shown in Fig. 1.5, purchasing enables coverage to be provided
for individuals. In other words, funds are pooled and services purchased on
behalf of some or all of the population. Key issues in purchasing relate to the
agencies that implement this sub-function, the market structure of purchasing
and the mechanisms used to purchase. Agencies and market structure issues
are very similar to those relating to pooling, given the usual situation in which
both sub-functions are implemented by the same agency. Much attention has
been given to the need to move from passive purchasing to active or strategic
purchasing, which at a minimum requires linking at least some of the provider
allocation to information regarding their performance or the health needs of the
population. Hence, changing the contents and role of information systems has
been integral to the process of implementing purchasing reforms throughout
the region. Specific mechanisms involve changes in the way in which providers
are contracted and paid in order to change incentives to improve the quality
and efficiency of service delivery. There may be retrospective administrative
procedures associated with this, to check on the quality and appropriateness of
care, or at a minimum to detect fraudulent reporting (Figueras, Robinson and

Jakubowski 2005).

A key issue related to ensuring that strategic purchasing methods have their
intended effects is the alignment of such methods with organizational and
institutional arrangements for service providers. For example, it may be
ineffective to change how public sector facilities are paid if their managers do
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not have the right to make autonomous financial management decisions (that
is, if they do not have the right to shift funds across predefined budget line
items). Similarly, the introduction of provider payment methods designed to
shift financial risk to providers is likely to be of little value if the providers
are not financially responsible for their debts. This has been the experience
of several countries in the region in which, for example, public hospitals can
pass on their deficits to the overall fiscal deficit, simply roll over their deficit
from one year to the next, or — more generally — face a “soft budget constraint”
(Duran et al. 2005; Hensher and Edwards 2005; Chawla 20006).

Coverage: benefits package and rationing measures. Critical issues for health
financing policy include decisions regarding coverage. As described in Chapter
7, we disaggregate coverage into three dimensions: the extent of the population
that is entitled to services paid from pooled funds (“breadth”), inclusion or
exclusion of specific services from coverage (“scope”), and the cost that patients
must incur to obtain these services (“depth”). This cost is typically in the form
of patient cost sharing, but it can also be operationalized through non-price-
rationing measures, such as waiting lists. From a policy perspective, it is useful
to separate these three dimensions: who is covered, what services are covered,
and to what extent the covered services are covered (for example, how much co-
payment is required from the patient). As reflected in the dotted arrow labelled
“entitlement?” in Fig. 1.5, the breadth of coverage may be determined by the
way in which the health system is funded (that is, in some systems entitlement is
based on a contribution made by or on behalf of specific individuals within the
population, whereas in other systems there is no specific link and entitlement is
based on citizenship, residence or other criteria).

Policies to define and ration entitlements entail perhaps the most direct
connection between the health system and the population. In the framework
used here, there are two ways to conceptualize the benefits package. First, it is
useful to define the benefits package as those services (and the means of accessing
services) that the purchaser(s) will pay for from pooled funds. This definition
implies that what is not included in the package (fully or partially) must be paid
(fully or partially) by patients, within or outside of the publicly funded system.
This makes explicit the link between benefits and rationing (that is, partially
covered services are subject to rationing measures — cost sharing or waiting lists),
moving these policies into the integrated health financing policy framework
and away from being isolated measures to ration services, raise extra revenue or
deter demand. By including “means of accessing” in the definition, the benefits
package can be seen as one of the instruments available to steer utilization in a
desired manner (for example, making entitlement to specialist care dependent
on the obligation to be referred from primary care) (Kutzin 2001).
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Second, it is useful to remember that, at its core, the benefits package consists
of the entitlements and obligations of the (covered) population with regard
to personal health care services. This dimension links the package closely
to the objective of promoting transparency. The entitlements consist of the
available services, and the obligations consist of the rules that must be followed
to obtain the entitlements, such as paying co-payments, following defined
referral channels and so on. Hence, one objective for financing reforms is to
improve people’s understanding of the benefits package and to enable both the
entitlements and obligations to be realized in practice.

Putting the pieces together. In addition to the analysis of each sub-function
and policy of the health financing system, the approach suggested by this
framework involves also looking beyond the specifics of each and to the overall
architecture of the system. To what extent is there vertical integration or
separation of functional responsibilities? Are the arrangements for collection,
pooling, purchasing and benefits coherently articulated and aligned with the
institutional arrangements governing service provision? Given the nature of
each sub-function as a market, what is the content of the stewardship of the
financing system?

Because reforms are often not confined to one sub-function and the
interactions between them are critical, it is essential that analysis includes the
links between functions. This is carried out within each chapter in Part two, as
well as in the synthesis chapter at the end of the book. The stewardship issues
are disaggregated into three categories: governance, regulation and provision
of information. These are integral to the reform experience, in terms of each
sub-function. Governance is particularly important with regard to “health
financing institutions”, such as health insurance funds (Chapter 13), with key
issues including responsibility for overall design of the system, accountability
and reporting requirements. Regulation and information are relevant public
policy interventions to enable each of the sub-functions to be better aligned
with policy objectives.

iii. The third pillar: fiscal constraints and other contextual factors

As noted above, the capacity of countries to attain the objectives of health
financing policy, along with the feasibility or consequences of particular reform
strategies, is affected by factors emanating from outside the health system.
In order to set realistic objectives and design reforms appropriately, these
factors must be understood. The main contextual factor is the fiscal context,
while other important factors relate to the rules governing the wider public
sector financial management system and the political-administrative structure
of government.
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Fiscal context. The fiscal context refers to a government’s current and expected
future capacity to spend. A good measure of the current fiscal context is the
ratio of public expenditure (or revenue) to GDP. Global evidence (Schieber
and Maeda 1997; Gottret and Schieber 2006) indicates that richer countries
tend to be more effective at mobilizing tax revenues (relative to the size of their
economies). Tax collection is usually more difficult in poorer countries because
a higher proportion of the population tends to live in rural areas or work in the
informal economy. As shown in Chapter 3, this relationship between national
income and fiscal capacity also applies to the CE/EECCA countries. However,
it is not a completely deterministic relationship; individual countries exhibit
substantial variation around the trend. Other important factors affect fiscal
capacity, including demography (size of the working-age population relative to
the entire population) and the effectiveness of the tax system itself (for example,
ability to enforce compliance, collections and so on). Of course, public policy
choices in terms of the mix of taxes and level of tax rates are also important.
These factors indicate why it is essential to understand the fiscal situation and
not just the level of income when analysing the context surrounding health
financing policy in a specific country.

Governments must be mindful of their budgetary limits; they cannot
simply spend to meet all the needs of their societies. This applies to health
financing systems as well. However, the fiscal sustainability of one sector of
public expenditure, such as health, is an elusive concept. The amount that a
government spends on health depends in part on its overall fiscal constraint
and in part on decisions that it makes with regard to priorities. Mathematically,
public spending on health as a percentage of GDP is the product of total public
spending as a percentage of GDP and the share of that spending allocated to
the health sector. As shown in Chapter 3, this share — reflecting the priority
that governments accord to the health sector'? — reveals great variation across
the countries of the region.

As noted above, we treat fiscal sustainability not as an objective of health
financing policy but rather as an obligation that must be met, and this,
therefore, limits the extent to which countries can attain the policy objectives.
There is consequently a very important distinction between efficiency and fiscal
sustainability. By treating fiscal sustainability as the obligation to live within a
budget rather than as an objective, the focus of policy shifts from an emphasis
on deficit reduction to a broader focus on how to address existing inefliciencies
as the means to minimize the impact on health system objectives while meeting
the requirement for fiscal balance.

12 While it is reasonable to use the share of government spending devoted to health as an indicator of public sector
priorities, it is imprecise to say that this percentage reflects purely the priority that governments give to health. A more
accurate statement is that this reflects the priority (implicit or explicit) given to putting money into the health sector.
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Public sector financial management system. The public finance context
involves not only understanding the capacity of the state to mobilize tax
revenue, but also understanding how the wider public sector management
system operates. This environment encompasses areas such as civil service
regulations and the rules governing public sector financial management.
This system provides an incentive environment that enables health financing
reforms to have their intended consequences; conversely, it may inhibit
implementation of certain health financing reforms or provide a set of perverse
incentives that cause reforms to have undesired consequences. Experience
with health financing reforms in CE/EECCA countries reveals that failure
to consider this wider environment results in either perverse consequences or
simply an inability to implement these reforms (see Chapter 10).

Political-administrative structure. A third critical contextual factor for
health financing policy is the structure of government or, put another way, the
extent of political-administrative decentralization within a country. This can
be critically important because the structure often has direct implications for
the organization of certain health financing sub-functions (mostly pooling and
purchasing, and often service provision as well). In Bosnia and Herzegovina,
for example, the organization of the health financing system mirrors the
organization of the highly decentralized government administration, resulting
in decentralized pooling arrangements (social health insurance fund pooling
and purchasing at the level of cantons and entities, with little or no scope
for cross-subsidy between them). Further, organization of public provision is
also fragmented in this way, and the combination contributes to inefficiency
in the form of excess capacity (Cain et al. 2002). Similarly, in many former
Soviet countries, inherited arrangements for pooling, purchasing and service
provision were vertically integrated and organized by level of government
(republican, oblast and rayon). In these countries, the health financing reform
agenda has had to address the “decentralization” agenda. Here, and elsewhere,
conflicts arise when part of the health financing reform agenda has been to
centralize pooling (in order to improve risk protection), when other sectors of
government are decentralizing,

The aforementioned and other contextual factors must be taken into account
when considering health financing policy in any particular country. While
it is certainly useful (and necessary) to learn lessons from the experience of
other countries, policy instruments cannot simply be transplanted from one
country to another. The critical issue for national policy-makers is to identify
and understand how factors outside the health system constrain what can be
attained and what health financing reforms can be implemented.
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B. Application of the framework to this book

The objective of this study is to assess experience with the implementation of
financing reforms in CE/EECCA countries, with the ultimate aim of drawing
lessons for policy-makers in these countries and elsewhere. This aim has led
to the design of this book. Following this conceptual chapter, the chapters
contained in Part one describe the historical background of the health financing
systems of the CE/EECCA countries, and then provide the basic “facts and
figures” with regard to fiscal context and health expenditure patterns. This is
essential to provide a clear picture of the starting point and context for reforms.
Part two follows the conceptual framework (Fig. 1.5) of the “second pillar”.
While the performance objectives (the “first pillar”) are not used as chapters
per se, they are used within each chapter of Part two and many in Part three
as the criteria against which reform experience is assessed. Part three is Zssue
driven; some chapters (8—10) are devoted to issues of great importance that we
believe have not been given adequate attention in research and policy. Others
(11-12) address what might be considered as /ot topics on the agendas of many
countries. Chapter 13 is the only one that is entirely focused on a particular
policy objective. The concluding chapter of the book synthesizes the experiences
of the countries, including the major issues and challenges for implementation;
draws lessons for policy; and provides a guide for policy-makers on how to
approach health financing reforms.

The strategy of the book is to (1) apply a consistent, function-based conceptual
framework to describe and to analyse financing systems and reforms in the
region; (2) describe the main features and trends, identifying key commonalities
and differences among the countries; (3) analyse selected strategies and
experiences considering significant contextual differences; (4) identify particular
bottlenecks and enabling factors; and (5) draw practical lessons for policy-
makers. We believe that deriving lessons from experience will be facilitated by
the conceptual approach described here. Health financing reform experience
demonstrates that “the devil is in the details”. Categorization runs the risk of
losing the fine details of implementation that may differentiate successful and
unsuccessful approaches. Hence, our emphasis is on identifying the factors that
contribute to success or failure in particular countries and contexts, not on
categorizing these experiences.
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Chapter 2

Understanding the
legacy: health financing
systems in the USSR
and central and
eastern Europe prior to
transition

Christopher Davis

A. Introduction: organization and objectives of the chapter

During the Soviet period, the Union of Soviet Socialist Republics (USSR)
and the communist countries of central Europe (hereafter referred to as CE
countries) differed considerably with respect to size of territory and population,
economic significance, geographic location and nationality composition.
The features of their health systems, the methods of financing them and their
effectiveness varied as well, but more superficially than substantively. In the
late Soviet era and initial transition period, these health financing systems
experienced myriad problems of growing intensity, and by the early 1990s it
was clear that the inherited systems required radical reforms. The objectives of
this chapter are to analyse (1) the structure, incentives and consequences of pre-
transition health financing systems in these countries; and (2) the implications of
changes wrought by economic transition in the early 1990s for the performance
of the unreformed health financing systems and their ability to cope with the
new circumstances. By so doing, this chapter provides the “starting point” (see
Chapter 1) for understanding the reforms described later in the book.
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The common communist political systems and economies in these countries,
reviewed below in Section B, exerted strong influences on health sectors and
health-related policies that generated convergence at a deeper level. This is
evident in the analysis of the organization (Section C) and performance (Section
D) of health financing systems prior to transition. Section E synthesizes the
critical organizational and performance legacies of the past, and the intersection
of these with the new challenges to health financing systems that developed in
the early transition period as a consequence of the changes that took place in
the wider economic and political context.

B. Political, social and economic context for health
financing systems of the USSR and CE countries

i. Political systems

The USSR and CE countries had variants of the communist party political system
and, therefore, had fundamental similarities in political processes (Hough and
Fainsod 1979; Rakowska-Harmstone 1984; Schopflin 1993). At an abstract
level, a salient feature of the political system was the dictatorial social choice
mechanism. This meant that the preferences of the self-selecting party elite
determined state priorities and choices between alternative policies. However,
the communist leaderships often were divided into factions with conflicting
policy agendas. In federal states, such as the USSR and Yugoslavia, divisions in
the party elite at times reflected differences between major nationality groups
(for example, Serbs and Croats). As a consequence, there usually was greater
conflict over social choices and more high-level representation of popular
preferences than a simplistic totalitarian model would imply. Although the
central political authorities tried to gain complete control over the population
(notably in Romania under Ceausescu and Albania under Hoxha), this proved
impossible due to the complexity of the societies, the waning of coercion and
the lack of necessary information. The imperfect nature of central control
meant that there was some room for independent manoeuvre by lower level
institutions, groups and individuals. This was reflected in phenomena such as
ministerial empire building, party bureaucracy resistance to central directives,
regionalism, nationalism, corruption and informal (black market) economic

activity (Hough and Fainsod 1979; Sampson 1987; Schépflin 1993).

ii. Economic systems

The USSR developed the prototype of the command (or “shortage”) economy
and its system was adopted in CE countries in the immediate post-war period
(Kornai 1980, 1992). The activities of the producing and trading units were
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governed primarily by compulsory state plans, not markets. Although legal
markets connected buyers and sellers, they were highly constrained by the
state. Budgets were passive, in the sense that allocated funds were unable to
buy goods freely and were subordinate to plans based on physical indicators.
Quantity signals (such as the intensity of shortages) and processes (such as
rationing) were much more important than price signals (such as costs, profits)."
Although the demand for goods and services chronically exceeded their supply,
thereby generating shortages, this excess demand did not directly affect prices
or production decisions. Interactions between sectors (for example, the energy
needs for heating a hospital and operating its equipment) were similarly based
on quantities rather than prices. In any event, prices of identical goods were
not the same across all sectors and in many cases were set below costs. As a
result, there were substantial “hidden subsidies” in the economy. Transactions
in markets were invariably dominated by the supplier (that is, sellers’ markets
existed). There was significant informal activity by institutions and their agents
(Sampson 1987; Davis 1988a). The socialist governments made extensive use
of rationing and queuing to cope with excess demand (Kornai 1992).

Decision-making was highly centralized, and vertical relations (from above to
below) were much more important than horizontal ones (between buyer and
seller). The state owned all land, production enterprises (factories, farms) and
service-sector institutions (such as health facilities, pharmacies, pharmaceutical
factories, biomedical research and development institutes). The state had a
monopoly on foreign trade and carefully controlled the flow of goods (such
as medicines), services and currencies across its borders. The targets of State
plans reflected the objectives of the party leadership: to ensure survival of the
communist system, to stimulate rapid industrialization and to achieve economic
self-sufhiciency (Schnytzer 1982; Gregory and Stuart 1999).

Among sectors of the economy, highest priority was given to the military,
defence industry, heavy industry and transportation. The traditional low-priority
sectors were agriculture, light industry and public consumption (including the
health system) (Davis 1989a). Marxist—Leninist political economy influenced
the priority ranking of health. One of its notable concepts was that national
income was generated by the productive branches of the economy, primarily
industry and agriculture, and was consumed by the less important “non-
productive sphere”, which included health and welfare (Popov 1976; Pravdin
1976).

The low-priority status given to health had important implications. During
planning, this was reflected in low relative wages, stingy financial norms linking
plans to budgets, inadequate investment to maintain the capital stock, and

13 This is why the command economy is also referred to as the “shortage economy” model (Kornai 1992).
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unresponsiveness of resource allocation to identified health sector problems
(Davis 1983, 1989a). When inconsistencies between plans and the needs of the
economy were revealed during implementation, resources were redistributed
from low- to high-priority sectors, which caused a tightening of constraints
in the less important branches and made it more difficult for them to fulfil
plans. For these reasons, the health sector suffered disproportionately from
the symptoms of the shortage economy: high shortage intensity, harder-than-
average budget constraints, and chronic under-fulfilment of supply, investment
and output plans.

The pressure on managers to achieve ambitious plan targets resulted in
continuous efforts to expand production (the “quantity drive”). In the health
sector, this was reflected in efforts to increase inexorably key plan indicators,
notably hospital beds and doctors, despite the low level of financial resources
attached to these (Davis 1983). There was a lack of incentives to attain other
objectives, such as improving efficiency, quality and technological development

(Gregory and Stuart 1999).

During the 20 years that Brezhnev and his elderly successors dominated the
Soviet political system — 1965-1985 (later described as “the years of stagnation”)
— the economy expanded at a decelerating rate and numerous economic and
social problems intensified (for example, shortages and alcoholism). During this
period, numerous economic reforms were introduced in central European
countries (such as Yugoslavia and Hungary) but none effectively altered the
fundamental nature of the economic system, in part because power remained
concentrated among the party elite (Kornai 1992, Chapters 20, 21; Schopflin
1993). Similarly, the reforms of the perestroika period (1985-1991) in the USSR
were not able to correct the many deficiencies in the politico-economic system.
Economic growth became negative and repressed, open inflation increased and the
foreign debt burden rose significantly. These economic deficiencies contributed to
the systemic crises that resulted in the collapse of communist power and the
fragmentation of the USSR, Czechoslovakia and Yugoslavia (Schopflin 1993;
Gregory and Stuart 1999).

C. Organization of health care financing in the USSR and
CE countries

Many features of the organization of health care in the USSR/CE countries
were similar, due to the common characteristics of their political and economic
systems, as well as the universal nature of the health production process and the
influences of modern scientific medicine and medical technology. However,
there were some important differences that reflected their inheritances from
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the pre-socialist era and country-specific post-Stalin reforms. Taking these
factors into account, Yugoslavia is considered separately from the USSR and
the other CE countries (Council of Mutual Economic Assistance (CMEA) 6
and Albania)."

i. The USSR system of health financing

Overview of health system organization. The health system in the USSR
was the world’s largest in terms of doctors and hospital beds and it provided
the prototype of a national health service in a socialist country. All medical
assets were owned by the state, development was in accordance with centrally
determined plans, and health services were provided free of direct charge (Field
1967; Kaser 1976; Ryan 1978; Davis 1988b, 1989b). The national health
service was governed in general terms by the Ministry of Health (MoH) of
the USSR, but approximately 10 other ministries (such as the Ministry of
Railways and the Ministry of Defence) controlled “departmental” sub-systems
of health care. Each of the 15 republics had an MoH that managed facilities
in its territory. Republics were divided into regions (oblast), which had oblast
health departments. Health services in large and medium cities were managed
by a city health departments. Cities and rural areas were divided into districts
(rayon) and these were managed by a rayon health departments. Although the
state owned all health institutions, administration was highly fragmented due
to the multiplicity of territorial and departmental bodies that managed them.

The MoH of the USSR had primary responsibility for the preparation and
implementation of health plans. The Planning-Finance Main Administration
of the Ministry — in conjunction with the Health and Medical Industry
Department of Gosplan USSR — provided subordinate units with general
targets and a planning methodology involving 2000 indicators (pokazateli) and
norms (normativi) in 17 groupings (Popov 1976, Chapter IV). The Planning-
Finance Administrations of each republican MoH was formally responsible for
health planning in its territory, but in reality its activities were tightly controlled
by the central Ministry. Detailed health plans and budgets were prepared by
the regional, city and rural district health department planning sections, in
accordance with centrally determined targets, physical and financial norms,
and wage rates. Hence, the overall system can be characterized as centrally
planned but organizationally fragmented.

Primary care for most of the population was provided by doctors and nurses
in outpatient polyclinics, typically organized as follows: adults were treated by
therapists (general doctors), children by paediatricians and many women by
gynaecologists/obstetricians. In large urban areas, these were usually organized

14 The CMEA 6 were Bulgaria, Czechoslovakia, German Democratic Republic (GDR), Hungary, Poland and Romania.
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as separate polyclinics (for example, adult microdistrict polyclinic, childrens’
polyclinic, womens™ advisory clinic) (Vinogradov 1962, Chapters IV-VII).
However, in smaller cities, outpatient facilities were combined into a general
polyclinic. First-contact doctors often referred patients to specialist doctors in the
polyclinics and general hospitals, in many cases without adequate examination.
Popov (1976, p. 194) cites two empirical studies that indicated that 60-65%
of patients were admitted to hospital without having been diagnosed properly.
They then could be referred to specialized city, regional, republican or USSR-
level hospitals. Employees (and their families) of certain ministries and large
factories were served by closed (that is, not open to the general public) health
facilities in departmental sub-systems or by a closed medical-sanitary centre
(a combination of a polyclinic and general hospital) within a large enterprise.
There were well-developed emergency services in urban areas. Preventive health
care was organized by the Sanitary-Epidemiological Service (SES)."”

The legal markets connecting health institutions as buyers and sellers existed,
most notably between patients and outpatient clinics providing first-contact
services (Davis 1989a). These markets were characterized by excess demand,
domination by sellers, unresponsiveness to market signals and shortages of
services that did not have monetary prices. To cope with the excess demand, the
government made extensive use of rationing through sub-systems of health care
(elite, departmental, large urban, enterprise, medium city, rural) and queuing
in accordance with socioeconomic criteria (Davis 1988b). However, demand
spilled over into informal flexible-price markets. The scale of the informal
health sector and the pervasiveness of informal payments for health care varied
across the 15 republics and their regions, being greatest in the Caucasus and
central Asia (Knaus 1981; Sampson 1987; Davis 1988a).

Collection/sources of funds. In the USSR, the state budget was the
overwhelmingly dominant source of health finance. Most revenue was collected
through the general taxation system at local, regional or federal levels of
government.'® In addition, health facilities obtained small amounts from direct
official payments (“special means”) by patients for specified medical services
(such as medical examinations for social insurance purposes). A small share of
direct payments for health services flowed into the general MoH budget from
subordinate bodies as a form of tax.

Pooling of funds. In the Soviet health system, pooling of funds was vertically
integrated with purchasing and service provision through a hierarchically

15 In the USSR, hospitals dominated health care and absorbed approximately 60% of state budget expenditure. Primary
care provided through polyclinics and dispensaries received approximately 30% of health expenditure. Preventive health
services provided by the SES absorbed approximately 5% of funding (Babanovskii 1976; Popov 1976, Chapter XI).

16 Following a 1965 economic reform, the Ministry of Finance collected contributions out of the sociocultural
component of the profits funds of large-scale enterprises to support medical-sanitary centres and health programmes for its
employees (Gregory and Stuart 1981, Chapter 9).
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determined budgetary process (Babanovskii 1976; Popov 1976). Hence,
the structure of pooling was reflected as well in that of purchasing and the
organization of service delivery. At the federal USSR level, the state determined
the allocations of tax revenue for health purposes to pools for the MoH,
departmental health systems (such as defence and railways), and specific large-
scale enterprises (primarily to cover capital costs). The MoH of the USSR then
used budgeting formulas to allocate its funds to federal health facilities, to the
15 republican ministries of health, to the pools of the departmental health
systems (to cover specified activities) and to large-scale enterprises (to cover
current costs, such as wages of health staff). Each republican MoH allocated
its budget to republic-level health facilities (for example, specialized hospitals),
oblast health departments and medical facilities of republic subordination
(Vinogradov 1962; Popov 1976). The last redistributed their funds to oblast-
level health facilities (such as specialized hospitals) and to pools for city and
rural 7ayon health departments located within the 0b/ast. The final distribution
was to pools for specific health facilities (polyclinics, dispensaries, hospitals)
within the geographic area covered by the lower level health department.
The result was a highly fragmented pooling structure that also duplicated
geographic coverage of the population (because, for example, cities and districts
existed within oblasts, and the oblasts within republics, so the same population
could be served by facilities subordinate to three different authorities). As a
result of the vertical integration of provision, duplication of health facilities
also existed (for example, a city children’s hospital and a more specialized 0blast
children’s hospital functioned in many capital cities of regions).

Purchasing of services. The Soviet health system operated primarily in accordance
with detailed centrally determined plans based on quantity signals. Quantities
of labour (doctors, nurses), capital equipment and supplies (diagnostic
machinery, ambulances), current inputs (food, fuel) and services (construction,
maintenance) were distributed to and used by health establishments on the
basis of plans that were built around simple quantity indicators, such as doctor
positions in polyclinics and hospital beds (Popov 1976; Davis 1983, 1987).
These plan indicators were linked to inputs by technical coefficients or norms
of utilization, such as bed occupation rates and outpatient consultations per
day. Budgets (financial plans) were of secondary importance in governing the
flows of real resources and activities and were compiled once the indicators
of provision had been specified down to the level of supplier of the service.
They were calculated using financial norms (for example, an amount of rubles
for medicines per hospital bed-day) and were disaggregated into carefully
specified budget items.
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The budget funds in the aforementioned lower level pools were transferred
to providers of health services as the annual plans were being implemented.
However, in reality, there was no “buying” of goods or services because money
was passive (that is, it was used for accounting rather than for buying goods in
markets), wholesale markets did not exist, and labour markets were controlled
by the bureaucracy. In formal terms, the purchasing and provision of health
services were combined into single bureaucratic units (health departments).
This vertical integration of purchasers and providers and the reliance on
incremental change meant that the performance of health establishments
with respect to quality and efficiency was not a major influence on resource
allocation. This combination of structural arrangements and incentives enabled
Soviet health planners to pursue the quantity drive through an “extensive”
development strategy: growing outputs of health services (of relatively low
quality) were produced, using increasing quantities of basic inputs, such as
doctors and hospital beds (Davis 1987, 2001a).

Control over health facility resources by managers. Managers of Soviet health
facilities had formal responsibility for the utilization of allocated resources,
but severely limited control over the allocation of their budgets. Funds were
automatically transferred out of accounts as planned supplies were received or
services were provided. Managers could not use budget funds in a spontaneous
manner to purchase goods and services due to the lack of markets, nor could
they shift funds freely from an underspent budget item to an overspent one.
Given these circumstances, managerial performance in the financial sphere was
of secondary importance.

Official benefits package and cost sharing by patients. The ofhicial Soviet
benefits package entitled all members of the population to health services free
of direct charge. In reality, however, population groups were served by the
different sub-systems of health care that provided varying arrays of services.
The full range of sophisticated health services was only available in the elite
sub-system. In medical facilities open to the general public, many services and
medicines that were provided to patients in western countries were not on
offer, and there were chronic shortages of specialized personnel, equipment
and medicines. The government authorized health facilities to charge for a
small number of non-essential health services. However, throughout the Soviet
health system, patients and their families routinely made informal payments
to administrators, doctors, nurses and orderlies (Knaus 1981; Sampson 1987).

ii. Health financing in the CMEA 6 and Albania: variants of the Soviet model

Overview of health system organization. The organization of health care in
these countries reflected their inheritances from the pre-communist period
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and differing adaptations of the Soviet model (Kaser 1976; Gjonga, Wilson
and Falkingham 1997). Before the adoption of the communist system after
the Second World War, all of the countries had some form of compulsory
social insurance for urban workers and their families that, to varying degrees,
provided access to health care and sickness benefits and subsidized the
purchase of prescription medicines. The social insurance systems containing
comprehensive health benefits were in the GDR and Czechoslovakia, while the
most limited ones were in Albania, Bulgaria and Romania. In the less-developed
and predominately agricultural countries, large shares of urban residents (such
as service workers and craftsmen) and almost all peasant families were not
included in state insurance systems.'” They obtained their health care from the
private sector, which included both scientific and folk health practitioners.

After the Second World War, all these countries adopted important features of
the Soviet model. Health facilities, pharmacies and pharmaceutical factories were
nationalized, placed under a national MoH and governed by compulsory state
plans. Health systems were organized by the administrative level of government,
with the vertical hierarchy moving down from the national (federal) power to
the regional (provincial, county) health departments (boards, institutes) to the
municipal health departments to rural district health departments to health
micro-districts.'® As in the USSR, all countries had health facilities that were
closed to the general public. The MoH managed facilities for the Communist
Party and state elites as well as factory health centres. Other ministries (such
as the Ministry of Defence, Ministry of the Interior, Ministry of Railways)
maintained departmental health systems for their employees.

Hospitals tended to dominate health systems and offered varying degrees of
specialization and quality, depending on their administrative subordination:
elite, national public, regional, departmental, factory, municipal or rural district.
All countries had Soviet-style specialized and general polyclinics, dispensaries
for specific diseases, and preventive health establishments (for example, SES).
However, most also had other institutions in outpatient care that reflected their
specific traditions (such as GPs in Poland and Hungary).

The CE countries tended to adopt the Soviet extensive health development
strategy. Medical care tended to be labour intensive, although in 1985 the
average number of doctors (2.8) per 1000 population in the CMEA 6 was
well below that of the USSR (3.9) and close to that of the countries that were

17 This situation is similar to other countries (including many low- and middle-income countries today), in which social
health insurance exists but relatively large proportions of the population are outside the formal workforce.

18 In the case of Czechoslovakia, a 1969 reform devolved substantial management powers from the national MoH to the
ministries of health of its two constituent republics (Czech Lands and Slovakia), which was similar in form to the USSR
arrangement with its 15 republics (Kaser 1976).
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members of the European Union (EU) at that time (2.7)." The doctor provision
indicators ranged from 2.1 in Romania to 3.6 in Czechoslovakia in the CMEA
6 and from 1.5 in the United Kingdom to 3.8 in Italy in the EU.

There was greater variation in the treatment of the private sector. Private health
care was tolerated to varying degrees in Czechoslovakia, the GDR, Hungary
and Poland, but was illegal in Albania, Bulgaria and Romania (Kaser 1976).
The GDR, Hungary and Poland had substantial numbers of health staff engaged
in private practice (for example, 4000 private doctors out of a total of 25 000
doctors in Hungary), while Czechoslovakia tolerated more limited official
private provision of health care (primarily by retired or top clinical doctors).
The GDR was unique in allowing the existence of private charitable hospitals.

Health financing system. The organization of collection, pooling and purchasing
was largely similar to that which existed in the USSR. This convergence took
place over a period of time (after 1945), as the central European countries
shifted from social insurance to state budget financing. By the 1980s, the source
of most funds (over 90%) for health care (excluding prescription medicines) in
these countries was the state budget, whereas social insurance contributions
were negligible (up to approximately 10% in Hungary), with the exception
of the GDR.?* Direct payments by patients were the third source of funds.
In most countries, state health facilities were permitted to charge the majority of
patients (but not, for example, the disabled or war veterans) for a limited range
of non-essential medical services, such as work-related medical examinations.
Small numbers of fee-paying polyclinics also existed. It is likely that direct legal
contributions from patients did not exceed 10% of total health funds collected
in any country (Kaser 1976; Burenkov, Golovteev and Korchagin 1979).

Pooling arrangements were similar to those of the USSR, with fragmentation
between the MoH, other ministries and large-scale industrial enterprises, as
well as fragmentation and territorial overlap of pools reflecting the level of
public administration. These pools were vertically integrated with purchasing
and provision; hence, the pattern of duplicate service delivery coverage found
in the USSR was replicated in these CE countries.

Most of the earlier observations concerning purchasing and health facility
financial management in the USSR also apply to CE countries (importance of
physical plans, subordinate role of budgets, absence of wholesale markets for

19 The doctor provision indicators were calculated by the author using statistics from the 1988 CMEA statistical yearbook,
the 1988 Eurostat Basic Statistics of the Community yearbook, and the WHO Regional Office for Europe Health for All

database.

20 In the GDR, compulsory social insurance funds (one for state employees and their dependants and the other for
members of cooperatives and the self-employed) devoted approximately 10% of their expenditure to reimbursements for
prescription medicines and approximately 20% to support medical treatment. The latter represented about two thirds of
total official expenditure on the health system (most of the remainder coming from the state budget). State employees
contributed 10% of their earnings to the social insurance fund and the self-employed 14%. Employers contributed 10%
of wage payments to social insurance (Kaser 1976, Chapter 5).
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medical goods, dominance of hospitals, inflexible line-item budgets, integration
of purchaser and provider), albeit with some variation. For example, Poland
calculated hospital budgets on the basis of admissions, rather than by using the
indicator of bed-days provided (Burenkov, Golovteev and Korchagin 1979).
As a result of the reforms associated with the New Economic Mechanism
(NEM), Hungary placed greater emphasis on indicative plans and markets.
However, Kornai (1992) argued that even in that country there was substantial
“indirect bureaucratic control” that undermined the functioning of markets.
This made it difficult for health facilities to obtain goods contrary to the wishes
of their controlling state bodies.

There were differences in benefits and cost sharing, particularly in the early
command period, due to the strong influence of social insurance concepts in
a context of only limited state sector employment. As a result, entitlement to
health care free of direct charge was initially restricted to state employees and
their dependants in most countries. Non-entitled individuals (the self-employed
in cities, peasants in the countryside) were required to pay full or subsidized
prices for treatment in state facilities and for prescription medicines. However,
over the decades, entitlement became universal, as coverage was extended to
collective and private farmers and the self-employed.

Significant legal and informal cost sharing took place in the CE countries.
Some payments were made directly to state health facilities for non-essential
medical services or to clinics that were entitled to charge fees. Patients and their
families also regularly made illegal but tolerated payments to administrators,
doctors, nurses and orderlies working in state health establishments, either as
an inducement to obtain better care or as a reward for those who had provided
treatment (Kaser 1976; Miskiewicz 1986; Sampson 1987; Pataki 1993; Vinton
1993).

iii. Yugoslav system of health financing

Overview of health system organization. During the initial years of communist
rule in Yugoslavia, many elements of the Soviet model of health care were
adopted (state ownership of facilities, MoH, compulsory central planning),
but the pre-Second World War legacy of social health insurance remained.
State employees (such as industrial workers) were covered by compulsory social
insurance and other urban inhabitants had access to state-supported health
care. Rural inhabitants had to rely on the private sector.

Radical changes were made to the organization of health care following the
1948 split with the Stalinist USSR. These were based on the concepts of
decentralization, removal of the state (“de-etatization”) and democratization
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(Parmalee 1989). Responsibility for managing health facilities was decentralized
from the national MoH to six republican Committees of Public Health, which
then devolved responsibility down to health facilities that were controlled by
their Workers’ Councils in 500 territorially based communes (with an average
population of 44 000). The development of health care in the republics was
influenced by indicative plans rather than determined by compulsory plans.
Health facilities were taken out of state control and transformed into “socially
owned” properties, with the intention that they would use their “social capital”
and labour to produce health services according to contracts agreed with
insurance associations. Each facility was run by a management board that
was appointed by its Workers’ Council, which included members of staff, the
public, insurance bodies and local government. State-owned social insurance
agencies (the Communal Insurance Association, or SIZ) were turned into
semi-autonomous public service organizations (officially called “Self-managing
Communities of Interest”), which were co-managed by a bicameral assembly
of users from the community (Council of Consumers) and providers of
health services (Council of Providers). The SIZ was managed by a permanent
administrative unit that was staffed by professional insurance personnel.

Most first-contact care was to be provided by GPs in neighbourhood health
centres. They were supposed to act as “gatekeepers” to ensure that there was
not excessive demand for hospital treatment. However, GPs formed only about
half of the physicians working in primary care; a substantial number of other
specialists were retained to work in polyclinics or in maternal, child health and
occupational health clinics (Saric and Rodwin 1993, p. 227).

The organization of the hospital sector was similar to that elsewhere in
central Europe, with facilities ranging from highly specialized national ones
to specialized facilities in large urban areas to small general hospitals in rural
districts. Despite many reforms in Yugoslavia, the usual ministries (defence,
police, railways) maintained their own health systems and large self-managed
enterprises supported closed health centres for their workers. Legal private health
care was virtually eliminated by the end of the 1950s, but it was subsequently
re-legalized on a small scale in several republics — notably Croatia — due to fiscal

crises and growing unemployment of health personnel (Parmalee 1989; Saric
and Rodwin 1993).

The findings of Parmalee (1989), as well as Saric and Rodwin (1993) also
indicate that the reality of the organization and functioning of the Yugoslav
health system deviated considerably from the ideal Workers™ Self-Management
model and resulted in many of its features being quite similar to those of other
CE countries. The Communist Party actually made all major decisions, and
federal or republican state officials severely constrained the freedom of nominally
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independent worker-managed entities, as well as routinely intervening in
the decision-making of the Workers’ Councils of health facilities and of the
assemblies of users and providers of the SIZs. Due to their poor training
and lack of incentives, GPs tended almost automatically to refer patients to
outpatient specialists or hospitals. Hospitals dominated health care in a manner
that was similar to elsewhere in central Europe.”!

Collection/sources of funds. The mix of revenue collection mechanisms was
radically different in Yugoslavia compared with the rest of central Europe and
the USSR. By the 1980s, government budget revenues derived from general
taxation provided less than 5% of total health expenditure and approximately
20% of capital investment in health. Enterprises in communes often provided
extra funds to support the local health system, especially for the purchase of
capital equipment and supplies. Approximately 80% of revenue came from
compulsory insurance contributions. By the end of the 1960s this funding
system resulted in the health share of GDP rising to a high 7.1% (Saric and
Rodwin 1993).

Both employees and employers made contributions to the Yugoslav compulsory
medical insurance funds. An obligatory 8% was deducted from each employee’s
wage for medical insurance. Employers contributed through a health care tax
on the enterprise’s total revenue. These funds were collected by the local SIZ
within the commune. The central government established minimum standards
of insurance benefits for the whole country, but the six constituent republics
were given the right to set benefits above the minimum on the understanding
that their insurance organizations would collect the necessary funds. Republican
legislation also prescribed the basic benefits that SIZ associations were obliged
to finance. Throughout the final decades of the existence of Yugoslavia there
was a tendency for its more affluent republics to promise their populations
more generous health benefits packages than those existing in economically
deprived regions.

Despite the higher level of resources coming into the health sector relative to
the USSR, there were persistent deficits in the health insurance funds due both
to high cost structures (such as generous wages, expensive imported medicines)
and the repeated efforts of the central government to stabilize the economy
by constraining public expenditure through the imposition of limits on
spending and the annual rates of contributions for health and social insurance.
One consequence was that the health share of GDP fell to 5.7% in 1975 and
to 4.0% in 1987 (Saric and Rodwin 1993).

21 Despite the official commitment to give primary care the highest priority in funding, the distribution of health
financing by branch of the health system was similar to that in other eastern European countries, in that hospitals absorbed
the largest share of resources. In 1986 approximately 33% of total Yugoslav health expenditure was devoted to primary
care, whereas 60% was allocated to hospital care (Saric and Rodwin 1993).
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Legal direct payments by patients made a minor contribution to health
financing (Parmalee 1989; Saric and Rodwin 1993). Local health facilities
routinely charged patients for abortions (for example, 60% of the estimated
cost of the procedure), cosmetic operations (for example, 80% of the estimated
cost), health examinations and prosthetic devices. The chronic deficiency of
health financing relative to perceived needs stimulated greater efforts by health
facilities to extend the use of fee-for-service payments. However, even in the
1980s, there remained tight ideological constraints on marketization and
privatization of health care. It is estimated that legal OOPS contributed to only
approximately 3% of total health financing.

Pooling of funds. Although pooling arrangements in both the USSR and
Yugoslavia were fragmented, the nature of this fragmentation was very different.
Most Yugoslav health financing was collected and pooled by the 500 communes
using the mechanisms described above. The existence of many small pools caused
inefhiciencies and high shares of public spending on health administration.
The commune health pool was augmented by modest contributions from the
state budget and local enterprises, mostly for capital investment. The largest
and most successful enterprises financed and managed closed health facilities
for their workers and dependants, further fragmenting the system. According
to Saric and Rodwin (1993), “Using its purchasing and political power, big
business had succeeded in building a parallel health care system that obviated
their reliance on both public facilities and, more importantly, public health
insurance (S1Z2).”

In a manner similar to that of the overall system in the USSR, the small
amounts of health funds collected through Yugoslavia’s federal budget were
distributed to pools for the national Committee for Public Health (the
equivalent of the MoH) to support national specialized health establishments
and programmes, elite and departmental health systems (such as those relating
to defence and railways), and “solidarity funds” to be allocated to poorer regions
with insufficient local finance. Revenue collected through the budgets of the
republics and their subordinate levels of government was directed to pools for
the Republican Committees for Public Health to support specialized facilities
and republic-wide programmes, for special capital investment projects within
the republic and to subsidize health care in poor regions.

Purchasing of services. The economic environment of the Yugoslav health
system was substantially different from the norm for CE countries due to
the decentralization of decision-making and the greater reliance on market
coordination in the Workers’ Self-Management system. These organizational
arrangements suggested less direct, centralized bureaucratic control and greater
reliance on market-related determination of transactions between buyers
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and sellers. The SIZs purchased health services for the insured population in
the commune on the basis of “self-management agreements” with providers
(outpatient clinics, hospitals). However, the terms and targets tended to change
in a predictable, incremental manner. As in other countries, health budgets
were disaggregated by item and were relatively inflexible.

Despite these differences in the organization of purchasing, in reality the same
type of “indirect bureaucratic control” existed, as Kornai (1992) noted in the
case of Hungary, as a factor in limiting the freedom of manoeuvre of purchasers
and providers, despite the reforms of the NEM. Local governments had the
right to intervene in negotiations concerning self-management agreements if
either a contract acceptable to both sides could not be formulated or its contents
were considered to be “socially harmful” (inflationary, for example). Parmalee
(1989) found that the federal and republican governments intervened regularly
to hold down cost increases in health, often by restraining agreements between
insurance associations and providers, which in theory should have been outside
the control of the state. Hence, although the structure suggested a purchaser—
provider split, the scope for independent decision-making at purchaser level
(and provider level — see next subsection) was severely constrained by these
government practices.

The state also had the power to control all major investment decisions. In periods
of economic prosperity, this control could be slack and allow the uncoordinated
acquisition of excessive amounts of equipment by communes, which resulted
in duplication and inefficiency. In the more frequent periods of economic crisis,
the government could order drastic cut-backs in capital investment and in the
purchase of foreign pharmaceutical products, even if domestic equivalents were
unavailable (Tyson and Eichler 1981; Saric and Rodwin 1993).

Control over health facility resources by managers. Health managers in
Yugoslavia had limited control over their health establishments. Managers were
appointed by Workers' Councils and therefore were constrained by factors
such as the need to look after the welfare of employees (for example, maintain
employment and pay bonuses). The Communist Party was active in all
establishments and ensured that managers took into account the Party line.
Local government exerted a strong influence on decisions to purchase labour
(often demanding new personnel to be hired) and to terminate the employment
of personnel (this was made almost impossible). The remuneration of health staff
was tightly regulated by the state. The range of salaries for all workplaces in a given
commune was established through social agreements negotiated between these
workplaces and respective government authorities. Managers were not allowed to
show initiative in raising extra-budget revenue because the Party imposed rigid
controls on direct charges to patients and prohibited private health care.
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Although Yugoslav health establishments were not governed by compulsory
economic plans, health insurance associations required them to operate in
accordance with detailed norms that specified maximum time and resource
inputs into the production of services, quantities of services to be delivered and
quality standards. Managers had limited authority to shift resources from one
budget item to another. Their freedom to purchase key inputs, notably foreign
medicines and equipment, was often limited by government.

This suggests that — despite some important structural differences — in practice
the Yugoslav system operated in a manner similar to the Soviet one. However,
local government and insurance agencies in Yugoslavia placed greater pressure
on managers to cut costs through the rationalization of production than
did their equivalents in the USSR. Calls were made for the elimination of
duplication of diagnostic equipment; reduction of overtime work by health
staff; the merger of inpatient and outpatient facilities into unified health
centres; the substitution of cheaper health services for more expensive ones
(that is, substituting nurses for doctors, relying on primary care instead of
hospitalizations); and the externalization of costs (for example, organizing
home care for the sick as an alternative to hospitalization) (Parmalee 1989).
However, managers were impeded from achieving savings in labour costs.
Republican governments minimized the ability of managers to either raise or
lower the salaries and bonuses of their staff in accordance with performance.
In any event, managers had only weak personal incentives to reduce costs and
reform practices because most savings achieved did not benefit either them or
their institutions, but instead were absorbed by the insurance associations.

Official benefits package and cost sharing by patients. In Yugoslavia
entitlement to free health care followed the pattern prevalent throughout
central Europe of being extended over time, through compulsory insurance,
from state employees (70% of the labour force) in cities plus their dependants
to agricultural workers (25% of the labour force) and their families (Parmalee
1989; Saric and Rodwin 1993). The urban self-employed (5% of the labour
force) and their dependants were given access to VHI programmes. By the 1980s
most of the population was covered by compulsory medical insurance, with the
small residual proportion relying on VHI and services paid by fee for service.
However, as in other countries, certain population groups had access to better
health care through closed sub-systems (elite, departmental, large enterprises).
The medical benefits guaranteed to insured farmers were less generous than
those for urban workers, which resulted in higher OOPS and lower utilization
rates in the former category. Furthermore, there were substantial variations
in per capita insurance payments and health expenditures across regions in
Yugoslavia, in accordance with their differing levels of development, which
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(given the fragmented pooling arrangements and absence of any meaningful
redistribution mechanism) resulted in large differences in the availability of
health care across communes. There was also variation in charges for health
services according to category of patients. Health facilities in a commune would
charge another commune a higher price for the treatment of its visiting patients
than the one that would apply for local patients.

There was limited cost sharing in the Yugoslav health system. Health
establishments were allowed to ask patients for “participation payments” for a
narrowly defined range of non-essential services: house calls, health examinations,
abortions, cosmetic surgery, meals and above-average accommodation in
hospitals, and treatment in health spas. As was the case throughout central
Europe, patients and their families in Yugoslavia made informal payments to
health personnel for their care (Healy and McKee 1997; Kunitz 2004; Mastilica
and Kusec 2005; Lewis 2006).

D. Performance of the health financing systems in the
USSR and CE countries: 1965-1991

Economic stagnation combined with the low priority given to the health sector
in most countries meant that constraints on resource allocations tightened
over time and undermined the potential effectiveness of health systems.
This occurred against a background of substantial population growth, ageing
and a shift in illness patterns towards a predominance of chronic degenerative
conditions (for example, cardiovascular disease, cancers) affected by stress and
unhealthy consumption patterns (such as cholesterol, tobacco, alcohol).?
In this context of economic stagnation and rising demand/need for health
services, many general health objectives — such as reducing mortality rates —
were not achieved. In addition, economic factors and the deficiencies identified
in Section C (above) contributed to the worsening abilities of health financing
systems to achieve their objectives.

A critical factor for improving the performance of these systems was their ability
to generate an increase in available resources. Despite the status of health as a
low-priority sector, the Soviet Government was able to increase the real level of
health spending (Davis 1983, 1987, 2001a). From 1965 to 1985, state budget
health spending through the MoH grew from 6.6 to 17.5 million (current)
rubles. Expenditure from other sources (ministries, enterprises, farms) grew more
rapidly, so total spending tripled from 7.8 to 22.4 billion rubles and per capita
spending increased from 34 to 81 rubles. Inflation was low, so this reflected a

22 For more on the demographic and health conditions in the region during the command period see Kaser 1976; Dutton
1979; Davis and Feshbach 1980; Feshbach 1983, 1993; Eberstadt 1990; Ellman 1994; Davis 1998; Cornia and Paniccia
2000.
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substantial growth in real expenditure. However, this real increase did not keep
pace with the overall growth of the economy and public spending. The health
share of the state budget dropped from 6.5% to 4.6%.” During this period, the
rate of growth of health spending declined from 11% per annum in 1965-1970
to 4% in 1980-1985, reflecting both the wider economic stagnation and the
reduced priority given to health. Overall, the USSR devoted approximately
3.0% of GDP to health, which was low by Organisation for Economic Co-
operation and Development (OECD) standards (6.5% in the United Kingdom
and 12.9% in the United States in 1985) (Davis 2001a).

In the perestroika period the Soviet Government significantly increased total
official health expenditure in nominal terms, but inflation accelerated in these
years. Estimated health spending in constant terms increased from 22.5 billion
rubles in 1985 to a peak of 28.7 billion rubles in 1989 and then dropped to
24.1 billion rubles in 1991. The health share of the state budget increased to a
peak of 5.6% in 1990, and then fell slightly (Davis 1993a, 2001a).

Health spending patterns in CE countries were largely similar, although
Yugoslavia’s pattern deviated somewhat from the rest. There, current and real
health spending rose significantly in the period 1950-1975. Over the following
15 years, however, the pattern became erratic, with years of real growth followed
by reductions arising from austerity programmes. Health spending as a share of
GDP fell from 7.1% in 1969 to 4.0% in 1987. In 1980 Albania, Bulgaria and
Romania had relatively low levels of health spending (below 3.0% of GDP);
Poland and Hungary had medium levels (3.6% and 4.6%, respectively); and
Czechoslovakia and the GDR were relatively high spenders (4.9% and 5.2%,
respectively) (Davis 1998). These proportions of health expenditure as a share
of GDP were substantially below those found in OECD countries.*

The tightness of constraints on health spending and the sector’s low-priority status
were evident. In the USSR, for example, the average wage of health workers fell
from 82% of the whole economy average in 1965 to 70% in 1985, despite the
fact that the mean educational level of its workers was one of the highest of
any sector (2.3 times the economy average) (Davis 1989a). The overwhelming
majority of the poorly paid health labour force was female (in the Soviet context,
this was a sign of low priority) and it was difhicult to entice doctors and staff
to work in the countryside or remote regions. Similar patterns of relative wages
existed in CE countries (Kaser 1976; Miskiewicz 1986; Eberstadt 1990; Healy
and McKee 1997).

23 These are extremely low percentages by today’s standards. In 2004, for example, only 4 of the 52 countries of the WHO
European Region allocated less than 7% of total public spending to health (WHO Regional Office for Europe 2008).

24 Although these shares of public spending on health relative to GDP were below those of most OECD countries, it
should be recognized that the CE countries were in a different phase of demographic transition and had lower per capita
incomes than those in western Europe. Kornai and McHale (2000) argued that if these and other factors are taken into
account, the health shares in central Europe were reasonably high by international standards.
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The financial norms that determined the budgets of the health system for
capital construction, building repairs and acquisition of other inputs were kept
unrealistically low (Davis 1989a). The low levels of allocation had important
implications for policy objectives. In the early 1980s in the USSR, for example,
the expenditure norm governing acquisition of medicine per patient bed-day in
a therapeutic ward was 90 kopeks, but many single dosages of medicines cost
several times more than that, suggesting that patients either did not receive
adequate medication or had to make private payments to get the medicines
they needed. The difficulties experienced by Hungary, Poland, Romania and
Yugoslavia in servicing their foreign debt resulted in frequent but unplanned cut-
backs in imports of needed health system inputs. Inadequate investment in new
construction and capital repairs had a negative effect on the quality of health
facilities. The growth of the hospital bed stock outstripped new construction —a
situation that caused overcrowding in hospitals (Davis 1983, 1987; Miskiewicz
1986; Eberstadt 1990; Saric and Rodwin 1993).

i. Performance of the USSR health financing system relative to objectives

Equitable funding of universal protection against financial risk. Although
data are scarce, it is likely that the Soviet method of health financing was
relatively equitable, because almost all funding was provided by the state
and obtained from general taxation or from taxes on the “profits funds” of
economic enterprises. As a result of this, the USSR was also largely successful
in protecting all its citizens from the risk of financial hardship due to illness.
Most health services and medicines related to hospital treatment were provided
to the population free of formal direct charges, with only relatively small sums
for non-essential treatment or services, such as provision of medical certificates
for social insurance purposes. The state subsidized prescribed medicines related
to outpatient care and gave its citizens adequate sickness pay and disability
pensions. However, the practice of making unofficial payments for admission
to a hospital, and/or for treatment or for services provided in hospitals was
pervasive (Knaus 1981; Sampson 1987; Davis 1988a, 1989b).

Reduce inequalities in the use and provision of health services. Average levels
of health service utilization (for example, consultation and hospitalization rates)
were high compared with other countries, but there were significant inequalities
in health and service utilization across the 15 republics and 120 regions of the
USSR. Variations in health indicators between the best and worst regions were
wider than those between the republics. Measures of inequality differed even
more when compared across the districts that were subordinate to the regions.
Quality standards were also higher in elite, departmental, enterprise and large
city sub-systems than in medium cities and rural districts. There is also clear
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evidence of differentials in service use. In conjunction with the 1970 and 1979
censuses, the Soviet authorities carried out large-scale surveys of population
health status and use of services. The general finding was that in urban areas
about two thirds of illness was reported to doctors and one third went unreported
(Popov 1976, Chapter V; Davis 1988b). In rural areas the ratios were reversed.
The share of illness reported varied considerably by disease category. For example,
inhabitants in one rural district failed to report only 12% of skin diseases, while
88% of nervous illnesses went unreported. These studies confirmed the existence
of a “morbidity iceberg” and differences in the extent to which it existed in a
system in which there was, in principle, no price barrier to the use of needed
medical services.

The inequalities in the quality and utilization of health care reflected differentials
in levels of public funding. With respect to the sub-systems of health care,
health expenditure was above the average for the whole population in the elite,
departmental, industrial enterprise and large city sub-systems, whereas it was
below average in the medium city and rural 7zyon sub-systems (Davis 1988b).

Improve the quality of health services and the efficiency of their delivery. There
was much inefficiency in the Soviet health system that reflected shortcomings
in planning and budgeting; lack of incentives to economize or to promote
better quality of care; existence of incentives to expand capacity irrationally
(the “quantity drive”); absence of competition between producers of health
care; and disruptions caused by the malfunctioning shortage economy. By the
1980s, the average Soviet citizen visited a doctor as an outpatient 10 times
per year; there were 20 hospitalizations per 100 population, and the average
length of stay in hospital was a high 19 days. This was achieved by increasing
quantities of facilities, personnel and services provided in accordance with
the extensive growth strategy and the budgetary incentives supporting this.
The number of doctors per 1000 population rose from 1.5 in 1950 to 4.2 in
1991 (versus 1.6 doctors in the United Kingdom) and the number of hospital
beds per 1000 population increased from 5.6 to 13.1 (versus 5.4 beds in the
United Kingdom) (Davis 2001a).

While “progress” was achieved in terms of expanding physical capacity and
quantity of services provided, less was achieved in improving the quality and
effectiveness of diagnostic and curative medical services, which remained low
relative to standards in western European countries. For example, the risk of
infections in Soviet health facilities was higher than that in the western Europe
(due to the absence of disposable medical technology) and most 5-year survival
rates of patients receiving health treatment for degenerative illnesses were lower
(Feshbach 1983, 1993; Davis 2001a).
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Improve transparency and accountability. One of the key principles of the
Soviet political system was that decisions should be made by the Communist
Party leadership and that it should be accountable to Party bodies, not to the
population. In the health sphere this was reflected in the lack of accountability
of health establishments to non-state groups. Managers were accountable for
overseeing the line-item budgets of the facilities within the administrative level
directly under their control. Lines of accountability for the performance of the
entire system, the interactions between sub-systems and — more generally —
accountability for population health were not clear. Considerable efforts were
made to ensure that decision-making was opaque and the state censorship
system prevented the publication of key information about the functioning
of the health system. In the perestroika period the government policy of
glasnost’ (“openness”) resulted in modest improvements in transparency in the
health sphere. Despite this attempt, however, the very structure of the system
compromised these efforts (Field 1967; Hough and Fainsod 1979; Knaus 1981;
Davis 1988b; Ellman 1995).

Improve efficiency in the administration of the health financing system.
Since health budgets were reflections of the health plan of each government
level, and financial flows were mechanically determined by the quantity-
oriented planning system, the issue of efficiency in the administration of the
health financing system was not considered to be important. In retrospect,
however, it is evident that there was substantial duplication in administrative
responsibilities associated with the system of overlapping population financial
and service delivery responsibilities in urban areas (for example, between city
and oblast health departments). Due to the nature of the politico-economic
system within which the health sector operated, these administrative features
were not recognized as problematic.

ii. Performance of the CMEA and Yugoslav health financing systems
relative to objectives

Equitable funding of universal protection against financial risk. In the
early phase of socialist development in CE countries, there were significant
inequities in the funding of health care. Governments accorded highest priority
to the health care of state workers and urban residents, and as a result heavy
self-financing burdens were imposed on the self-employed and rural residents.
Over time, however, the comprehensiveness of health coverage increased,
which resulted in substantial reductions in inequities in health financing. As in
the USSR, all CE countries achieved the goal of providing universal protection
of citizens against the risk of financial hardship due to illness by supplying most
health care and inpatient medicines free of direct charge, subsidizing medicines
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prescribed for outpatients and providing adequate sickness pay and disability
pensions. In all countries, however, patients and their families routinely made
unofficial payments in cash and in kind to health staff in state facilities, which
may have reduced equity in financing to some extent (Kaser 1976; Miskiewicz

1986; Sampson 1987; Healy and McKee 1997; Kunitz 2004; Lewis 2006).

Reduce inequalities in the use and provision of health services. At the start
of the period of Communist rule, there were wide inequalities in the quantities
and quality of health care provided by the underdeveloped health systems in
Albania, Bulgaria, Poland, Romania and Yugoslavia. Differences between the
health care provided to urban and rural residents were especially pronounced.
The more advanced health systems of Czechoslovakia, the GDR and Hungary
had less inequality, but had been heavily damaged during the war. As the
socialist governments extended state-funded health coverage to all population
groups, inequalities between republics, regions and districts were reduced. For
example, in Yugoslavia the index of provision (100 for the country as a whole)
of doctors in the less-developed regions (Bosnia and Herzegovina, Kosovo,
Macedonia, and Montenegro) rose from 45 in 1952 to 75 in 1984, whereas the
index for the more developed regions (Croatia, Serbia, Slovenia and Vojvodina)
dropped from 125 to 115 (Parmalee 1989, pp. 178-183).

As in the USSR, however, significant inequalities between richer and poorer
regions of countries continued to exist. Most central governments redistributed
health funding to deprived regions to close these gaps. In the more economically
advanced states, such as Czechoslovakia and Hungary, these efforts were
reasonably successful (Kaser 1976; Burenkov, Golovteev and Korchagin
1979). In Yugoslavia, however, there was no significant redistribution between
the commune-level health insurance funds, and in this context it proved
difficult to reduce significantly (let alone eliminate) regional inequalities.
In 1984, for example, health insurance expenditure per capita varied from a
low of 4995 dinars in Kosovo to a high of 13 875 dinars in Croatia, and the
number of doctors per 1000 population varied from 0.9 in Kosovo to 2.5 in
Serbia (Parmelee 1989). Urban—rural differences in the provision of health care
— especially if quality is taken into account — were substantial in most countries,
due to factors such as the higher priorities of cities in the planned economies
and the reluctance of doctors to live in the countryside. It is likely that these
differences remained significant throughout the command period (Kaser 1976;
Davis 1988b; Parmalee 1989).

Other inequalities were associated with the sub-systems of health care. As a
rule, the sophistication of health care in elite health facilities increased to close
to West European standards over time, whereas the quality in public territorial
health facilities was well below the average for the West. Thus the gaps between
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elite and public care in CE countries may well have widened in the 1980s.
The closed departmental and industrial enterprise health systems also had
higher standards of care than those prevailing in the open territorial health
sub-systems.

Improve the quality of health services and the efficiency of their delivery.
The quality of health care in CE countries was adversely affected by the low
wages and poor incentives of health personnel, chronic shortages of many key
inputs, inadequate investment in buildings and slow technological progress
in the biomedical sphere. As a result, the quality of care was lower than that
found in western Europe. However, there were significant variations in the
quality of health care between CE countries, regions, sub-systems and health
branches. As a general rule, the quality of care was highest in the GDR and
Czechoslovakia and lowest in Albania, Bulgaria and Romania. As was the case
in the USSR, countries offered better health care in their more economically
advanced regions than in the poorer ones. As economic difficulties mounted in
the 1980s, shortages intensified, health performance declined and the quality
of health care deteriorated.

The efficiency problems identified for the USSR, as well as their causes, were also
characteristic of the health systems in CE countries. These countries relied on
an extensive development strategy that generated growing numbers of doctors,
hospital beds and other basic inputs. In Bulgaria, for example, the number of
hospital beds per 1000 population increased from 7.7 in 1970 to 9.7 in 1989.
The number of visits to doctors per patient was high by international standards:
in 1980 it was 10.2 in Czechoslovakia, 6.9 in Romania, 5.9 in the GDR, 5.7
in Poland, 5.4 in Hungary, and 5.0 in Bulgaria. The average lengths of stay of
admitted patients in CE countries were high (by 2007 standards), ranging from
11.8 days in Romania to 15.0 days in Hungary, but were not that different from
those in western Europe at that time (in 1989 they were 12.5 days in France
and 14.8 days in the United Kingdom) (Kaser 1976; Burenkov, Golovteev and
Korchagin 1979; Davis 2001a, Appendix A). In outpatient care there was a
high ratio of doctors to mid-level health personnel, which led to substitution of
the former for the latter. Doctors did not act effectively as gatekeepers, so there
were excessive referrals to more expensive outpatient specialists and to hospitals
(Saric and Rodwin 1993). The provision of health services to the populations
increased in most countries, without interruption, until the mid-1980s. Due to
the nature of the shortage economy, however, this expansion was a reflection of
the “quantity drive”.

Improve transparency and accountability. In the more orthodox communist
CE countries (Albania, Bulgaria, Czechoslovakia, GDR and Romania) attitudes
of the State toward transparency and accountability were as negative as those
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of the Soviet Government. Greater openness in the management of the health
system existed in Hungary and Poland, although the constraints imposed
by their communist political systems meant that information provision
about conditions and decision-making in the health sphere was only slightly
better than that in the pre-perestroika USSR. In contrast, Yugoslavia had an
official commitment to local accountability. As mentioned above, medical
establishments were run by Workers’ Councils, and commune health insurance
organizations involved both providers and users in their decision-making.
However, there was significant indirect bureaucratic control, and limits were
imposed on discussions of issues that raised fundamental questions about
the extent of transparency and accountability present, even in the most open
socialist country (Parmalee 1989; Saric and Rodwin 1993). In all the countries,
the means by which accountability was exercised (that is, controlling inputs
rather than producing or improving outputs) was similar to that employed in
the USSR, and structural fragmentation was also an obstacle to clear lines of
accountability (Hough and Fainsod 1979; Kornai 1992; Schépflin 1993).

Improve efficiency in the administration of the health financing system.
In the majority of CE countries, central planning determined developments
in health systems, and health budgets played subordinate roles. As in the
USSR, this context meant that the efficiency with which the system was
administered was not a major concern (that is, structural inefliciency existed
but its consequences were not recognized). The nature of fragmentation in the
Yugoslav system — with so many small (commune-level) insurance organizations
— was a major source of inefliciency, and almost certainly contributed to the
persistent financial problems of the system, despite its comparatively high
level of public funding. In Hungary, the NEM reforms reduced the role of
central planning and attempted to make health budgets more influential.
But this reform was not particularly successful, due to systemic impediments
and growing economic difficulties.

E. Organizational and performance legacies and the
context of transition

The characteristics and performance of the health financing systems in the
USSR and CE countries at the start of the transition period were legacies of the
Command Era. They were conditioned by the politico-economic system (see
Section B) and comprised priorities of the communist elite, state ownership,
centralized control, compulsory planning, non-price rationing, passive money
and inactive budgets. Revolutionary changes occurred in the CE/EECCA
countries in the early 1990s in political, social and economic spheres. This



Understanding the legacy 49

altered the general environments of their health sectors (leading, for example,
to new political priorities, new fiscal reality and introduction of a market-
oriented economic system), worsened health conditions, changed governmental
objectives for health and health financing, and stimulated the introduction of
numerous health reforms.” The key organizational and performance legacies
of the past — as well as the critical contextual factors that changed at the time
of transition — constitute the “starting point” for understanding the reform
experience that is analysed in the rest of this book.

i. Organizational legacies: health financing systems at the dawn of transition

The structure of health financing systems can be characterized in terms of the
organization of functional responsibilities (such as collection) and key policy
dimensions (such as benefit entitlements). In addition to characterizing the
specific functions and policies individually, understanding these systems also
requires an overall “cross-functional” assessment. From this perspective, two
broad types of health financing system organization can be identified: (1) that
of the USSR, most CMEA and Albania; and (2) that of Yugoslavia (and the
GDR, to a certain extent). In all of the countries, systems can be characterized as
having a decentralized structure and the appearance of decentralized decision-
making (in regions, cities, enterprises), although in reality local managers
had severely limited room for manoeuvre. They were centrally planned and
controlled but structurally fragmented.

The Soviet system integrated service delivery and financing through a
hierarchical budgeting process. More specifically, the functions of pooling and
purchasing were integrated with service delivery. This meant that, in effect, there
were “health systems” organized at each administrative level of government, as
well as within the sub-systems (elite, departmental, enterprise, for example).
Revenue collection was separately administered, but the centrally planned
allocation procedures effectively collapsed separate resource allocation decisions
into one (that is, from collection to pools, from purchasers to providers, and
within providers to inputs). The consequence of this was a system marked by
substantial duplication of responsibility for administering financial resources
and providing services to the population. The experience of this was greatest in
urban areas in which, for example, city and oblast health facilities existed and
were available to the local population. The organization of the system by level
of government administration did not enable population-based planning to

ocCcur.

25 For information on developments in health conditions and health systems during the early transition period, see
UNICEF 1994; Heleniak 1995; Chelleraj et al. 1996; Goldstein et al. 1996; Cornia and Paniccia 2000; Ellman 2000;
Davis 2001b; WHO Regional Office for Europe 2008.
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While parts of the Yugoslav system were similar to that of the USSR (particularly
the relatively small part of the system funded from general government
revenues), the main part of the system was organized quite differently.
In particular, the functions of revenue collection, pooling and purchasing were
integrated and organized at the level of each commune. As a result, the relative
amount of funding available to purchase services was a direct reflection of the
relative economic well-being of the commune. Service delivery units were
administratively separate from the financing system, although — as noted above
— there were substantial bureaucratic, political and regulatory limits placed on
the extent to which the insurance funds could purchase services in a strategic
manner.

Revenue collection and sources of funds. In most countries (except Yugoslavia
and the GDR), general public revenues were the predominant source of funds.
The underlying philosophy of health as a low-priority sector was reflected
in the low shares of total public spending and GDP allocated to the sector.
In Yugoslavia, the predominance of earmarked wage-based and employer
contributions collected by the commune-based health insurance associations
meant that funding levels there — along with the proportion of health-related
spending as a share of total public spending — were the result of the contribution
formulas used. As a result of this very different mix of funding sources, the
level of public funding for the Yugoslav health sector was not a “victim” of the
explicitly low-priority status given to health in the Soviet economic system,
although constraints on it tightened in the 1980s due to the intensifying
economic crisis in that country. In all the countries, some official private OOPS
existed for official co-payments, but it is likely that most private spending took
the form of informal payments.

Pooling. A critical structural legacy was the fragmentation of pooling and,
because the pooling and purchasing functions were integrated within the same
agency, the same applies to the structure of purchasing. In most countries
(again, except for Yugoslavia and the GDR), pooling was fragmented in two
ways. The principal form was the organization of pools by level of government
administration. Each level managed a pool of funds for its “own” facilities, and
also allocated downwards to the next level of administration in a hierarchical
manner. Because the lower levels exist within the next higher level (for example,
cities are geographically within regions), the pools overlapped, resulting in
duplication of responsibilities for the population served by the systems existing
within the same territory (in practice, this was observed to a greater extent in
urban than in rural areas). A second form of fragmentation was the existence
of separate pools for the closed health sub-systems: the elite, departmental and
large enterprise systems, typically organized at national or republican levels.
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In Yugoslavia, pooling was also highly fragmented, but in a different way.
Health insurance was organized in very small pools at commune level, with
limited mechanisms for redistribution across them, although some general
budget funds were used to supplement the budgets of insurance funds located in
poorer regions. In addition, large enterprises could establish their own separate
pools. Other general revenues used in the system (relatively small compared
with the insurance contributions) were distributed to pools organized for the

elite and departmental sub-systems, set up in a manner similar to that which
existed in the USSR.

Purchasing and purchaser—provider relations. The organization of purchasing
was fragmented in the same manner as that of pooling. Throughout the region,
purchasing was a passive operation determined in a rigid manner by centrally
planned norms oriented towards the increase in capacity and the quantity of
services provided. Although there were “purchasers” operating at many levels
(for example, oblast, city, rayon), they followed a uniform set of rules. Even
in Yugoslavia where there was — in structural terms — a purchaser—provider
split, the process of purchasing was largely incremental, and the government
determined employment and salary levels. Throughout the region, managers
of health facilities had very limited control over internal resource allocation
decisions, budgets were inflexible with respect to the movement of funds from
one expenditure item to another, and there were no real incentives to innovate
or promote efficiency. Communist party and state directives and rules severely
constrained the ability of managers to charge for health services, to restructure
production processes to improve efficiency (for example by shedding labour)
and to acquire the inputs they considered to be most suitable.

Benefit entitlements. Benefits were broad and generous, with very limited
formal co-payments. Informal payments were probably widespread, however,
as legal entitlements in most countries were not linked to the level of resources
allocated. Another reality of the benefits package was that the actual availability
of services (quantity and quality) differed considerably across population
groups, determined by politico-economic characteristics (party elite, industrial
workers, peasants) and by territorial factors (urban—rural, regions).

ii. Performance legacies: achievements and challenges at the end of the
Command Era

Equitable funding of universal protection against financial risk. This was
perhaps the greatest achievement of the Communist health financing systems.
In general, each of the countries provided universal financial protection for
their populations (that is, it is very unlikely that many people were pushed into
poverty out of the need to make health care payments). Despite the presence
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of informal payments and limited formal co-payments, public funding
predominated, suggesting a relatively equitable distribution of the burden of
funding the system.

Equity in the use of services related to equity in the distribution of health
spending. Despite universal coverage, substantial inequities remained in health
spending and in the services that were available to the population. In the USSR
and most of the CMEA 6 countries, there were two main sources of inequity
in health spending (and consequently in the quantity or quality of service
availability). One was the existence of closed sub-systems (elite, departmental,
enterprise, for example) that were funded to differing extents. The other — more
important as a legacy — was an urban—rural differential. This latter inequity
arose from the hierarchical organization of the financing and delivery system
by level of government, reinforced by budgetary incentives, which led to the
concentration of resources and facilities in urban areas. There was a gradient of
quality/quantity, from top to bottom as follows: capital city of country, capital
of territory or republic (relevant in the USSR and Czechoslovakia), capital of
oblast/region, small city and rural rayon/district.

In Yugoslavia, inequity in per capita health spending and the availability/quality
of services arose directly from the means of funding the system (contributions
to compulsory health insurance), the fragmentation of pooling by commune
level with no means of redistribution across pools, and insufficient equalization
provided from general budget revenues. As a result, the level of per capita health
spending (and hence service availability) was a direct reflection of the economic
status of the commune.

Efficiency and quality in service delivery. The structure of the health financing
and delivery system resulted in duplication of service delivery coverage for the
population, while the incentives of the financing system rewarded quantity,
not quality. These factors — combined with the way that health workers were
trained, the lack of any tradition of evidence-based medicine and the philosophy
of the system (emphasis on specialization, low status of primary care) — led to
perhaps the most obvious legacy of the Command Era health systems: very
high levels of physical infrastructure and human resources, excessive service
utilization and unwarranted rates of referral to specialists relative to systems
elsewhere in the world. In addition, managers of health facilities were unable to
respond to changing circumstances or errors in planning because their job was
simply to administer strict line-item budgets. Finally, the low level of health
spending, particularly in the context of economic stagnation in the latter part
of the era, resulted in quality problems due to lack of inputs and failure to
invest adequately to maintain the capital stock.
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Transparency and accountability. This was not a high priority for health
systems prior to transition. As a legacy, this was more than just a matter of
political philosophy: two systemic factors contributed to accountability
problems. One was simply that accountability was input oriented, not
oriented towards objectives or results. This encouraged a narrow focus
on budget execution, rather than the achievement of policy objectives.
The second factor was the extreme fragmentation of the system. Management
was oriented towards facilities or programmes under the direct subordination
of a level of government administration (or department), but the structure of
the system did not enable clear responsibilities to be identified for the entire
health system or the population (either nationally or in territorially distinct
areas). The system encouraged a very narrow view, with ministries of health (at
national and subnational levels) seeing their job as managing MoH facilities
rather than guiding the entire health system towards the achievement of its
objectives. Transparency problems were also present in the form of widespread
informal payments, suggesting the existence of a gap between what systems
were promising and what was actually available to the population. However,
the nature of informal payments makes it difficult to ascertain with great
confidence whether they were perceived as a serious problem, a nuisance or
rather just accepted cultural/historical practices.

Administrative efficiency. As with equity in health spending and efficiency
in service delivery, the fragmented structure of the Command Era health
financing systems was problematic in terms of administrative efficiency. In the
USSR and CMEA countries, the overlapping population coverage in urban
areas was reflected in duplication of administrative responsibility. Hence, in
the same territory, different levels of public administration were responsible
for the pooling and purchasing (and provision) functions (for example, city
health department, oblast health department). In Yugoslavia, administrative
inefliciency was mainly the product of a large number of very small insurance
funds, each responsible for collecting contributions, pooling them and paying
providers. Even though Yugoslavia tended to have higher levels of public
spending on health (relative to GDP) than elsewhere in the region, it is very
likely that an unduly large share of this spending was allocated to administrative
costs, namely staffing of the insurance funds.

iii. Changes in the political, social and economic environments of health
sectors in CE/EECCA countries during the early transition period

Political and social changes. In the transition period all the CE and former
USSR countries attempted to shift from communist dictatorships to more
democratic governments, but progress varied. In many countries the authority
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of central government weakened, which led to problems of “state desertion”
and deterioration in civic order (Ellman 1995; Field, Kotz and Bukhman
2000). Leadership in general, and in the health sector in particular, was often
unstable. For example, in the Russian Federation there were five Ministers of
Health in the 1990s. The majority of these governments attempted to introduce
— on a simultaneous basis — democratizing and marketizing reforms in all
institutions, thereby diffusing scarce administrative and material resources. In
the larger countries, the central governments could not impose their policies on
political elites in influential regions, which enabled the latter to adopt policies
at variance with national ones (Field, Kotz and Bukhman 2000; Shishkin
2000). Governmental reforms were often impeded by the growing assertiveness
of stakeholders, who had been restrained by communist controls in the past,
and by the emergence of new interest groups that pursued their own agendas.
The inter-state and civil wars in the former USSR and Yugoslavia damaged
health sector assets and resulted in illness, death and the emergence of refugees.

In the social sphere, the strains of the transition process undermined many of
the collectives (family, friends, work colleagues) that had been important in
people’s lives. To the extent that it had existed, popular belief in the effectiveness
and fairness of the state was eroded and citizens became more oriented towards
the pursuit of individual interests. The opening up of these societies increased
awareness of conditions in the West and raised expectations regarding future
living standards.

Economic and fiscal changes. Economic transition involved the adoption
of wide-ranging, radical reforms that transformed economic systems and
their relations with the global economy: liberalization of domestic prices and
trade, macroeconomic stabilization, marketization, privatization, industrial
restructuring, foreign trade liberalization and establishment of convertible
currencies (Gros and Steinherr 1995; World Bank 1996). The success of
economic reforms in individual countries was influenced by factors such as the
design of policies, credibility and effectiveness of governments (for example,
ability to collect taxes), popular support and external factors (such as the EU

accession process).*®

During early transition the majority of countries experienced substantial
declines in aggregate output (GDP), bouts of high inflation and growing
unemployment and job insecurity. There were cuts in real wages, widening
income inequality and increased poverty. Only slow progress was achieved
in developing market institutions (such as wholesale trade) to replace those
of the old planning—rationing system (such as central rationing of supplies).
The disruption of supply linkages generated shortages and “disorganization”

26 For more on this, see the annual European Bank for Reconstruction Transition Report Series (EBRD 1994-2007).
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in industry that contributed to drops in production (Blanchard and Kremer
1997). As a result of these developments, health systems functioned in hybrid
economies with unclear property rights, imperfect markets, distorted price
signals, arbitrary interventions by the state and fiscal crises.

Perhaps the most critical change was not the result of deliberate policy, however;
adecline in public revenues took place that was truly extreme in some countries
(for example the Caucasus, the Republic of Moldova, and parts of central Asia).
In 1989 in the USSR, general government revenues were approximately 41%
of GDP, according to the International Monetary Fund (IMF) (Cheasty 1996).
By 1995 this had fallen to an unweighted average of 25% for the 15 countries of
the former USSR. However, this average masks a range that spanned from 5%
in Georgia to 44% in Belarus. The reasons for this varied, but included faster
declines in economic sub-sectors that had formerly produced the most public
revenue (such as state enterprises) than in the general GDP; a new complexity in
the tax structure; challenges to the legitimacy of governments; and, importantly
for the former USSR states at least, a loss of intergovernmental transfers from
Moscow after 1991 (Cheasty 1996).” Of course, these percentages relate to a
GDP that had also dropped precipitously. Georgia’s 1995 GDP is estimated to
have been only approximately 28% of its 1990 levels, while that of Belarus was
estimated at approximately 65%. Stabilization efforts resulted in the freezing of
budgets in current terms in the face of rapidly rising prices, which meant cuts
in real expenditures. In a number of countries (notably Georgia and Armenia)
the public sector of the economy contracted in a drastic manner. Subsidies
from the state budget for agriculture, energy, transportation and consumption
were slashed, and there were also obvious implications in terms of the ability of
governments to spend on health. In Kyrgyzstan, for example, public spending
on health fell from 3.3% of GDP in 1991 to 1.9% in 1992, largely because
total government spending fell from 28% to 17.4% of GDP following the
withdrawal of budget transfers from Moscow in January 1992 (World Bank
1993).

Transition and the reorganization of health sectors. Many CE/EECCA
health sectors were forced into major organizational transformations.
The number of health sectors in this region (excluding the GDR) rose from 8
in 1990 to 27 in 1995. The Czechoslovakian health sector was partitioned into
new ones within the independent Czech Republic and Slovak Republic. More
disruptive divisions in the former Yugoslavia produced independent health
sectors in Bosnia and Herzegovina, Croatia, Macedonia, Serbia-Montenegro,*

and Slovenia, while the dissolution of the USSR spawned 15 more. By 1995,

27 For example, Cheasty (1996) reports that for the central Asian countries, such transfers had amounted to 20% or more
of GDP by the late 1980s.

28 The number grew in 2006 when Serbia and Montenegro became two separate countries.
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only five of these health sectors had the same geographic boundaries as they
had in 1990 (Albania, Bulgaria, Hungary, Poland and Romania). In the case of
the EECCA countries, the Russian Federation inherited the most complete set
of health institutions, even if they were seriously flawed (Davis 1993b). Many
of the new ministries of health (for example, that of the Uzbek Soviet Socialist
Republic) had limited capacities for policy-making and active management
because during the Command Era the powers of their predecessor organizations
had been limited to administration of centrally determined plans.

iv. Implications of the new context for the inherited health financing
systems

In order to ameliorate the serious problems in health systems and in health
financing inherited from the past and engendered by the transition process,
governments in CE/EECCA countries introduced numerous reforms in the
early 1990s.” It would have been difficult to implement successfully the wide-
ranging (and often radical) reforms of this early period even in the best of
circumstances. However, conditions were far from ideal. In addition to the
obstacles posed by unstable environments and severe resource constraints
mentioned above, three other challenges existed. The first was to coordinate
economic and health reform policies. This was difficult to accomplish because
virtually none of the top economic decision-makers had any professional
knowledge of health economics, and few leaders in the health system — who
usually were doctors — had much knowledge of the functioning of market
economies. The second challenge was to ensure that the decision-makers in
the different institutions within the health sector (such as health facilities,
insurance agencies, pharmacies, pharmaceutical factories) coordinated intra-
sectoral reforms to ensure consistency and feasibility. The third challenge was
to coordinate national health reform policies with the activities of the myriad
foreign governmental, multinational and nongovernmental agencies that
became involved in health projects in CE/EECCA countries.

The fiscal and economic changes wrought by transition had important
implications for the health financing systems of the region. In large part, the
implications for the attainment of policy objectives were negative, at least in the
short run, but the extent of the problem was closely linked to the extent of fiscal
shock that was experienced and the length of time it took for economic recovery
to proceed. For the objectives of equity in finance and financial protection, the
relative success attained prior to 1990 was challenged by the overall decline in
public revenues that reduced the capacity of post-transition governments to

29 Detailed descriptions and evaluations of them are provided in previous publications (see Davis 1993a, 1993b, 1998,
2001a, 2001b; Preker and Feachem 1995; Chernikovsky, Barnum and Potapchik 1996; Klugman and Schieber 1996;
Sheiman 1998; Shishkin 2000; Kornai and Eggleston 2001; Kutzin et. al. 2002) and the other chapters of this volume.
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spend on all sectors, including health. At the same time, the wider context of
economic disruption challenged the ability of many families to earn sufficient
income to meet their basic needs. The capacity of governments to spend on
health diminished (to varying degrees across the countries concerned; see Fig.
2.1), leading to the growth of both legal and informal charges for health care
services and a reduction in subsidies for prescription medicines, at the same
time that the economic vulnerability of individuals and families had increased.
The combination of these circumstances caused deterioration in protection
for the population against the financial risk of health care costs. Although
problems already existed in terms of inequities in health spending and access to
services, these problems were made much more severe with the decline in public
spending and increase in poverty that was experienced in the early transition
period (UNICEF 1994; Ellman 2000). The severity of the problems associated
with high levels of OOPS was greatest in the most economically deprived
regions (the Caucasus, central Asia and the southern Balkans) and least in those
countries where economic recovery proceeded most rapidly (Slovenia, Czech
Republic) or where the economic transition had not taken place (Belarus).
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Fig. 2.1 Index value of real public spending on health in 1994 relative to estimated 1990
levels

Sources: The primary sources for this table were WHO Regional Office for Europe 2008, the United Nations Children’s
Fund (UNICEF) TransMONEE database (UNICEF 2008), and various World Bank documents. In addition, some values
were estimated by the author from available indices relating to gross domestic product (GDP) and the health shares of
GDP. Unweighted averages are reported for central and eastern Europe (CEE), the Commonwealth of Independent States
(CIS), and the Baltic countries. Statistics for Bosnia and Herzegovina and Serbia—Montenegro (now the independent states
of Serbia and Montenegro) were not sufficient to construct reliable estimates.
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While both the organization of and incentives relating to financing and
delivery systems were major contributors to the inefficiencies of pre-transition
health systems, the consequences of these inefhiciencies were not felt acutely
prior to transition. This was because important input prices were very low (for
example, for staff, medicines and energy) and public revenues were sufficiently
high to provide for these. The transition not only brought about a fiscal
shock (Cheasty 1996) that greatly constrained the ability of governments to
spend on health, but it also led to increases in key input prices. As CMEA
trade relationships broke down, for example, prices of imports of necessary
medicines rose. In many countries, implicit subsidies for energy costs provided
to budgetary units (like public hospitals) could no longer be sustained.
Put simply, governments, health systems and the populations they served
had less money and faced higher prices. In this new context, the extensive
infrastructure, high levels of utilization and excessive referrals to specialists that
were inherited from the previous era began to be recognized as problematic.
The problems were not only related to an inefficient distribution of inputs per
se. Because such inefficiencies required a greater share of public spending to be
devoted to fixed inputs such as utility costs, it meant that there was less public
money to spend on patient treatment items that had also become more expensive
(medicines, for example). At least in the most affected countries (those of the
Caucasus and some in central Asia), this signified a greater need for patients
to fund and provide these inputs directly. Hence, the systemic inefficiencies
also created problems of financial inequity because they were translated into a
greater dependence of systems on OOPS.

The difficult political, social and economic circumstances created by the initial
phase of transition intensified or made more explicit many of the inherited
deficiencies in health financing systems (such as weak incentives, high fixed
costs) and spawned new ones (such as growing inequities in health funding
and health care associated with a growing dependence of systems on OOPS).
It therefore became imperative for the transition states to introduce and
implement more radical health financing reforms to address the underlying
structural and incentive problems inherited from the previous era. The
following chapters of this volume examine the goals, features and timing of
health financing reforms since the mid-1990s and evaluate their success in
overcoming obstacles and solving the inherited and new problems.
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Chapter 3

Fiscal context and
health expenditure
patterns

Joseph Kutzin, Melitta Jakab

A. Introduction

As described in Chapter 1, fiscal capacity is a key contextual factor for enabling/
limiting the extent to which countries can achieve health financing policy
objectives. In the early transition period, the CE/EECCA countries experienced
an unprecedented decline in economic production that greatly reduced fiscal
space. Not surprisingly, this led to a reduction in public spending, including
within the health sector (see Chapter 2). However, some countries with
similar patterns of fiscal contraction experienced a much greater decline in
health expenditures than others. Cross-country differences in public resource
allocation priorities accorded to the health sector have played a major role
in either moderating or worsening the impact of macroeconomic decline on
government health spending. Different patterns of decline and recovery in GDP
and fiscal capacity — along with differences in prioritization patterns — resulted
in a wide range of government health spending levels across the countries, both
in absolute terms and as a share of GDP. As we show in this chapter, the level
of public spending on health is the main driver of health system dependence
on private OOPS. The extent of such dependence has important implications
for policy objectives, particularly financial protection, equity in finance and
equity in utilization. Hence, it is essential to disentangle key contextual factors
(income and fiscal capacity) and resource allocation priorities from differences
in policy reforms across countries, in order to obtain a better understanding of
the difference between attainment and performance (WHO 2000) with regard
to health financing policy objectives.
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In this chapter we take a closer look at health expenditure patterns in the CE/
EECCA countries during the transition period, exploring the influence of
both the fiscal context and public sector resource allocation priorities. The aim
is to continue to set the scene for the rest of the book, moving on from the
groundwork laid in Chapter 2 and providing background understanding of
health expenditure trends and their determinants as a backdrop to the coming
policy chapters. The chapter in its nature is descriptive and exploits some simple
cross-tabulations between health expenditure and its determinants. After a
description of the data sources in Section B, we present recent trends in public
and private health expenditures in Section C. This is followed by exploring some
of the explanatory factors behind these expenditure trends: the fiscal context in
Section D and the priorities in Section E. Section F integrates these pieces to
depict the relationship between government and out-of-pocket health spending,
including some country examples that illustrate the interactions between the
factors that drive expenditure patterns. Section G concludes the chapter.

B. Data sources

The source of data for this chapter is the WHO National Health Accounts
(NHA) Series (WHO 20092)* for the period 1997-2006 (at the time this
chapter was written, 2006 was the most recent year for which validated data
were available for each country). This database is updated annually through a
collaborative process managed by WHO but involving substantial input and
feedback from the countries, other international agencies (such as OECD,
Eurostat and the World Bank) and various experts. Data on the main aggregates
such as GDP and total public spending are derived from the IME OECD,*
and the United Nations national accounts statistics. These are supplemented
with (in some cases supplanted by) national data, World Bank reports and
other studies. Because governments organize their services in different ways,
international comparability remains a challenge. Using the classifications and
boundaries of the NHA (WHO, World Bank and USAID 2003) and System
of Health Accounts (OECD 2000) as a guide, additional national data are used
to create data series that are internationally comparable to the greatest extent

possible (WHO 2009b).

Although the WHO NHA Series is the best available source of internationally
comparable data on health expenditures for all countries across the world, the
data have important shortcomings. The most significant problem in terms of data
quality concerns estimates of private OOPS. Some countries conduct systematic

30 The database can be downloaded from http://www.who.int/nha/country/en/index.html.

31 The WHO database uses OECD Health Data (OECD 2009) as the source for information on OECD countries. Four
of the CE/EECCA countries are classified within the OECD: Czech Republic, Hungary, Poland and Slovakia.
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household surveys with well-sequenced, detailed questions on utilization and
health expenditure patterns (for example, Kyrgyzstan, Tajikistan, Georgia and
the Republic of Moldova). Other countries (such as Kazakhstan, Uzbekistan and
Ukraine) do not carry out similar exercises and it is quite likely that their out-
of-pocket expenditures are underestimated.* Thus, the figures in the database
for those countries without regular and detailed health expenditure surveys are
likely to be underestimates (although the magnitude of the underestimation
is unknown) and, hence, the relative difference in the reported proportion of
OOPS as a share of total health expenditure between countries using more- and
less-detailed survey methodologies is likely to overstate reality to some degree.
A third group of countries exists in this context, consisting of those for which
OOPS estimates are based on detailed health expenditure surveys, but where
these are not implemented systematically and use different data sources and
survey approaches for their estimates, based on what is available (for example,
the Russian Federation and Hungary). Therefore, our analysis aims to portray
overall patterns and trends that are less likely to be affected by data problems,
rather than taking too much stock in detailed comparisons.*

C. Health expenditure patterns

There is great variation in the region in terms of total health spending and
the public—private share of total health spending (Fig. 3.1). Tajikistan spent
$ 81 (international dollars, at purchasing power parity (PPP)) in 2006 on health
care, while Slovenia spent more than 25 times as much ($2063). Approximately
a third of the countries spent less than $500; another third spent between
$500 and $1000; and the remaining (less than a) third spent greater than
$1000. Similarly, the public—private share of health spending also varies greatly
across the region, with private spending accounting for approximately 78%
of total health spending in Georgia and Tajikistan and approximately 12%
in the Czech Republic. This great variation in health spending translates into
great variation in the coverage of population benefits and, as a result, into
great variation in the attainment of health system objectives. The divergence in
opportunities is so significant that the term “transitional countries” loses much
of its descriptive relevance because the economic context of the countries has
diverged so much that what is possible for the richer countries to attain is not
realistic for the poorer countries.

32 Lu and colleagues (2009) analysed the effects of question disaggregation and recall period on the level of health
expenditure reported by survey respondents. They found that, in most countries, asking more detailed questions led to
higher reported total health spending, and also that shorter recall periods also led to higher estimates.

33 In the case of Turkmenistan, the data on GDP, total government spending and health spending (public and private) are
considered to be sufficiently unreliable as to exclude them from use in this chapter. For example, the reported proportion
of health spending as a share of total government spending has remained at exactly 14.9% for every year from 1998 to
2006. Other particular known shortcomings in the data will be noted throughout the chapter, as relevant.
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Fig. 3.1 Total per capita health spending, 2006, international dollars

Source: WHO 2009a.

The internationally observed relationship between per capita income,
government health spending and private OOPS also holds true for the CE/
EECCA countries (Fig. 3.2). International comparisons have long shown that
poorer countries tend to rely more on private sources and richer countries on
public sources (see, for example, Schieber and Maeda 1997). Tajikistan, Georgia
and Azerbaijan had the highest proportions of OOPS as a share of total health
expenditures at 75%, 72% and 63%, respectively. This is not surprising, since
these three countries are among the lowest income countries in the region, and
their governments’ levels of spending on health care are also among the lowest.
More surprising is that, at the same income level as Tajikistan and Georgia, the
citizens of Kyrgyzstan and the Republic of Moldova are spending significantly
less (54% and 52% of total health expenditures, respectively), and there is a
very high level of OOPS in Azerbaijan compared with other countries with per
capita GDP of approximately $ 5000 or less. In fact, at any income level there is
quite a large variation in the public—private share of health spending, suggesting
that other explanatory factors are also at play. Here, we focus on the level of
government spending on health, as earlier analyses (Gottret and Schieber 2006;
Kutzin 2008) have shown this to also be an important determinant of OOPS,
separate from — but related to — per capita GDP.
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As shown in Fig. 3.3, government health spending as a share of GDP has
varied greatly across the region during the transition period. In 2006
Croatia was the highest spender, with 7% of GDP dedicated to the health
sector, while Azerbaijan and Tajikistan were the lowest spenders, with 1.1%.%
The high spenders are in the range of government health spending of that of the
OECD countries (approximately 6.5% of GDP; see OECD 2009), while the
low spenders are on par with low-income developing countries (approximately

1.6%; see WHO 2009a).

Most of the divergence in government health spending occurred in the early
transition period and there has been little change in ranking since the end
of the 1990s. As Chapter 2 illustrated, great divergence took place between
1990 and 1994 in government health spending across the region. In 1994,
governments of the former Soviet Union spent only slightly more than 50%
of the 1990 level; governments of central Europe (excluding the Baltics) spent
approximately 80-90%; and governments in the Baltic countries increased their
spending to approximately 110% of the 1990 level (see Chapter 2, Fig. 2.1).
The divergence in health spending stabilized thereafter and most of those who
were relatively low spenders in 1997 remained low spenders in 2006, with high
spenders also remaining high spenders. As shown in Fig. 3.3, however, there were

34 Recall from Fig. 3.1 that Tajikistan is considerably lower when measured in comparative PPP-adjusted dollar terms,
given its far lower GDP per capita than Azerbaijan.
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some exceptions to this pattern. For the most part, these are countries whose
estimated government health spending as a share of GDP was considerably
higher in 1997 than in later years. This likely reflects more change in the
denominator (that is, GDP grew considerably faster than public spending on
health) than in health expenditure levels per se. There is far less change in
the relative ranking between 2001 and 2006, suggesting an even more stable
pattern. A few changes indicate real shifts (in the Republic of Moldova, for
example), while others may reflect ongoing data problems.®

For the entire period 1997-20006, 13 of the countries ended with a higher level
of government health spending as a percentage of GDP than when they started;
12 had a lower level, and 2 had about the same. Since 2001, however, most
(20) of the countries increased their health spending levels while only a few (5)
had lower levels as a share of GDP by 2006. Spending patterns for the new EU
countries appeared to stabilize from 2001, with only 6 of the 10 experiencing
an increase (usually quite modest), 3 a decrease, and 1 no change. Interestingly,

35 In the former Yugoslav Republic of Macedonia, for example, the data on government health spending do not exclude
the non-health expenditures by the national Health Insurance Fund, such as those for sick leave, maternity benefits, and so
on. This may result in overestimation of spending levels relative to Serbia.
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most (9 of 11) of the countries that were formerly part of the USSR experienced
an increase after 2001, and of the remaining non-EU countries, five increased
their spending and one (Croatia, the highest spender) experienced no change.
These patterns of change brought about some convergence in spending levels
by 2006 compared with 2001, but the differences in government spending
levels (both in PPP dollar terms and as a percentage of GDP) remain significant
between the central Asian and Caucasus countries (mostly under 2.5% of
GDP) and the many other “transitional” countries, which now spend between

4% and 7% of GDP.

What explains these patterns? Mathematically, public spending on health
as a percentage of GDP is simply the product of total public spending as a
percentage of GDP and the share of that spending allocated to the health sector.
Hence, the amount that a government spends on health depends in part on its
overall fiscal constraint and in part on decisions that it makes with regard to
priorities. In the following sections, we disentangle these factors that determine
government health spending both in terms of fiscal context and priorities.

D. The fiscal context

A key factor that explains variation in government health spending is the
variation in the fiscal context. The fiscal context refers to a government’s
current and expected future capacity to spend. Global evidence (Schieber and
Maeda 1997; Gottret and Schieber 2006) indicates that richer countries tend
to be more effective at mobilizing tax revenues (relative to the size of their
economies). As incomes increase, national economies tend to become more
formalized and urban, and as a result tax collection becomes easier. In turn,
this means that richer countries tend to have higher levels of public spending
as a share of GDP than do poorer countries. This relationship between national
income and fiscal capacity applies to the CE/EECCA countries as well, as
reflected in Fig. 3.4, using data for 2006.% The data reveal, however, substantial
variation around the general pattern. Thus, with very similar levels of per
capita GDP in Hungary and Estonia, total public spending in Hungary was
nearly 18 percentage points greater. Similarly, public spending in Belarus was
approximately 2.1 times greater than in Kazakhstan (47% compared with 22%

36 We use total public spending as a percentage of GDP as a proxy for fiscal context because of its relevance and the
availability of data on this indicator. Of course, the real fiscal context includes public revenues as well. By only using
expenditures, we assume that public expenditure must be in line with public revenue, and that this figure accurately reflects
a government’s capacity to spend. To the extent that this is not true in practice (for example, if a government is running

a large fiscal deficit), the analysis of expenditure patterns in one year may be misleading. While the accounting identity
remains true (public spending as a percentage of GDP multiplied by health as a percentage of total public spending equals
government health spending as a percentage of GDP), care must be taken in drawing country-specific conclusions about
the ability of a government to sustain higher levels of health spending based on one year’s fiscal expenditure data. While
public expenditure levels are indeed a useful proxy measure of fiscal capacity — and we are comfortable using this for the
international comparisons shown here — country-specific analysis requires additional, country-specific data to draw more
informed conclusions about the fiscal context.
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of GDP). Therefore, while it is important to understand the overall pattern,
it is essential to dig deeper than simply looking at GDP as a determinant of
health spending patterns; it is necessary to understand the specific frscal context
of each country.

As noted in Chapter 2, the early transition period brought with it not only
social and economic disruption but fiscal disruption as well. The magnitude
of this decline varied across countries. By 1995, the 15 successor countries of
the USSR saw their total public revenues fall to an average of 25% of GDD,
relative to an estimated 41% in 1989. Within this was huge variation, with the
near collapse of the public sector in Georgia reflected in a level of only 5% of
GDP in 1995, and a “non-transition” experience for Belarus, showing only a
slight improvement in revenues as a share of GDP (Cheasty 1996). In the span
of just a few years, the countries diverged greatly in their fiscal contexts, with
those of the Caucasus and central Asia (and the Republic of Moldova) being
the most severely affected. The CE countries experienced a decline on average,
but to a much less severe extent, apart from those experiencing civil conflict
(namely, many of the countries that were formerly part of Yugoslavia, except for
Slovenia). Rapid recoveries took place in the Czech Republic, Hungary, Poland,
Romania and Slovenia. More recent patterns showing figures for 1997, 2001
and 2006 are shown in Fig. 3.5.
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Source: WHO 2009a.

Comparing this ranking of fiscal capacity with government health spending
as shown in Fig. 3.3, it is apparent that more limited fiscal space is associated
with low government spending on health. Out of the five countries with the
lowest overall government spending, four were also the lowest in terms of
government health spending as share of GDP (Azerbaijan, Tajikistan, Armenia
and Kazakhstan). Similarly, among the high spenders, each of the governments
whose health spending was 6% or more of GDP in 2006 had overall government
spending levels greater than 40% of GDP.

Significant decline in fiscal space has often been associated with a commensurate
decline in government health spending. In Fig. 3.5, for example, fiscal space in
the Russian Federation and Uzbekistan (as a percentage of GDP) has shrunk
rapidly, and over the full period this has been associated with a decline in
government health spending as a percentage of GDP. In Lithuania, however,
there was a steep drop in overall public spending but little change in government
health spending, and similarly in Croatia total public spending declined between
2001 and 2006 but health spending levels did not change. Alternatively, some
countries that experienced fiscal expansion, such as Azerbaijan and Romania,
saw little or no growth in government spending on health as a share of GDP.
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Fig. 3.6 Health as a percentage of total government spending: 1997, 2001, 2006

Source: WHO 2009a.

These data demonstrate that changes in fiscal capacity only explain part of the
story, and differences in the priority that governments accorded to health sector
allocations must be considered.

E. Policy priorities

In addition to the fiscal context, the priority that a government accords to
the health sector in its resource allocation decisions also determines the level
of total public spending on health. As shown in Fig. 3.6, there is substantial
cross-country variation in this factor, ranging from a low of approximately 4% in
Azerbaijan to a high of over 16% in Croatia and The former Yugoslav Republic
of Macedonia® in 2006. As noted in Chapter 2, health was considered a “low-
priority sector” in the Soviet economy, whereas the different mechanisms for
funding the health system of Yugoslavia led to a higher share of public spending
devoted to the sector. Remarkably, these patterns have persisted for nearly 20
years after the break-up of the USSR. Of the 10 CE/EECCA governments that
devoted less than 10% of their spending to health in 2006, seven are former

37 As noted previously, it is likely that WHO estimates overstate the level of government health spending in the former
Yugoslav Republic of Macedonia by not excluding the non-health outlays by their national Health Insurance Fund.
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Table 3.1 Key health financing indicators by country income group, 2006

Country GDP per Government Private health Total Government
income capita in health spending government health
group' international spending as as % of spending spending
$ % of GDP  total health as share of asa % of
spending GDP (fiscal government
context) spending
(priority)
Bottom third 3922 2.41 57 30.6 7.7
Middle third 9540 4.51 31 38.4 1.7
Top third 17911 517 22 41.0 12.6

Source: Authors’ own calculations, based on data from WHO 2009a.

Notes: The 27 countries analysed in this chapter were ranked by per capita gross domestic product (GDP) in international
dollars in 2006. The countries were divided into three equal size groups with nine members each. Group averages are not
weighted for population size. The bottom third includes Tajikistan, Kyrgyzstan, Uzbekistan, the Republic of Moldova,
Georgia, Armenia, Albania, Azerbaijan and Ukraine. The middle third group includes Bosnia and Herzegovina, the
former Yugoslav Republic of Macedonia, Montenegro, Serbia, Belarus, Kazakhstan, Bulgaria, Romania and the Russian
Federation. The top third group includes Croatia, Poland, Latvia, Lithuania, Hungary, Slovakia, Estonia, the Czech
Republic and Slovenia.

Soviet republics, while the six successor states to Yugoslavia devoted between
12.3% and 16.5% of public spending to health. Overall, the pattern was not
greatly different in 1997 or 2001, but some countries did make important
shifts in priorities over this period. Notable increases in allocations to health
were made in Armenia, Lithuania, Slovakia and Croatia.®® Others have
experienced declines, such as Tajikistan and Estonia. Reasons for these shifts
vary. For example, the increase in Armenia after 2002 was directly linked to
the implementation of a Medium-Term Expenditure Framework (see Chapter
10), while the decline in Estonia relates to the country’s near sole reliance on
payroll taxation at a time when the growth rate of wages was less than that of
GDP and overall public spending (see Chapter 4). In some cases, declines from
initially higher levels were reversed more recently, in a way not reflected in the
chart. In Kyrgyzstan, for example, allocations reached a low point in 2004
and have increased steadily since then (WHO 2009a) because of an explicit
commitment the government made for five years in the context of a Sector-
Wide Approach (SWAp) (see Chapter 10). While health sector policy-makers
do not have much scope to alter the fiscal context of their country, the priority
allocated to the health sector in the budget process is a genuine policy variable
that can be changed, provided there is sufficient political will.

38 Because of the particular years chosen to portray trends in Fig. 3.6, some apparent patterns can be misleading.

In Bulgaria, for example, the percentage allocated to health peaked at 12.2% and has declined steadily since that time.
The 2006 figure was also about the same as that in 2002, although both of those were higher than the 2001 level shown
in the Fig. 3.6. In Lithuania, 1997 was an unusually low year in terms of allocations to health, although there was a strong
and steady rise to nearly 15% in 2003, followed by a decline to approximately 13% in 2006 (WHO 2009a).

75
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F. Interpreting the data

Table 3.1 shows the 27 CE/EECCA countries analysed in this chapter ranked
in terms of their per capita income and then divided into three equal-sized
groups (each with nine members). This paints a broad picture of how countries
have diverged in terms of their economic development and their fiscal context,
as well as how the implications of these for health spending patterns have
been reinforced by the priority level that governments in the three income
groups have tended to accord to health in terms of their allocation of public
revenues. It is evident that the nature of the policy challenges — along with what
is attainable — is quite different between countries in the “top third” and the
“bottom third”.

Disaggregating the data further, we illustrate the relation between public
spending on health and OOPS in two ways. The first, shown in Fig. 3.7,
relates the proportion of OOPS (as a share of total health spending) to the
government health spending as a percentage of GDP — the product of the two
factors reviewed above, in sections D and E. Because public spending on health
is in part determined by policy priorities (rather than the more “contextual”
determinants of both GDP and fiscal capacity), this depiction has greater
relevance to actionable policy decision-making.
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Table 3.2 Actual and simulated heath spending patterns in Estonia, 1996, 2003

Total public Health as a Public Out-of-pocket
spending as a % of total spending on payments as a
% of GDP public healthasa % of total health
spending % of GDP spending
1996 39.6 14.7 5.8 1.5
2003 34.9 11.1 3.9 20.3
2003 with 34.9 14.7 5.1

1996 priorities

Source: Authors’ own calculations, based on data from WHO 2009a.

Note: GDP, Gross domestic product.

Differences in priorities, given the overall fiscal constraint, can result in a wide
range of government health spending levels as a share of GDP, and in turn this
can have significant consequences in terms of health financing policy objectives.
In Estonia, for example, public spending on health declined from 5.9% of
GDP in 1996 to 3.9% in 2003. The decomposition of this decline is shown in
Table 3.2. While there was a fiscal contraction during this period, there was also
a large decline in the proportion of health spending as a share of total public
spending. As shown in the last row of the table, had the 1996 share of health in
public spending been maintained at 14%, government health spending would
have been 5.1% of GDP in 2003 — more than 1% of GDP higher than was
actually experienced. Beyond this, it is notable that OOPS as a share of total
health spending rose from 11.5% to 20.3% during this period (WHO 2009a).
This country-specific example suggests that the ability of the Estonian health
system to sustain a lower burden of OOPS was reduced mostly by “choice” and
only partly by overall fiscal constraints.

Relating the extent to which health systems depend on OOPS to government
health spending as a percentage of GDP can be misleading, because this measure
does not take account of differences in the relative price of imported inputs
in different countries. The prices of some health system inputs, particularly
salaries, are likely to vary in relation to a country’s income. Others, however,
consist of internationally traded goods such as medicines, and the prices for
these tend not to vary in relation to national income. As a result, in lower
income countries imported inputs tend to have a higher price relative to
domestic inputs, compared with the same ratio in a richer country. For this
reason, it is also useful to depict the relationship between government health
spending in per capita PPP terms and the share of spending that consists of
OOPS. This is shown in Fig. 3.8. While the overall inverse relation between
public spending and OOPS remains, the position of countries relative
to the trend is quite different. The Republic of Moldova, for example,
had a relatively high share of spending consisting of OOPS, relative to



78

Implementing Health Financing Reform

90

80

70
\ AZ
60 Al

50—

40 UA BG 1 \/

Kz
) \RF;/\U -

RO RS o K HU

BY R*=10:82

HR cz S

20

Out-of-pocket spending as a % of total health spending
w
>

0 300 600 900 1200 1500
Public spending on health per capita, PPP$

Fig. 3.8 Relationship between government health spending per capita and the
dependence of countries on out-of-pocket payments, 2006

Source: WHO 2009b

Notes: PPP: Purchasing power parity. AL: Albania; AM: Armenia; AZ: Azerbaijan; BA: Bosnia and Herzegovina;

BG: Bulgaria; BY: Belarus; CZ: Czech Republic; EE: Estonia; GE: Georgia; HR: Croatia; HU: Hungary; KG: Kyrgyzstan;
KZ: Kazakhstan; LT: Lithuania; LV: Latvia; MD: the Republic of Moldova; ME: Montenegro; MK: TFYR Macedonia;
PL: Poland; RO: Romania; RS: Serbia; RU: Russian Federation; SI: Slovenia; SK: Slovakia; TJ: Tajikistan; UA: Ukraine;
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its level of public spending on health as a percentage of GDP (Fig. 3.7).
Its position as a “negative outlier” is misleading, however, because the country’s
low level of GDP meant that, in absolute terms, government health spending
in the country was still rather low. Consequently, the government’s ability to
purchase relatively expensive imported medicines was limited, leaving a large
proportion that still had to be paid by patients if the inputs were to be provided
at all. Portraying public expenditure levels in terms of PPP dollars provides a
“fairer” treatment of the situation. This is shown in Fig. 3.8, with the Republic
of Moldovas OOPS percentage reflecting the overall trend in the region in
relation to its level (in PPP dollar terms) of public spending on health.

Within this broad picture are important differences and various “stories”
regarding the interaction of the key variables affecting health expenditure
patterns. The following comparison highlights the importance of incorporating
data on changes in underlying fiscal and prioritization variables as part of the
background context for interpreting expenditure patterns.

Both the Armenian and the Georgian Governments spent under 2% of GDP
on health for most of the period, as shown in Table 3.3. In Armenia, this
figure reached a low of 1.1% in 2000 before climbing to 2.1% in 2007, with
a pattern of steady increase since 2002. In Georgia, spending reached a low
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Table 3.3 Government health spending, fiscal context and prioritization in Armenia and
Georgia, 1997-2007

Year Armenia Georgia
Government Total Health  Government Total Health
health government asa% health government asa %

spending  spending of total spending  spending of total
asa%of asa%of government asa%of asa% of government

GDP GDP spending GDP GDP spending
1997 1.4 24.8 5.7 1.3 21.8 6.0
1998 1.6 24.5 6.7 1.2 21.8 5.5
1999 1.6 27.3 5.9 1.0 22.1 4.6
2000 1.1 24.7 4.6 1.2 19.1 6.4
2001 1.6 23.6 6.7 1.4 18.5 7.6
2002 1.4 22.0 6.2 1.4 18.9 7.5
2003 1.5 22.4 6.8 1.3 18.8 6.7
2004 1.7 20.6 8.3 1.3 24.6 5.3
2005 1.8 21.8 8.2 1.7 28.2 59
2006 1.9 19.8 9.7 1.8 32.4 5.6
2007 2.1 18.0 11.6 1.5 35.8 4.2

Source: WHO 2009a.
Note: GDP: Gross domestic product.

of 1.0% of GDP in 1999 but climbed to 1.5% by 2007. Unlike Armenia,
the pattern of change in Georgia was erratic. Underneath similarly low levels
of health spending by both governments are very different patterns of change
with regard to fiscal context and prioritization. Armenia is perhaps the most
fiscally challenged country in the region, and since 1999 there has been a steady
contraction of overall public spending from 27% to 18% in 2007. Despite
this, the country increased its percentage of health spending as a share of GDP
by means of a substantial increase in the priority accorded to health in public
resource allocation. Indeed, by 2006 the Armenian Government devoted more
than twice its budget to health compared with the year 2000. In Georgia,
conversely, the government experienced massive fiscal expansion since 2003 — a
major accomplishment in the light of the near collapse of the public sector that
had occurred by 1995. As total public spending increased, however, the priority
given to the health sector was reduced from an already low 6.7% in 2003 to
5.6% in 2006 and an estimated 4.2% in 2007 (WHO 2009a). Hence, it may
be concluded that the Georgian Government has considerable capacity to
spend more on health but chooses not to, whereas the Armenian Government
has much less scope for expanding health spending.

There is a “story behind the numbers” for each of the countries concerned.
These examples highlight the importance of disaggregating the components
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of public spending on health, as a basis for understanding the contextual
and prioritization factors that drive it; these factors, in turn, have critical
implications on the ability of governments to ensure financial access to health
care and financial protection for their populations.

G. Summary and conclusions

This chapter has highlighted a number of important issues with regard to
health expenditure patterns that create constraining factors (or conversely
opportunities) for the extent to which health financing policy reforms can
achieve progress in terms of the objectives of financial protection and equity
of access to care.

® Most countries need to work on improving health expenditure data,
particularly as far as private health expenditures are concerned. Systematic
surveys, repeated every three years — with a well-sequenced and disaggregated
set of health expenditure questions linked to the routine national household
budget survey — would provide policy-makers with a range of useful health
financing indicators, regarding not only the level of private spending and its
dynamics but also its distribution across socioeconomic groups.

e 'This chapter has demonstrated that the variation across the region in
terms of all health spending indicators has become so great that the term
“transitional” does not carry much meaning. The level of per capita GDP,
fiscal context, the priorities and the resulting overall government and private
spending create vastly different opportunities and constraints for the health
systems of this region. For any country, it is essential to explore the variables
identified in this chapter to understand its particular context and how this
conditions what is feasible for the country to attain.

® As a result of such variation in both the fiscal context and government
priorities, the level of OOPS also varies enormously, with huge implications
for one of the main policy objectives that most countries aim to achieve:
financial protection. Financial protection varies from being “very weak” in
countries in which patients have to pay for virtually all their care out of
pocket (such as Tajikistan and Georgia) to being “good” in those in which
patients mostly pay for outpatient medicines but service utilization itself is
relatively low cost (such as Slovenia, Czech Republic and Croatia).

® During the Soviet era, the health sector was accorded a low priority in the
budget allocation process, as it was considered part of the “non-productive
sphere” of the economy. Analysis of current resource allocation patterns
shows that this practice has continued, with most of the former USSR
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countries continuing to give relatively low priority to the health sector.
Some, however, have broken out of this pattern. Health policy-makers
need to pay more attention to this indicator, rather than simply looking at
spending as a percentage of GDP. Prioritization of available public resources
is more feasible to influence than is government health spending as a share
of GDD, as this latter also depends on a country’s overall fiscal context.

o Comparing the effectiveness of the health financing reforms implemented
by different countries requires that these considerations of context be taken
into account. It is not the case that one country has done a “better” job
of promoting financial protection simply because it has lower dependence
on OOPS than another. Instead, such analysis needs to consider what a
country has attained relative to what it could realistically hope to attain given
its economic and fiscal context. It is from this perspective that we assess
the health financing reform experience in the rest of this book. The data
presented in this chapter suggest that — in simple terms — the attainment
of health financing policy objectives depends in part on context, in part on
priorities, and in part on policy implementation. It is this last factor that is
the focus of the rest of the book.
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Chapter 4

Sources of funds and
revenue collection:
reforms and challenges

Igor Sheiman, Jack Langenbrunner, Jenni Kehler, Cheryl Cashin, Joseph Kutzin®

A. Introduction

This chapter attempts to describe, analyse and derive lessons from reforms to
change the sources of funds or revenue collection arrangements for the health
systems in the CE/EECCA region since 1990. The focus is on reforms, as a general
description of the mechanisms used by countries to collect revenue for the health
sector is provided in Chapter 3.

Conceptual differences between “collection” and “sources of funds” are often
blurred. The reforms in “collection” addressed in this chapter in fact include
attempts that have been made to change:

e initial funding sources®
e contribution mechanisms, and
e collection agencies (as summarized in Fig. 4.1).

Reforms in revenue collection in CE/EECCA countries were largely driven by
the fiscal collapse of the early transition period, combined with a political desire
in most CE countries to return to the methods of financing that existed prior
to the Second World War, as well as the wish of some former Soviet countries
to change the “budgetary system” inherited from the USSR. Within the region
as a whole, the scope of reforms in the 1990s actually implemented in revenue

39 The authors are grateful to Tamas Evetovits for providing helpful comments on earlier drafts.

40 The “initial” sources convey the (obvious, but often neglected) reality that government is not really a source; it obtains
revenue from somewhere. Apart from foreign sources, the real sources of funds are a country’s people and other legal
entities (that is, businesses).
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Fig. 4.1 Unpacking “Collection”

Source: Adapted from Kutzin 2001.

Note: NGO: Nongovernmental organization.

collection was rather narrow — mainly the introduction of payroll taxation for a
new system of compulsory health insurance. The countries varied, however, in
terms of the agency responsible for collecting the payroll tax, the contribution
rate, how revenues were collected for the non-working population, and whether
and how the level and/or flow of general budget allocations (henceforth “general
revenues’) for health were modified in conjunction with the new funding
source.

The effectiveness of revenue collection reforms is influenced by a country’s
overall fiscal context, that is, its capacity to mobilize tax and other public
revenues; this in turn, is affected by the structure of the economy and the labour
force. Health policy can make a difference as well: particularly the capacity of
health authorities to lobby and influence government to maintain or increase
the share of public spending for the health sector, and to use revenue collection
mechanisms to achieve other health financing policy objectives. The objectives
that are potentially most directly affected by collection reforms are equity in
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finance (via shifts in the distribution of sources and contribution mechanisms)
and administrative efficiency (via changes in collection mechanisms). Of course,
a more concrete objective of such reforms has been to increase or stabilize the
level of public funding for the health sector. While increasing revenue is not a
policy objective per se, relieving the budget constraint facing the sector in turn
increases the scope for improving the attainment of all the health financing policy
objectives.* In addition, changes in the sources of funds have been linked to
reforms in pooling and purchasing, and may provide an important implementation
step for health financing reforms even if they do not have an extensive impact
on net revenues. Summarizing these issues, the revenue collection reforms in the
region will be assessed according to the criteria set out here.*?

e Did the overall level of public revenue for the health sector increase?

e What were the implications for equity in finance (for example, did policies
lead to a more progressive distribution of the burden of funding the system)?

e Was universal coverage maintained if entitlement to benefits became linked
to contribution)?

e Whatwere theimplications of changes in sources and collection arrangements
for administrative efficiency?

e Were new revenue collection mechanisms used to facilitate other health
financing reforms?

B. Overview of reforms to diversify revenue collection in
CE/EECCA countries

The countries of the region experienced a dramatic decline in public revenues
in the early years of transition. The decline was particularly sharp in the
former Soviet countries, where general government revenues slipped to an
(unweighted) average of 25% of GDP by 1995, from an estimated 41% in
1989 in the USSR. Patterns of change varied widely, however, with the most
severe declines concentrated in the Caucasus and central Asia (for example,
revenues declined from over 30% of GDP in 1991 to less than 10% in 1995 in
Georgia and Turkmenistan, whereas there were minimal changes in the shares
of GDP during this period in Belarus and Ukraine — although of course these
were shares of a rapidly falling GDP). Among the main causes of collapsing
public revenues were the emergence of a new but unregulated private sector,
which made revenue collection more difficult; shrinking traditional tax bases,
such as state industrial production, retail turnover, and wages; market-oriented

41 This means a reduction in the severity of the “sustainability trade-offs” described in Chapter 1.

42 From a wider public policy perspective, the impact of changes in funding sources on labour market outcomes (real
wages, employment, informality, and so on) must also be considered by national decision-makers. Such analysis is beyond
the scope of this chapter, but there is a preliminary econometric analysis for interested readers (see Wagstaff and Moreno-
Serra 2007).
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tax reforms that reduced tax rates; growth of the informal economy; pressure

for tax reductions and exemptions; and civil unrest (Cheasty 1996).

With the economic downturn and dislocation in the late 1980s and early
1990s, all countries in the region were forced to cut real public spending for
health during the first years of the transition period and they did so roughly in
proportion with the GDP decline (Belli 2000). The majority of these countries
responded to declining public revenues for health by attempting to establish
a more diverse and stable revenue base for the health sector. This expanded
revenue base typically included:

o dedicated, or “earmarked”, taxes for health — usually an employer-based
payroll tax;

® patient co-payments, especially for outpatient pharmaceuticals;

o other forms of formal paid services provided in public facilities; and

e in a few countries, stimulation of a private insurance sector.

Fig. 4.2 summarizes the mix of the main revenue sources in the CE/EECCA
countries in 2004.% After a decade and a half of transition, countries can be
categorized into three general categories.

e Predominantly dedicated taxes (mainly the new EU and ex-Yugoslav
countries), either through payroll taxation or an earmarked share of income
tax.

e Predominantly general revenues (many former Soviet countries).

e Severe contraction of public financing, causing a shift to predominant
reliance on OOPS (countries of the Caucasus, some central Asian countries
and Albania). This third category includes a small amount (less than 50%
of total health spending) of public sector financing from general revenues,
and mixed systems including small amounts from dedicated taxes as well as
general revenues.

This categorization reflects two key contextual factors underlying reform in the
region: (1) the historical legacy of organizational arrangements from the pre-
transition and (for ex-CMEA countries) pre-communist periods; and (2) the
early post-transition fiscal situation. Two countries are notable as exceptions

43 Apart from a broad separation into public and private sources, health expenditure data published by WHO and OECD
to date provide no detail on the relative importance of different collection schemes as a financing source. The category
“Financing agents measurement: social security funds” in WHO estimates indicates the amount controlled by a social
security fund and not the means by which the funds have been collected. The latter follows the concept of accounting by
financing agent, defined as “institutions or entities that channel the funds provided by financing sources” (WHO, World
Bank and USAID 2003). The OECD publishes estimates on “health expenditure by sources of funds”, but despite the
name, these data similarly reflect expenditure by funding agent, with the aim of identifying the “institutional units that
incur the expenditure and hence control and finance the amounts of such expenditure” (OECD 2000). Thus, given that
social security funds as financing agents usually rely on a mix of financing sources (dedicated tax versus general revenue),
these estimates are of limited value for the analysis of the way the funds are collected. In Fig. 4.2, therefore, we have relied
on country-specific reports, as well as more detailed unpublished information available to WHO, in order to construct
estimates of the shares of different public sources, attributing general budget transfers to compulsory insurance funds to
“general revenues”.
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Fig. 4.2 Sources of health financing by country, 2004

Sources: Gadl 2004; Hlavacka, Wagner and Riesberg 2004; Health Compulsory Insurance State Agency Latvia 2005;
Kuszewski and Gericke 2005; Meimanaliev et al. 2005; World Bank 2005; Gjorgjev et al. 2006; Voncina et al. 20065
Georgieva et al. 2007; Kulzhanov and Rechel 2007; Koppel et al. 2008; Shishkin, Kacevicius and Ciocanu 2008; Tragakes
et al. 2008; Vladescu, Scintee and Olsavszky 2008; WHO 2008; Albreht et al. 2009; Bryndov4 et al. 2009.

Notes: AL: Albania; AM: Armenia; AZ: Azerbaijan; BA: Bosnia and Herzegovina; BG: Bulgaria; BY: Belarus; CZ: Czech
Republic; EE: Estonia; GE: Georgia; HR: Croatia; HU: Hungary; KG: Kyrgyzstan; KZ: Kazakhstan; LT: Lithuania; LV:
Latvia; MD: the Republic of Moldova; MK: TFYR Macedonia; PL: Poland; RO: Romania; RU: Russian Federation; SI:
Slovenia; SK: Slovakia; TJ: Tajikistan; UA: Ukraine; UZ: Uzbekistan; YU: Serbia and Montenegro.

For Latvia, 2003 data were used to illustrate the collection mechanism in place until January 2004; “Dedicated tax”

refers to both payroll taxes earmarked for health (mandated contributions by employers or employees, the self-employed,
pensioners and the unemployed, and other vulnerable groups to social security, explicitly labelled as relating to health)

and income tax revenues earmarked for health; “General revenue allocation” includes funding allocated through the
general budget for programmes (such as public health programmes), as well as transfers from government to social security
institutions or national health insurance schemes, which are labelled as relating to health, for example on behalf of
vulnerable groups.

to this pattern. Latvia and Bulgaria show mixed funding systems that rely
almost equally on dedicated taxes, general revenues and OOPS. This mixed
arrangement for Latvia changed in 2004 when it shifted entirely away from
a dedicated percentage of income tax (a fixed percentage of the income tax)
to a non-dedicated allocation from general revenues (Tragakes et al. 2008).
Conversely, in Bulgaria, the share of payroll taxes has been rising since their
introduction in 1999, a trend which continued at least through 2005 (Georgieva
et al. 2007).
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i. Reforms in public sources: dedicated and general public revenues

Twenty-one countries of the region have introduced* dedicated taxes for the
health sector. Of these, 20 introduced or modified payroll taxes, and in 12
of those countries the payroll tax is now the predominant revenue collection
mechanism. In the remaining seven countries that introduced a payroll tax, this
remains part of a mixed funding system in five, with the payroll tax providing a
complementary source of revenue to general tax revenues and OOPS (see Table
4.1). In Latvia and Lithuania, the tax was set as a proportion of personal income
tax. While earmarking was abolished in Latvia after 2003, Lithuania still relies
on the dedicated share of income tax in addition to payroll tax. In Kazakhstan
and Georgia, earmarked payroll taxes were levied and cancelled, and currently
their health sectors are funded through transfers from general revenues, and
a mix of general and unearmarked payroll tax revenues, respectively. Other
types of earmarked tax — dedicating revenues from consumption taxes on
specific products for health, for example — were established in Latvia (30% of
tobacco tax revenue) and Romania (revenues from alcohol and tobacco taxes)
(Legislative Council Library 2008).

The countries vary widely in their contribution rates for payroll tax.
The contribution rate has tended to be higher in the CE countries that are now
EU Member States, in the current CE countries and in the former Yugoslav
states, ranging from 6% in Bulgaria to 17% in Bosnia and Herzegovina. In most
of these countries, the payroll tax is the predominant collection mechanism for
health revenues. In Albania and those former Soviet countries that introduced
payroll taxes (but where general tax revenues remain the predominant public
revenue source for health) the tax rate was typically set at the level of 2-4% of
payroll (increased to 5% in the Republic of Moldova in 2007). In almost all
countries, the contribution rate was not synchronized with a detailed actuarial
analysis of expected costs and revenues for the insured population (Ensor
and Thompson 1998). Instead, the rate-setting process typically reflected
a combination of optimistic “eye-balling” of desired revenues and guesses
about the political acceptability of adding to the already heavy tax burden on
employers and employ

As summarized in Table 4.2, there is considerable variation in the region in
terms of collection modalities, ranging from the general tax authorities (for
example, in Estonia, Croatia and the Russian Federation); a national social
fund that also collects other “social contributions”, such as for pensions and
unemployment insurance (in Bulgaria and Kyrgyzstan, for example); the
National Health Insurance Fund (NHIF) or its decentralized units (as is the

44 For the former Yugoslav countries, this was not an “introduction” but rather an alteration of the dedicated taxes that
were already in place prior to 1990 (see Chapter 2).



Sources of funds and revenue collection: reforms and challenges 91

(8002
£00¢ J81e paysijoge Bupewses ‘|e 10 soyebel])
Jajsuel) 186pnQ [eisusD) XE] 8Wooul [euosJad Jo %182 XE] 8Wooul [euos.ad Jo %182 8661 BlAle
abem wnuwiuiw 1us1n2 Jo % | | Ajuo Aed
‘siowle} se yons ‘ejdoad jo dnoib paiy|
paijoadsun uosJtad sad 01 $SN
S| J8jsueJ] JO Junowe ejdeo Jod JO xB] paleosylodAy snid ‘efem wnwiuiw (002 |eED)
196png [enue) 8y} 1se9)| Je INg ‘8UIooUl PBIe|08P JO %G| (#002 Ul #:1 1) lloJAed %G| 066} Arebuny
(8002
Jajsued) 106png [eJiusd |lews ‘|e 10 jaddoyy)
e 10} 1dooxa a1epuew pspunjun AISon aWOoUI PaJe|oap JO %E L (0:g1) |j04Aed %E | 2661 Bluo}sy
JepJo Aioiniess Ag (6002
Allenuue pauiuwielep se ,obem abeione, ‘e 18 enopuiig)
8yl Jo %G'g| ‘Jajsueit 196png [enus) aWwooUl xel-a1d 18U JO %0G 10 %G'E} (5'¥:6) |l0JAed %G¢| 661 ollgnday yoezH
(2002
puny uswAojdwaun (6002 Aq €:€ 01 u-eseyd ‘|e 10 ensiIbliosan))
pue 196png [eliuad Ag payole aWOoU| PaIe|2ap JO %9 yum uibaq 01 |:G) joihed %9 6661 euebing
n3
uone|ndod aAoe-uoN paAojdwo-yo8 (99fojdwa:iakoldur) padnpo.aul
pauejes sem xey
sa]eJ uUoINQLIUOI :BNUBASI JO SB2IN0S JOU}0 pue aje. Xe} [|oJhed lloJAed Jeap Anuno)

SWISIUBYOBW UONGLIUOD 80UBRINSUI YIBay JO SOIISLIa10RIRYO PUB XB] [JOJABd ()eay J0] SOXe] PayBULIES MaU JO UOdopY 1 dlqeL



Implementing Health Financing Reform

92

1ebpng [eaus)d SUWOOUI PBIBIOSP JO %GZ L [joiked %Gz el £661

afem wnwiuiw Aioinieis ay)
10 %¢g/ 0} paldde a1el uonNgUIUOd 8yl S
paljloads Jejsuel] Jo Junouwle eldeo Jed
1ebpnq [enus) BWOOU| POIEIOBP JO %/ 'El (:01) l101Aed %L 7661

slijeusq ss04B UO paseq UoHNQLIUOD %/ sIaWIE) puE o/doad

& Aed pafojdweun sy} pue sisuoisuad paAojdwa-}|as 10} WOOUl PaJIe[oap JO %/ (2:2) 110JAed %t 6661
£00¢ Ul %6
(41S4) punj @dueINSUl [BID0S [Bloads 01 866 Ul %G/ wodi} Buinow ‘euw
AQ paIan0d slaulle) (sanuaAal [elouab Jano Buisealoul Usag sey arey
UiM paxiw spjouaq ssolb jo %G/ BaWOoOoUl PaIB[Oap JO %6 |joiAed %6 6661

G00c Ul L/3
SEM PaINsul-81els o) uonNgiIuoo 186png

(6661 Ul %2)
XE} PUB| JO INO PazIpIsgns ale sioulle}

‘(eBem abelae 8y} JO %4G°L) pun4 Sodul psJelosp

(6002 ‘Ie 18 yaiq|y)
BIUSAOIS

(y00z Biagsely
pue Jaubep
"BjQeARIH)
BIeno|S

(8002 Azsnes|O
pue 991u0g
‘Nosape|A)
eluewoy

(5002 &oueY
PUEB IYSMOZSNY)

pue|od

(000zZ sexebel
pue ausiysneln|y

[e100S ay1 Aq epew aJe pakojduwsun Jo ebejusdlad swos ‘siswie) 1o Xe] 8Wwoou| [euosJad jo %0g snid ‘seysneluien)
pue sJsuoisuad 4o} suolNgLIuoD Xe] 8wooul [euosiad JO %0¢€ (0:€) |10JAed 9%¢c /661 eluenyi]
n3
uonendod annoe-uoN pakojdwa-yo8 (90hordwaziofojdwz) padsnpo.aul
psuejes sem xe}
S@]eJ UoIINQLIJUOI :9NUBASI JO S82INOS JBYJ0 pue ajeu Xe) ||oihed lolAed Jeap Anuno)

pIoo b alqeL



Sources of funds and revenue collection: reforms and challenges 93

(enuanas Jo
%0 AJUO J0O} SJUNODDE INQ) 1BPNQ [eJlua)

sse00.d Bupjew-1b6png
By} ul uodn papiosp wns dwn| e ybnoayl
186pNQ 81e1s AQ PaJienod (‘018 ‘painel
‘pafojdwisun) painsul BunNgUIUO-UON

(Lpuowy/g INY "uiw)
obem J1au JO %G'0 :SY ‘YIOW/9 INM HIg4
:8|geJeuINA pue Apeple ‘suelsian
JO J[eysq Uo SUONNQUIUOD JUSWUISAOL)
(Yuow/g INM "uiw) ebem 18u Jo
%G'0 'S4 ‘Yuow/9 M :Higd :pakojdweun
a|qibie Jad Aed spuny JuswAodwaun
(Upuowy/g INY "uIw)

uolsuad 18U JO %G/ € :SY {UIuoWw/9/°2 INM
‘HIg4 euoisuad Jad Aed spuny uoisued

186pnq [eausn

BUIODU| PBJEOBP JO %26
diysiaumo

pUg| U0 paseq auwooul %G/ 10 WalsAS WA
ul Jl 8WooUl sniels JeAedxe] uo Buipusdep

swins pauluLIglepaid JO %G| Siewie

uolednoo0 uo Buipuadep swns
paulwisIepald O %G| :paiojdwe-4es

abem 10U 8belane JO 9%0G JO %G|
‘slawle) ofem 18U JO %G| SY

yiuowy/ Lg INM
:Stowie) ‘ebem ssoub JO 9%/ | iHIgH

Ayoiuequn uodn Buipusdsp
‘ofem winwiuIw AJoINIeIS JO % /—€

Aajes [euonednooo

10} 9%G'0 snid jjoshed %26

(£002) uonesuadwod SJaxJoM pue
Ayajes [euolrednooo 4o} 9%G 0 snid

(0:G1) lloJAed %G1

(S1:0) %S} 'SY
(C11p) lloshed %/ | :HIGS

(L'1:271) llodAed %p'e

(9002
‘e 18 Aelbiol)
1661 BIUOPBOBIN HAL L

(Clolor
‘[e 18 BUIDUOA)
€661+ Bljeos)

(exsdig olgndey
‘SY ‘euinobeziaH

pue elusog Jo
uonresepad ‘Hig4)
(zooz e 10 ue))

SY Ul 666+ euinobazioH
/661 H'dd pue elusog
(200z sexebel|

G661 pue LNN) Blueq)y

$31413UN0J 3) NI-UON




Implementing Health Financing Reform

94

(2002 leyoey

uonendod Buispom-uou 866 | Joye paysijoge Xey [joiked pue AOUBYZINYY)
10} UoINQLIU0D 186pNg [eoo] eydes Jed BLLUODUI PaIBIOaP JO %E (0:€) |10sAed %8 9661 uBISUsEZEY|
500¢ (2002

Ul paysijode xe) [joiAed pereoiped 1 10 SZDIOWED)

pelvedsun JuNowe g 4ebpng [enus) XB] 8WOoUI %1 (1:€) llosked % G66 vibiosn)

eisy |eJjuad pue snsedne)

Apisgns 186pnQg [eausd

sn|d suoisuad 18U JO 9%g'Z | :Slauoisuad Asefes [euoneu
166pNq [e13ue0 83 Aq pred abeJane aul JO 9%0G JO %E'Z | Slewle (5002 Yueg PHOAN)
S| ebem WNWIUIW JO %g'¢ | :pakojdwaun BUIOOUI PBIEIBP JO %E T L (G1'9:G1°9) lloshed %ez L 2661 elqes

196png ueogndey
ay1 Aq pred suoiesuadwod pajosye
JO %G’/ SHeusq [eloos Jo sjuaidioay
196png ueolgnday ayi Aq pred abem
WwiNWIUIW 8U} 4O 9%0G 40 9%G"/ :pakojdwaun

pun4 uolsuad sy} Aq (S00g >ueg puopn)
pred pazieas uoisuad JO %G| :SJeuoISudd abem abesane aul JO %0G 4O %G| (G2:G°2) 101Red %G| 66} 0JBBUBIUOIN
PIUOD SBIUNO0I ) NIF-UON
uonendod aAnoe-uoN palkojdwe-jjos (evhordwz:iohordw) paosnpo.jul
paueles sem xe}
S9]e. UOIINQLIIUOI :9NUBASI JO S92.INOS JSYJ0 pue djed Xe) ||oiAed llolAed Jeap Aiuno)

pioo L dlqeL



Sources of funds and revenue collection: reforms and challenges 98

.U&O\—ﬂm —N\EGMU HD MEO_ED GNM&OH—JM— NA s220N

.uﬁﬁdu Uﬂu ur \A\CESQU JUNM uu—uﬁﬂ ﬂvum: §321N0S MJH uo ﬁmeﬂ »:OmuN:&EOU umo »wHOJHSA\ 1$24n0g

paloadsun s| Jajsued Jo Junowe elded Jod

196pnq
U} WOJ} SBNUSABI [eJausab Yum paxin

SjuspN}S pue
sJiauoisuad ‘sjdoad psAojdwsun ‘usipliyo
JO} SUOINQLIUOD Paxl sey 1eBpNnq [esjus)

BWODUI PBJe|o8p JO %92

0s op gjdoad
pakojdws-jjes Jo %G/ Aprewixoidde
‘ebejoed syyeuaq ayi Jo 1500 eideo Jad
abelone parewsse ayl 1e Ajlenuue 18s alel
8y} 1e abeJsA00 8oUBINSUl Yiesy aseyoind
Aelunion ueo ejdoad paiojdwa-4es

(200¢2 josso

L00g Ul 9%9°€ W0} pednpai pue sexebel|)
(0:9°2) lloihed %9'¢ €66 uolelepa ueissny
(8002 NueooI)

pUB SnIDIABOEY

epimuoRey upUSIS)

¥00¢ BAOPION

(G'2:5°2) lloshed %G (1o1d) €002 Jo oljgndey ay |

wu__nznwm_ 19IA0S J9WI0} JsOWUI9}SOM BY] pue uopelapad ueissny

(969) xe1 pue| J0 N0 Jo} pred a.e siswie

000¢
ur ueBeq ualp|iyo 4o} ebelenoo epiroid O]

19bpng ueo|ignday 8y} WoJ SUOIINQUIUOD
1eBpng ueoljanday ey} O} PaYIUS
ussq sey Ayjigisuodsas sy} Uay} 8ouls
‘(ebem abesone 8y} JO %G L) pun4 [B100S
oy} Ag epew aiem ajdoad paiojduwsun pue
sJauoisuad Jo} SUONRNQUIUOD ‘#7002 [N

BUODUI PBIEJDSP JO %g ‘AIBIUNIOA

(sooz
‘e 18 ABI[eUBLUIBIA)
ue1szABIAY

(0:2) lloshed %z 1661

BIsy |eJjuad pue snsedne)




96

Implementing Health Financing Reform

Table 4.2 Collection arrangements for dedicated tax payments

Country

Fund collecting agents

Bosnia and Herzegovina
(World Bank 2006)

Bulgaria
(Georgieva et al. 2007)

Croatia
(Voncina et al. 2006)

Czech Republic
(Bryndova et al. 2009)

Estonia
(Koppel et al. 2008)

Hungary
(Gaal 2004)

Kyrgyzstan
(Meimanaliev et al. 2005)

Latvia
(Tragakes et al. 2008)

Lithuania
(Murauskiene 2007)

The Republic of Moldova
(Shishkin, Kacevicius and
Ciocanu 2008)

TFYR Montenegro
(World Bank 2005)

Poland
(Kuszewski and Gericke
2005)

Romania
(Vladescu, Scintee and
Olsavszky 2008)

Russian Federation
(Shishkin 2006)

Serbia
(World Bank 2005)

Slovakia
(Hlavacka, Wagner and
Riesberg 2004)

Slovenia
(Albreht et al. 2009)

Federation of Bosnia and Herzegovina: 10 cantonal Health
Insurance Funds

Republic Srpska: Central Health Insurance Fund
Brcko District: Central Health Insurance Fund

National Social Security Institute

State Treasury

Genergl Health Insurance Fund + seven sector insurance
agencies

Taxation Agency

Tax and Financial Control Administration (Tax office)
Social Fund

State Revenue Service

State Tax Inspection and State Social Insurance Fund

(SODRA)

The health insurance payroll tax is transferred directly to
the account of the National Health Insurance Company,
which is operated though the National Bank and State
Treasury. The process is overseen by the State Tax Office

Health Insurance Fund

National Health Fund

42 District Health Insurance Funds

National Tax Authority collects Uniform Social Tax

29 branch offices (including Kosovo)

Five Insurance Funds — citizens are free to choose among
these

Agency of Public Accounting and Tax Administration
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case in Romania and Serbia); or one of several competing insurers (such as in

the Czech Republic and Slovakia).

Because compulsory health insurance typically links entitlement to
contributions explicitly, the ability of compulsory health insurance systems to
attain and sustain universal coverage relies on the ability not only to collect
the payroll tax effectively, but also to obtain contributions for the population
entitled to coverage that is not formally employed. This is a particular challenge
for countries — including many CE/EECCA countries — with a relatively large
share of the workforce that are not formally employed and are hence difficult
to levy tax against.

As shown in Table 4.1, the countries of the region have adopted different
approaches to collecting revenues to fund compulsory health insurance coverage
for the non-contributing population, which is typically defined as officially
unemployed individuals, pensioners, children and students, agricultural
workers and informal sector workers. In some countries, the eligible non-
working population is covered through transfers from central or regional
budgets, or from dedicated funds, such as employment funds (Slovakia)
or pension and unemployment funds (Kyrgyzstan prior to 2004). In most
countries, transfers from the central budget are used, although mechanisms
vary as regards the basis for such transfers. Often, it is a matter of budgetary
negotiations, with governments paying what they deem they can afford.
In the Russian Federation, for example, these contributions were first made by
regional and local governments, but in 2006 the responsibility was shifted entirely
to regional governments. Similarly, in Serbia — despite contributions on behalf of
vulnerable groups being specified based on the minimum wage — general revenue
allocations have, in fact, been based on historic levels and are ad hoc in practice.
In some cases, however, there is a specific liability on the budget that is enforced.
In the Czech Republic, for example, there is a monthly central budget transfer
for the economically inactive population set at 13.5% of the average wage, as
defined by the Ministry of Finance (Rokosov4 et al. 2005). Another example is
the Republic of Moldova, where the health insurance law specified that the per
capita contributions from the budget on behalf of state-insured individuals must
be equivalent to the estimated average per capita cost of the benefits package,
leading to annual increases in these transfers (Shishkin, Kacevicius and Ciocanu
2008). Estonia is notable for its near-complete reliance on payroll taxation, with
very minor transfers to the Estonian Health Insurance Fund (EHIF) for non-
contributing individuals entitled to coverage, and in Croatia subsidies for the
non-working population were made implicitly by retroactively covering shortfalls,
rather than these being budgeted and paid prospectively (Voncina, Dzakula and
Mastilica 2007).
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Thus, and as reflected in Table 4.1 and Fig. 4.2, general revenues continue
to play an important role in health system funding, even in many countries
that rely on payroll tax as the predominant revenue collection mechanism.
This may take the form — as described above — of explicit subsidies for the
non-contributing population. In the Republic of Moldova, over 65% of the
funds managed by the National Health Insurance Company (NHIC) took the
form of transfers from the central budget to cover the premium of defined
state-insured non-contributing individuals (Shishkin, Kacevicius and Ciocanu
2008). Alternatively, in Kyrgyzstan, the state budget transfers most of the funds
for health from general revenues to the Mandatory Health Insurance Fund
(MHIF) to provide a basic package on behalf of the entire population (that is,
not for compulsory health insurance). In addition, payroll taxes exist and central
budget transfers to the MHIF take place, in order to achieve a complementary
contributory entitlement for the “insured population”. Hence, public funding
for both the Moldovan and Kyrgyz systems comes predominantly from general
revenues, although each has something called a “health insurance fund”.
However, the mechanisms of transfer and the extent of the relationship between
contribution and entitlement differ considerably.

Despite the movement toward compulsory health insurance and dedicated
payroll taxes in most countries, in some — such as Armenia, Belarus, Ukraine
and Uzbekistan — no payroll tax for health insurance was ever introduced,
and in Kazakhstan a health insurance payroll tax existed for only three years
before being cancelled in 1998. In Armenia and Latvia, a separate pooling and
purchasing agency was funded entirely from a transfer of general revenues,
although in the latter case revenues were allocated through an earmarked
percentage of income tax through 2003.

In all countries, general revenues also are used to directly fund population-based
and public health-oriented programmes, such as those for tuberculosis (TB),
psychiatric care, human immunodeficiency virus/acquired immunodeficiency
syndrome (HIV/AIDS) and substance abuse. These often also include defined
high-priority programmes, for example those for diabetes (Latvia, the former
Yugoslav Republic of Macedonia) and organ transplants (Poland). In addition,
capital investment funds flow from the central level (for example, Uzbekistan,
Kazakhstan and the Russian Federation) and regional level (for example Poland
and Estonia), or both central and regional levels (for example, the Czech
Republic, Hungary and Slovenia). In most CE countries, local and municipal
general revenues are relatively small, although there are exceptions, such as
Bulgaria, where over 40% of funding flows from decentralized levels. Most

45 Despite the explicit link between contribution and entitlement in the Republic of Moldova, the fact that payroll tax
and general budget revenues are pooled means that the link is less apparent when expenditures are made. In this way, the
payroll tax could be viewed as a means to leverage budget revenues into the new NHIC purchasing system.
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former Soviet countries have retained the decentralized budgetary structure,
and most funding flows from the oblast and rayon/city levels. In the Russian
Federation, for example, over 80% of all public funding flows from the regional
level. In a few former Soviet countries, however, budgetary sources have largely
been centralized (such as in Armenia, Kyrgyzstan and the Republic of Moldova).

ii. Private sources: VHI and out-of-pocket payments

The extent to which countries’ health systems rely on private funding sources
is reflected in Fig. 4.2 as the distance from the diagonal line to the origin (that
is, the closer to the origin, the greater the reliance on private sources). The
graph reflects the substantial variation in the “public—private” funding mix
in the region, from a low of just over 21% of public funding in Tajikistan
to a high of over 89% in the Czech Republic. The variation largely reflects
the extent of economic and fiscal collapse and recovery among the countries,
although the effects of specific policies had an impact in some countries.
For example, although VHI plays only a minor role in the funding mix for most
of the countries, Slovenia is a notable exception. It chose to use a combination
of high cost-sharing obligations and complementary VHI in a manner similar
to the role of mutuelles in France, and this explains the relatively high share
(approximately 27%) of health spending that came from non-public sources in
2004 (Fig. 4.2). Reforms involving VHI are addressed in Chapter 11.

Most private spending in the region comprises OOPS at the time of service
utilization, in the form of co-payments, “pure” private payments (that is,
purchase of privately supplied health services and products such as outpatient
medicines) or informal payments for health services. Most countries in the
region have introduced co-payments for services considered to be discretionary
or unnecessary, or which are sought without referrals from a lower level of care;
dental services; medical appliances; outpatient drugs; and some rehabilitation
and non-urgent ambulance services. The experience with policies on co-
payment and efforts to address informal payments is addressed in Chapters 7
and 12.

C. Description and analysis of selected reform
implementation experiences

As indicated above, the most common reform in public funding sources
and collection mechanisms was the introduction of dedicated taxes — most
commonly a payroll tax — as part of the introduction of new compulsory
health insurance arrangements. Selected experiences with the introduction
and modification of such mechanisms are reviewed here against the objectives
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defined at the beginning of the chapter: impact on the level of public funding,
impact on equity in finance and utilization, impact on administrative efficiency,
and role in facilitating other health financing reforms.

i. Diversifying public sources

It is evident from Fig. 4.2 that transitional countries that rely predominantly on
dedicated taxes tend to have a higher share of total health spending from public
sources compared with those countries that rely mainly on general revenue
allocations. It does not follow from this, however, that dedicated taxes are a
more successful approach or should be recommended on the basis that they
will raise more money. The underlying conditions that enable the effective
collection of dedicated taxes — high formal sector employment, high economic
growth, and so on — also enable the collection of general taxes, and particularly
income taxes. Further, the pre-transition starting point of the countries, and
their rationales for introducing dedicated taxes at the time(s) they did so, do not
necessarily apply today to other countries considering changes in their funding
mix. In particular, in the ex-USSR and ex-CMEA countries (see Chapter 2),
health was explicitly a low priority in budget allocation, while in the former
Yugoslavia health spending levels by the state were a function of the payroll
tax and only implicitly a product of resource allocation priorities. The post-
transition ex-Yugoslav countries maintained their dedicated taxes and relatively
high rates of public spending on health, and the CMEA and Baltic countries
introduced dedicated taxes in large part to return to the systems that were in
place prior to 1948. These countries (including many of the CE countries that
are now new EU Member States) have experienced greater economic growth
and labour market formalization than the former Soviet countries, and hence
they have a much stronger base for collecting both dedicated and general taxes.

A more policy-relevant question for countries with, or considering, dedicated
taxes for compulsory health insurance is the extent to which they should mix
sources by adding general revenue allocations. For most countries, at least 10%
of health spending comes from general revenues, but this is not surprising
since all countries have some expenditures relating to MoH administration,
public health services, surveillance and so on. So the question, more precisely,
relates to the extent to which general revenues should be used to fund personal
health care services included in the benefits package. Some — such as the Czech
Republic, Slovakia and Bulgaria — make use of substantial general budget
subsidies to ensure universal coverage for the benefits package. Others, such as
Estonia and many of the ex-Yugoslav countries, rely almost solely on dedicated
payroll taxes for health insurance.



Sources of funds and revenue collection: reforms and challenges 101

Estonia’s experience illustrates some of the risks of not diversifying public
sources. Since 2001, the dedicated “social tax” has provided 99% of the revenues
managed by the EHIE However, there are two categories of non-contributing
insured individuals within the Estonian system: those covered by contributions
from the state (approximately 3% of the covered population in 2005) and those
entitled to coverage without contributing, of which children and pensioners
form the largest groups (approximately 48% of covered individuals in 2005).
The contributing employed insured population accounted for approximately
49% of EHIF coverage (EHIF 2006). Although the share of this latter group
has been slightly but steadily increasing, the near absence of allocations from the
central budget raises two important concerns. First, approximately 5% of the
population “falls through the cracks”, lacking coverage by the EHIF (Couffinhal
and Habicht 2005). While the Estonian financing system has performed well
in many respects, this lack of universal coverage is a notable shortcoming when
compared with other countries, such as the Czech Republic and Lithuania, that
rely on substantial transfers from general revenues to the insurer(s). Second,
there is a concern about the longer term viability of a situation in which half the
covered population essentially pays for all the insured individuals.

In the situation where less than half of insured persons pay for about 97
percent of the health costs of all insured, it is ever more difficult to meet the
expectations of the society in respect of health care services. Given aging of
population, growing awareness of the insured, new and higher expectations and
the development of medical technology, on the one hand, and the shortage of
financial resources allocated to health care, on the other hand, it is probable
that actual possibilities do not allow for meeting our expectations in the future
(EHIF 2006, p. 22).

Another concern raised by Estonia’s lack of diversification in public sources
has been that contributions from payroll taxes have been growing in nominal
and even real terms in line with rising employment and wages, yet their rate of
increase has been less than that of GDP growth and total public expenditure
growth. As a result, health as a share of total public spending fell from 14% in
1996 to 11.5% in 2005 (WHO 2008). Associated with this has been a rise in
OOPS, growing frequency (although perhaps still slight in comparison with
other countries) in catastrophic and impoverishing expenditures (Habicht et al.
20006) and a decrease in the overall progressivity of health financing from 2000
to 2005 (Vork, Saluse and Habicht 2009). The Estonian experience suggests
that the ability of payroll taxes to make a system less dependent on shifting
political priorities is a double-edged sword: it can lead to decreases as well as
increases in public spending on health.
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ii. Payroll tax-funded compulsory health insurance in CE/EECCA countries

As described above, in the CE countries that are now new EU Member States
and in the former Yugoslav countries, payroll tax is the predominant collection
mechanism for health revenues, with tax rates of up to 17% of payroll.
Conversely, the former Soviet countries that introduced payroll taxes put them
at the level of 2-4%, and general tax revenues remain the predominant public
revenue source for health. This section looks at reform implementation in
former Soviet countries with the aim of deriving lessons for countries with a
similar economic and demographic context that might be currently considering
revenue collection reforms. Payroll tax and compulsory health insurance were
introduced in 1993 in the Russian Federation, in 1996 in Kazakhstan, in 1997
in Kyrgyzstan and in 2004 in the Republic of Moldova. While superficially the
same reform (compulsory health insurance), there were important differences
in implementation processes between these countries. As a result, in only one
of them (the Republic of Moldova) did the reform clearly lead to an increase in
public revenues for the health system.

In the Russian Federation, a leading motivation for introducing compulsory
health insurance was to increase public funding for health from outside the
budget process and thereby counteract the legacy of low priority for the health
sector inherited from the USSR (see Chapter 2). The sources of funds for
compulsory health insurance were a payroll tax set at 3.6% of the wage bill
and contributions by regional and local governments on behalf of the non-
working population. Initially, however, no national norms for these budgetary
contributions were adopted. This led to wide variation in practices and, by
1997, 27 out of the country’s 88 regions were making no compulsory health
insurance contributions from their budgets (Shishkin 2000).

Available data suggest that the creation of a new source of funds did not lead
to an increase in public spending on health during the 1990s. State budget
spending on health fell from 3.1% of GDP in 1993 to 2.0% in 1999, with this
decline almost fully accounted for by the drop in regional/local government
spending. Payroll tax funding rose slightly from 0.6% to 0.7% of GDP during
this period. As a result, total public spending on health fell from 3.7% in the
first year of compulsory health insurance implementation to 3.0% by 1999.
In real terms, this was a drop of more than 60% — much more than the
estimated 25% decline in GDP over the same period (Shishkin 2000; Davis
2001). While it is arguable as to whether compulsory health insurance was
the cause of this decline (for example, by inducing local governments to cut
their budget allocations to health) or whether it prevented the decline from
becoming worse, it is clear that the reform did not achieve the objective of
increasing public spending on health.
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As an attempt to reverse this trend, the Russian Federation Government
initiated a process in 1997 to develop a needs-based, actuarial approach to
defining the need for budget funds for the health sector. The mechanism
was the definition of an annual “programme of state guarantees in free care”.
The central government developed and approved utilization targets across types
of care and groups of population (urban-rural, children—adults) and were
based on expected and “desired” volumes of care. New financial “normatives”
were also set (for example, unit cost rates per visit, bed-day, ambulance call, day
care centre case, and so on), in part founded upon bottom-up estimates, based
on new clinical technology standards. With these cost and volume targets as
a basis, the cost of national package of benefits was calculated and approved
by central government as the benchmark for regional programmes of state
guarantees. The major objective was to pressure regions to change their budget
priorities and contribute more to health.

Despite this extensive planning, the central government could only provide
regions with benchmarks for funding based on the cost-and-volume model.
The local authorities retained discretion, and the regional response to these
federal recommendations varied: some regions balanced their benefits packages,
but most proved reluctant to shift budget priorities, effectively ignoring the
targets. Overall, the share of regional budgets allocated to health fell from 18%
in 1998 to 14% in 2003. In 2004—2005, another attempt to influence regional
priorities came in the form of draft legislation on health insurance requiring
regions to produce cost estimates of benefits packages based on minimum
unit cost rates. These rates were determined by the federal government, with
regional adjustment for diagnosis-related groups (DRGs) on the basis of clinical
standards. Regional governments were legally required to balance the cost of the
benefits package with their contributions to compulsory health insurance for
the non-working population. The Federal Compulsory Health Insurance Fund
provided matching subsidies to regions, based on fiscal capacity, provided
that the federal guidelines for regional benefits package costing were followed
(Slepnev et al. 2005). However, the development of a pure actuarial approach
was not supported by the Ministry of Finance, in part due to legal constraints
which set out regional rights. In 2007-2008, a new round of discussions
was initiated on methods of establishing the commitments of the regional
governments to health funding (Shevsky, Sheiman and Shishkin 2008).

In Kazakhstan, a new system of payroll tax for health insurance was introduced
in 1996, along with the development of a new MHIE The insurance system
became operational and began financing health care services in mid-1996, but
it was cancelled by the end of 1998 following poor performance in terms of

46 Fiscal capacity of regions was measured by general tax revenue per capita.
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Fig. 4.3 Public spending on health by source, Kazakhstan, 1995-1999

Source: AHC 2000.
Notes: GDP: Gross domestic product; MHIF: Mandatory Health Insurance Fund.

meeting financial commitments to providers and amid widespread charges
of corruption (Kutzin and Cashin 2002). The premium for the employed
population was a 3% payroll tax paid to the MHIF by employers. Self-
employed or non-registered unemployed individuals were required to purchase
health insurance policies directly from the MHIF at a per capita rate specified
by the local (0blast) branches of the MHIE Premiums for pensioners, registered
unemployed people, children and other non-contributing “protected”
categories of citizens were to be paid by local budget transfers to the MHIE
The level of budget transfers was a per capita amount set by the Federal MHIF
but subject to modification by local governments. The MHIF reported high
collection rates (revenues collected as a percentage of projected revenues) for
the payroll tax, but, as was the case in the Russian Federation, the collection
rate from local budgets was a consistent problem (MHIF Kazakhstan 1999).

As shown in Fig. 4.3, the period of MHIF implementation was marked by a
decline in the level of public spending on health. The 1% of GDP decline in
spending was due largely to a dramatic fall in state budget spending on health,
from approximately 13% of total public spending in 1996 to 7% in 1998.
Such a precipitous drop was due to the lack of not only budget transfers for
the nonworking population but also coordination between the introduction of
health insurance and the local government authorities. The decline reflected, in
many instances, a withdrawal from health system funding and a shift towards
other priorities by the local governments in reaction to the loss of direct
hierarchical control brought about by the creation of the MHIE This, combined
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with some recovery in state budget funding levels following the cancellation of
the MHIF, suggests that the implementation of payroll tax-funded compulsory
health insurance actually caused a substantial dec/ine in total government health
spending (Cashin and Simidjiyski 2000).

Although it was not successful in raising additional revenue for the health
sector, there is evidence that Kazakhstan’s compulsory health insurance system
during its brief existence was beginning to effect some change in the roles and
relationships among government, providers and patients in the health care
system. Innovations in provider payment systems, contracting with providers
and computerized information systems were driven by the MHIF rather than
the MoH between 1996 and 1998. These new payment systems were made
possible by the establishment of the MHIF as an off-budget agency operating
outside the country’s standard public financial management rules. Although
these purchasing strategies were only at the early stages of development when
the mandatory health insurance system was cancelled, many of the new provider
payment systems remain codified in the national budget law (Government of
the Republic of Kazakhstan 2000).

In Kyrgyzstan, financing reforms have undergone various phases since
the introduction of a dedicated payroll tax for health insurance in 1997.
The payroll tax was tied to the establishment of a new off-budget MHIF, and
the MHIF became the driving force of a comprehensive health financing reform
agenda that was implemented gradually using a step-by-step approach over the
next 10 years. From 1997 to 2000, the MHIF provided additional funding to
public providers that were also paid through the budgetary system inherited
from the USSR. In 2001, the next phase of reforms began with the Single
Payer system, under which oblast and rayon budget funding for health (the main
source of public funds) was pooled at oblast level and managed by the oblast
department of the MHIF. Later, in 2006, the source of budget funding was
switched from local budgets to the central (“republican”) budget. These reform
phases correspond to different experiences with the level of public funding
provided for the health system.

An off-budget Kyrgyz Social Fund already existed to collect payroll taxes
for pension and unemployment benefits and to manage the pension fund.
This fund also collected the 2% payroll health insurance contributions as part
of its overall payroll tax responsibilities, and was to transfer this to the MHIE
Pensioners and registered unemployed individuals were covered by statute, and
their premiums were meant to be paid by means of transfers from the pension
and unemployment funds, respectively. As shown in Table 4.3, however,
implementation of these transfers was carried out far less than legally required
during the first six years of the MHIF’s existence.
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Table 4.3 Collections and transfers for health insurance in Kyrgyzstan, 1997-2002

(Million soms) 1997 1998 1999 2000 2001 2002
MHIF premiums collected by SF 41.0 82.8 117.1 138.3 166.6 186.3
Revenues transferred to MHIF for employees 9.2 309 73.1 894 80.5 1021
Percentage of collections transferred 224 37.3 624 646 483 54.8
Planned revenues for pensioners 15.0 38.0 48.0 48.0 80.0 80.0
Revenues transferred for pensioners 0.0 9.8 145 125 78 00
Percentage of planned transferred revenues 0.0 258 30.2 261 98 0.0
Planned revenues for unemployed 0.0 85 90 90 90 90
Revenues transferred for unemployed 0.0 1.3 6.0 31 25 05
Percentage of planned transferred revenues 0.0 153 66.7 344 278 5.9
Total planned/collected revenues by SF 56.0 129.3 174.1 195.3 255.6 275.3
Revenues actually transferred by SF 9.2 42.0 93.6 105.0 90.8 102.6

Percentage of planned/collected revenues

transferred by SF 16.4 325 53.8 53.8 35,5 373

Source: Kutzin 2003, based on MHIF data.
Notes: MHIF: Mandatory Health Insurance Fund; SF: Social Fund.

The decision to keep the collection function within an existing revenue
collection agency was made to allow the MHIF to concentrate its efforts on
the other health financing functions and to avoid adding to the administrative
costs of the wider social system. Given the low level of the health payroll tax,
it did not make sense to create a new collection agency. However, the lack of
transparency in the transfers from the Social Fund to the MHIF undermined
the ability of the MHIF to predict with confidence its level of funding and
hence to plan and fulfill contracts for payment of providers. During 2002,
the situation became so grave (with under-payment of providers and growing
informal payments) that the MHIF — backed by international partners
supporting the health reform process — pushed the government to amend an
existing agreement with the IMF so that, beginning in October 2002, the
Social Fund was required to remain current in its cash transfers to the MHIF
(that is, no new arrears would be allowed). The IMF checked this condition
quarterly, and as a result the transfers on behalf of employed individuals were
stabilized (Kutzin 2003). Later, in 2004, responsibility for funding the coverage
of pensioners was shifted from the pension fund to the republican budget
(Jakab et al. 2005). Therefore, the assignment of the collection responsibility
to the Social Fund was probably efficient in terms of overall administration but
was marked by a lack of transparency in the flow of funds to the health system
(perhaps arising from the lack of separation of functions for collection and
pooling in the pension system). In the Kyrgyz context, it was only possible to
overcome this problem by engaging powerful external agencies.
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The impact of the reforms at the level of public funding for the health system
is difficult to discern. In the aggregate, there was a steady decline in health
spending as a share of total government spending from 13.5% in 1996 (the
year before the payroll tax was introduced) to 9.0% in 2002 (Jakab et al.
2005). This suggests that there was some offsetting decline in budget funding.
The motivations were different from those seen in Kazakhstan, however, because
from 1997 to 2000 there were no obligations on local governments to fund
non-contributors, and the MHIF was seen as providing additional funding
for the system. The initiation of the Single Payer reform in 2001 changed the
role of rayon and oblast governments from direct funders and controllers of
health facilities to funding sources for the oblast MHIFs. In preparation for
this, in the year 2000, the MoH and the MHIF negotiated with all the local
government authorities in the two oblasts in which the Single Payer reform was
to be implemented in 2001, and planned budgets for health were not set to
decrease in that year. Execution of these budgets did not go as planned, however.
One reason for this was the perceived loss of control of local authorities for
their local health system, which led them to divert funds to be used in other
fields. A second reason was the introduction of formal hospital co-payments
in these regions as part of the reform. While on average the co-payments did
not change the level of OOPS in hospitals, local authorities perceived these as
new revenues because of their appearance in accounting systems for the first
time. Hence, this gain in transparency (transformation of informal payments
to formal co-payments) had the perverse effect of causing a decline in budget
allocations for the health system (Kutzin 2003).

The reforms entered a third phase in 20006, a year after the Single Payer system
was in place nationwide. In 2006, the role of local governments in funding
the health system was largely eliminated, with responsibility shifted to the
republican budget. As a result, the level of funding to be provided was shifted
from being a set of decisions made by numerous local governments to (largely) a
single national political decision. This — combined with the conditions attached
to a new pooled donor funding agreement with the government — led to a
substantial increase in the share of public funding allocated to the health sector
(Ibraimova et al. 2007).

The payroll tax system did not make a substantial contribution to the level
of public funding and, even with the most recent positive developments, the
reforms as a whole have not led to a major increase in funding levels as yet.
However, the new institutional structure created a platform for profound
reforms in pooling and purchasing that led to demonstrable gains in equity and
efficiency in the Kyrgyz health system. These are discussed in detail in Chapters
5 and 6.
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The Republic of Moldova has been the only CE/EECCA country in which
the introduction of payroll tax-funded compulsory health insurance led to
an unambiguous increase in the level of public spending on health. As in the
Russian Federation and Kazakhstan, the 2003 law that established the NHIC
also stipulated budgetary contributions on behalf of defined non-contributing
groups in the population. The nationwide introduction of compulsory health
insurance in 2004 was accompanied by the centralization of budget funding for
health from the 7zyon level to the national level, in addition to the introduction of
the payroll tax. This facilitated implementation of the law’s conditions requiring
that the rate of payroll tax paid as a contribution for the working population
and the level of per capita contributions for non-working populations paid
from the state budget should be equivalent to each other and to the average
per capita cost of the health care benefits package guaranteed by the NHIC to
all insured individuals. This principle of equivalency stipulates a clear financial
responsibility on the part of the government for the population insured by the
state, and makes an allowance for yearly increases in the financial resources
of the NHIC in line with the annual growth of the cost of the basic package.
In turn, this mechanism was effective at balancing publicly guaranteed benefit
entitlements with public funding levels and assuring stability of the latter.
It also “forced” an increase in budget contributions according to the growth
of payroll contributions, even though the rate of the latter did not change.
For example, in 2004 the official average wage increased from 952 lei in January
to 1496.9 lei in December. The government did not change the payroll rate
but had to increase compulsory health insurance contributions for the non-
working population in accordance with the growth of wage level (Shishkin,
Kacevicius and Ciocanu 2008).

As in Kyrgyzstan, the introduction of the NHIC in the Republic of Moldova
had salutary effects on equity and efficiency, particularly through the shift from
rayon-level to national-level pooling and purchasing.

iii. Functional integration or separation of collection and pooling

As described in Table 4.2, countries in the CE/EECCA region have made
different choices as to whether to make new purchasing agencies (typically
compulsory insurance funds) responsible for the collection of dedicated taxes
(integrated approach), or to have a separate body — typically either the general
tax collection agency for the country or an agency with specific responsibility
for collecting payroll “social taxes” — take on this function and then transfer the
funds to be pooled by the purchasingagency (functional specialization approach).
Both approaches have potential theoretical advantages and disadvantages.
The integrated approach allows for greater control of the purchaser over its
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revenue levels, but at the wider government level this means a duplication of
agencies responsible for collecting taxes. The functional specialization approach
may reduce administrative costs and could lead to higher revenues, as higher
collection rates might be achieved by the expertise and streamlined systems
of an agency concentrating on this core function. Moreover, by not taking
on this responsibility, the purchasing agency(ies) may be able to focus more
on improving contracting and provider payment methods. The downside may
be — as with the experience of Kyrgyzstan described above — a loss of control
and predictability with regard to revenue levels. While there appears to be a
trend in the region of a movement toward greater integration of tax and social
contribution collections based on these potential benefits (Barrand, Ross and
Harrison 2004), there is no clear evidence from the region to support one
collection model over the other.

In Bulgaria the decision was made to combine the compulsory health insurance
premium collection with the National Social Security Institute, which
collected pension and unemployment insurance premiums. The managers of
both this institute and the NHIF found that the actual premium revenue for
both institutions increased as a result — in fact exceeding projections — due
to the additional enrollment data and administrative leverage of combining
the agencies (Dulitzky, personal communication, 2006). This suggests that
administrative efficiencies and increased collection performance were obtained
by building on existing payroll tax collection arrangements.

In 2001 in the Russian Federation, payroll tax collection for compulsory health
insurance was shifted from the Federal and Territorial Compulsory Health
Insurance Funds (TFCHIs) to the general tax authority. The tax authority
collects the “uniform social tax”, which covers payroll contributions for health,
pensions and other social security items. A specified portion of the uniform
social tax is transferred to the compulsory health insurance funds. The rationale
for this institutional change was to streamline the collection of all types of tax
(including “off-budgetary” employer/employee contributions) within a general
budgetary framework to promote transparency. Similarly in Estonia, following
years of lobbying by the EHIF, responsibility for revenue collection was shifted
from the EHIF to the central Tax Administration. The EHIF’s rationale was
that the switch in functional responsibility to the Tax Administration would
allow it to focus on purchasing arrangements, or expenditure flows (Jesse,
personal communication, 2006). In neither the Russian nor the Estonian case
has the effects of this change been evaluated, but at least in the Estonian case
the annual reports of the EHIF make clear that the transfer of funds has been
transparent and consistent with the law (EHIF 2006). Hence, in effect, this
change has brought about administrative streamlining with, at minimum, no
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loss in collection performance. With functional specialization, therefore, gains
in administrative efficiency — from streamlined government administration,
collection performance and the level of revenues ultimately received by the
purchasing agency — require the ability to define and enforce a strong regulatory
framework. Otherwise, as reflected by the early experience of Kyrgyzstan, the
system may suffer as a result of (1) lack of control that purchasing agencies have
over enforcing the collection of dedicated taxes, and (2) little leverage to ensure
that the full amount collected is actually transferred to them.

Countries have also experienced difficulties with the implementation of the
integrated approach. In Bosnia and Herzegovina, for example, collection rates
varied from 30% to 84% across health insurance funds (each of which was
responsible for collecting its own payroll tax), due to such factors as different
levels of unemployment, the extent of the informal sector and urbanization.
Overall, the analysis found that only approximately 50% of what could be
collected from formal sector workers was actually being obtained, and much
of this was due to an unclear division of responsibilities — despite the apparent
responsibility of the health insurance funds for revenue collection — for
collection and enforcement between the health insurance funds and the general
tax authority (Sanigest 2005).

In the middle-income countries with competing social insurance funds using
the integrated approach, namely the Czech Republic and Slovakia, revenue
collection performance appears to be high. By changing the basis for redistribution
from 100% of collected premiums to 95% of prescribed premiums (that is, the
amount that should have been collected), the 2004 Slovak reforms introduced
a stronger incentive for insurers to increase their efforts to collect premiums
(Pazitny 2004). Conversely, in the Czech Republic, a 2003 law made 100%
of payroll health insurance contributions subject to redistribution, an increase
from the former level of 60% (Hrobor 2004). In both cases, however, health
insurance collections remained high, and the evidence does not clearly support
the hypothesis that increasing the amount subject to redistribution results in a
decrease in collections. Indeed, it may be that the incentive to enrol more people
is sufficient to ensure high collection rates in a competitive system, and hence
there may be no revenue loss from subjecting 100% of insurance revenues to
redistribution (see Chapter 5 for more on the Czech reforms).

D. Lessons from implementation experience

The primary goal of revenue collection reforms in CE/EECCA countries was to
increase public revenues for the health system, and the main reform introduced
was a dedicated tax, typically in the form of a payroll tax accompanying the
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introduction of compulsory health insurance. However, in most cases it is not
possible to discern a separate effect of these reforms from the changes in the
underlying fiscal context. Where economic growth was strong and much of
the working-age population was engaged in the formal labour market, the
conditions for tax collection — whether general or dedicated — were better, and
hence countries were able to generate more public revenues for health. For
countries that have had a more difficult economic transition, revenue collection
reforms have (on the whole) not had much impact on the level of public
revenues for health. Nevertheless, some lessons emerge.

The experience of the former Soviet countries that introduced a payroll tax
suggest that, in lower to middle-income countries with limited formal labour
force participation, the impact of this reform on the level of public revenues
depends principally on changes that are induced (implicitly or explicitly) at
the level of general revenue funding. An important lesson is that governments
with decentralized fiscal contexts are less able to control the level of budget
funding and, conversely, that centralization facilitates effective reform. The
Republic of Moldova in particular centralized budget funding at the same time
as introducing a payroll tax, and this seems to have facilitated the decision
to maintain (or even increase) budget allocations. Similarly, the shift from
decentralized to centralized budgeting in Kyrgyzstan has enabled government
policy statements on health system funding to be more easily translated into
practice. Conversely, the decentralized budgetary contexts of Kazakhstan and
the Russian Federation were a major constraint on the enforcement of policies
on funding insurance contributions from general budget revenues.

The more general lesson is that reforms involving the creation of a new source
of funds must explicitly address changes needed in existing sources. The major
challenge is to fix the government commitments to funding compulsory health
insurancefor non-contributors. Thisiscritical forboth centralized and decentralized
systems of general budget allocations to health. A political unwillingness to fix
such commitments explicitly may serve as a warning to countries that want
to shift to contribution-based entitlement (the standard compulsory health
insurance financing model). The Republic of Moldovas positive experience
in linking government budgetary commitments for non-contributors to the
estimated average benefits package cost suggests this may be a viable strategy for
maintaining or increasing funding in countries that introduce compulsory health
insurance in contexts of relatively high informality in the labour market and/or
a large share of the population that is not part of the workforce. Even in more
favourable macroeconomic and labour market contexts, such explicit linkage (as
in the Czech Republic, for example) is useful for promoting predictability in the
total level of funding that flows to the purchasing agency.
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Evidence is also limited with regard to the effect of revenue collection reforms
on equity in finance. Changes in the distribution of the burden of funding
health systems — especially the shift towards a greater dependence on OOPS
— inevitably have meant some loss of equity in finance. As with overall public
revenues, this was driven largely by underlying contextual shifts, rather than
reforms per se. One important change was the shift from universal entitlement to
contribution-based entitlement in those countries that introduced compulsory
health insurance. In principle, this was a shift away from universal coverage,
unless countries developed mechanisms to fund the participation of non-
contributors, which many did (for example, the Czech Republic). However,
the experience of Estonia suggests that even in a relatively highly formalized
economy near sole reliance on payroll taxes to fund health insurance coverage
will result in coverage gaps. Further, the failure to diversify funding sources led
to a fall in compulsory sources of financing as a share of total health funding
and a consequent reduction in progressivity over time. The experience of these
and other countries demonstrates that — in the absence of viable mechanisms of
funding non-contributors — countries either have to accept less than universal
coverage or give up the principle of contribution-based entitlement. In the
latter context, the declaration of universal population-based entitlement does
not guarantee that the system will be more equitable in practice. It depends
very much on the level of budget revenues that is provided and — in relation to
this — the extent to which systems are forced to rely on informal payments, as
well as whether there is a de facto preference for contributors (or discrimination
against non-contributors) at the level of service delivery.

The evidence on the relative merits of an integrated or functionally specialized
approach to revenue collection is limited. Functional specialization, whereby
a health agency does not collect dedicated taxes but leaves this to other tax
collection agencies that exist in the country, offers the opportunity for greater
administrative efficiency and collection performance. This was the experience
in Estonia and Bulgaria, but the early problems faced by the Kyrgyz MHIF in
obtaining revenues from the Social Fund suggest that such systems may also
face problems of transparency. Conversely, the experience of some countries
with integrated collection, as with the insurance funds in the Czech Republic
and Slovakia that collect premiums directly, shows that this approach can work
as well. There is no general solution arising from this experience, although the
arguments for functional specialization are compelling, principally because
such specialization enables the insurance fund to focus on its pooling and
purchasing responsibilities. The case is strongest in countries where the payroll
tax is (or will be) set at low levels — below 6%, for example. More generally, any
arrangement involving inter-fund transfers requires both well-defined rules and
administrative procedures to govern these in a transparent manner.



Sources of funds and revenue collection: reforms and challenges 113

Possibly the most important lesson from the experience of the region is that
changes in the sources of funds can and should be linked to, or even drive,
reforms in other health financing functions. In particular, two important roles
can be discerned. First, creation of a dedicated tax has been an important
implementation step for changing health financing systems. In most cases, an
important aspect of reform was the use of new provider payment mechanisms
by new purchasing agencies, such as compulsory health insurance funds.
In turn, most countries could not simply create such entities within their core
public financial management systems, but instead linked them to the creation
of a new source of funds. This practical reality, rather than a conceptual need,*’
has justified the establishment of new compulsory funding sources as part of
the implementation of health financing reforms. In other words, the source
of funds did indeed have implications for how flexibly the money can later be
used. In particular, in many countries the treasury has the legal right to ensure
that general (even dedicated) tax revenues are used according to public sector
financial management rules. This often results in such tight controls (such
as line-item budgets) that using strategic purchasing methods would not be
possible. However, as the experience of the Republic of Moldova demonstrates,
this is not a general “rule” but rather something that has to be assessed in each
individual country context. As a step in initiating reforms, the creation of a new
source of funds has often been necessary to enable the flexibility that allowed
further system reforms, such as changes in purchasing arrangements, provider
payment policy changes and organizational changes to improve efliciency.
In addition, the new health insurance funds have an explicit or implied
mandate® to move away from a “business as usual” approach and to modernize
the relationship between the purchaser and providers of health care. As the
Kyrgyz experience shows (see Chapters 5 and 6), there may be a reform
sequence in which the initiation of changes with a new source of funds can
later filter back to general budget revenues, leading to increases in the flexibility
with which these revenues are used.

Once the new purchasing agencies are established, it is essential that they can
predict with confidence the level of funding they can expect to obtain, so that
they can contract and pay providers effectively. Hence, to sustain reforms, the

47 Conceptually, as the experience of the United Kingdom demonstrates, it is possible to introduce major changes in
pooling and purchasing with general budget revenues and from within national public financial management processes.

48 In many countries, the legal nature of the compulsory funding source (general government revenues versus payroll

tax revenues earmarked for health insurance) determines important aspects of the overall health financing arrangements.
In Hungary, for example, the insurance contribution creates a contractual arrangement between the taxpayer and the
government (and the health insurance fund acting on behalf of the government); therefore, services must be provided

in return, and the government cannot radically reduce the benefits package. In 1995, for example, the Hungarian
Government tried to remove some in-kind and many of the cash benefits that the health insurance system had provided
as part of its attempt to balance the overall government budget. This was challenged at the Constitutional Court, resulting
in a ruling that some of the benefits had to be reinstated in the package, based on (among others) the argument that such
radical changes violate constitutional rights and in a contractual relationship there has to be a certain level of balance
between contributions and benefits (Constitutional Court of Hungary 1995).
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second key role for revenue collection mechanisms is to ensure a predictable
and stable flow of funds to the purchasing agencies. As Kyrgyzstan’s initially
problematic experience with transfers from the Social Fund to the MHIF
showed, such instability in revenue collection can undermine purchasing
reforms. It is not surprising that countries with stronger economies and
fiscal capacity have fared better in this regard. The experiences of some of the
CE/EECCA countries with lower income reviewed here suggest, however,
that gains in predictability and stability can be made in these contexts as well.
Further, the simple existence of a dedicated tax does not ensure these gains,
while greater attention is needed to bring increased predictability and stability
to the flow of general budget revenues to health care purchasers.

Finally, health financing reform requires much more than simply changing
revenue sources, although in many transitional countries, these changes set
reforms into motion — even in those in which the revenue collection reforms
alone were not especially successful in terms of mobilizing increased public
funding. New possibilities were opened up for reforming pooling and
purchasing arrangements, and these are addressed in the following chapters.
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Chapter 5

Reforms in the pooling
of funds

Joseph Kutzin, Sergey Shishkin, Lucie Bryndovd, Pia Schneider, Pavel Hrobori*

A. Introduction

Pooling is a common theme in health financing, as it is directly linked to one
of the principal goals of health financing reform (and indeed, of health systems
more generally): improving protection against the financial risk of using health
care services. Experience with reforms in CE/EECCA countries suggests the
need to distinguish two aspects in this regard: (1) pooling as a policy objective
(that is, risk pooling), and (2) pooling as a policy instrument (that is, changes
in the way that funds are accumulated in the health system). More specifically,
the central position of pooling in the health financing system (Fig. 5.1) suggests
that it is essential to understand the following:

e allocation mechanisms from collection

e interactions with purchasing

e relation to the population in terms of coverage and choice

e governance and regulatory arrangements for pooling agencies.

A critical issue is the market structure of pooling in a particular country.
Dimensions of market structure concern the number of pools relative to the size
of the population, whether pools are territorially distinct or overlap, whether
there is competition between pools, as well as the nature of any mechanisms
for inter-pool financial flows (for example, risk-adjusted allocations). More
specifically, the nature and extent of fragmentation in pooling has implications
for policy objectives.

In this chapter we describe and analyse how reforms in the way that CE/
EECCA countries pool funds for health care have been implemented and

49 The authors are grateful to Sheila O’Dougherty and Jack Langenbrunner for providing helpful comments on earlier
drafts.
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the effects that these changes have had on health financing policy objectives
via their impact on pool fragmentation. The principal objectives related to
pooling are financial protection, equity in utilization and the distribution of
health resources, as well as administrative efficiency. Effects on or associations
with changes in efficiency in the organization of health care services are also
considered here, although these are addressed in more depth in Chapter 6.
The next section of this chapter provides a brief descriptive overview of reforms
relating to pooling in CE/EECCA countries. This is followed by an in-depth
analysis of the implementation and effects of reforms in several countries.
We draw lessons from this implementation experience in our concluding
section (D).

B. Overview of pooling reforms in CE/EECCA countries

Since 1990, most CE/EECCA countries have introduced reforms relating
to how they pool funds for health care. Such reforms have involved both
compulsory and voluntary pooling arrangements. Reforms in voluntary pooling
(the introduction or expansion of VHI) are addressed in Chapter 11. Therefore,
we limit the scope of this chapter to reforms in compulsory pooling.

Reforms to alter the market structure of compulsory pooling arrangements
have been implemented in nearly all transitional countries. Because each case
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has its own peculiarities, the reforms are difficult to categorize. For the purposes
of this chapter, we identify two broad types of pool market structure reform:
(1) creating a new pooling agency (or agencies), such as a compulsory health
insurance fund(s); and (2) either centralizing formerly decentralized pools or
introducing risk-adjusted competition between pools. An overview of such
reforms in the region can be found in Table 5.1.

As reflected in the table, nearly every CE/EECCA country has introduced a
reform of pooling arrangements since 1990. In every CE country and the new
EU Member States shown in the table, reforms included the introduction of
a compulsory health insurance fund (or funds) organized separate (though
to varying degrees) from direct hierarchical control of the public sector
budgetary and financial management system. However, the establishment
of new pooling agencies was not always synonymous with the creation of
contributory compulsory social health insurance. For example, the Armenian
State Health Agency (SHA) and Latvian State Compulsory Health Insurance
Agency (despite its name) manage general budget revenues only, and there is
no link between contribution and entitlement. Similarly, while Georgia retains
its payroll tax, there is no longer a percentage that is earmarked for health, and
no link between contribution and entitlement. In most other cases, however,
new agencies were introduced in the context of a shift from population- to
contribution-based entitlement (that is, “true” social health insurance).

In the former Soviet countries that are not part of the EU, the reform picture
is more mixed. While most of these 12 countries passed legislation in the early
1990s to establish compulsory health insurance, only five of them actually did
so. The Russian Federation was first in 1993, followed by Georgia, Kazakhstan
(though it only survived three years), Kyrgyzstan and the Republic of Moldova.
Armenia also created a public agency, initially separate from the MoH, to pool
all budget funds for health at national level. Minor changes in resource allocation
mechanisms to territorial pools were introduced in Belarus and Ukraine, and a
more significant change (oblast-level pooling) is under way in Uzbekistan.

To varying degrees in all countries, a critical aspect of pooling reforms has
been the extent and nature of efforts to coordinate the pooling of general
budget revenues with those collected from earmarked payroll taxes for health
insurance. Related issues have included the extent and nature of “horizontal”
fragmentation in pooling arrangements (such as single or multiple/decentralized
funds, separate arrangements for insured and uninsured populations, and so
on) and the “vertical” integration/separation of pooling arrangements with
collection, purchasing and provision. Insurance fund competition has been
discussed in many countries but only introduced in the Czech and Slovak
Republics and the Russian Federation.
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Table 5.1 Reforms to compulsory pooling arrangements

EU

Bulgaria NHIF established as an independent public entity in 1999 under
(NHIF 2007; tripartite governance arrangement (employers, state, insured
Waters et al. individuals); universal entitlement based on citizenship; outpatient
2006) care and part of inpatient costs covered through national pool with

Czech Republic
(Hrobor 2003,
2004)

Estonia

(Jesse et al.
2004;
Couffinhal and
Habicht 2005)

Hungary
(Gaal 2004)

28 regional branches. The MoH initially retained national pool (direct
budgeting) for specialized facilities, university and regional hospitals,
but NHIF has gradually increased its role in pooling for inpatient care
as well. Municipal health budgets were centralized within the MoH in
2004, and for two years both the Ministry and the NHIF contracted
inpatient care in a dual system. The 2006 reform expanded the
responsibility of the NHIF to become single national pool of funds for
hospital care.

Compulsory health insurance was introduced in 1992, although unlike
typical social health insurance, the right to entitiement was (and
continues to be) based on permanent residence, not contribution.
The insurance was initially managed by a single insurer (the General
Health Insurance Company, VZP), but soon after competing non-
profit insurers — with a legal status of independent public entities

— were introduced. Each insurer collects premiums (set as a payroll
tax) independently. In 1994, a national pooling arrangement was
introduced through a simple risk-adjustment mechanism administered
by the VZP. Approximately 70% of collected funds (60% of collected
premiums and the whole payment from the state budget on behalf of
non-working people) were subject to redistribution between insurers.
The total number of insurers rose to 27 in 1995 and stabilized at

9 in 2000. From 2004 to mid-2006, a new risk-adjustment process
was gradually implemented, with all collected funds subject to
redistribution (for example, in one national pool), that combines a
more refined ex ante formula and an ex post partial compensation of
expensive cases.

Health insurance laws of 1991 and 1994 established one Central
Sickness Fund and (initially 22 but, by 1994, 17) non-competing
sickness funds organized at county/municipal level and accountable
to this level of administration. In 2001, a law established the EHIF

to replace the Central Sickness Fund and consolidate the regional
sickness funds into 7 (and later 4) regional departments of the EHIF.
The EHIF was given legal status as an independent public entity
governed by a tripartite Supervisory Board. It manages the national
compulsory insurance system (94% population coverage in 2003).
A total of 2% of the pool is retained centrally for rare and expensive
procedures. Allocation to regional branches is carried out by crude
capitation for all services other than those provided by GPs (and the
latter reflects GP payment methods).

A single national compulsory insurance pool was established in 1989,
although entitlement is effectively based on residence rather than
contribution. In 1992 the OEP was established as a single national
pool. Reforms have focused principally on governance arrangements
for the OEP. Initially, there was self-governance status with supervision
by elected employer and employee representatives. This was
abolished in 1998, and control of the OEP was vested in the Prime
Minister’s Office and then transferred to the Ministry of Finance in
1999 and to the MoH in 2001.
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Table 5.1 contd

EU contd

Latvia
(Tragakes et al.
2008)

Lithuania
(SPF 2007)

Poland
(Kuszewski and
Gericke 2005)

Romania
(Bara, van den
Heuvel and
Maarse 2002;
authors’ own
compilation)

Slovenia
(Albreht et al.
2002)

Slovakia
(authors’ own
compilation)

In 1994, the SSF was established with a decentralized structure

of 35 “local account funds” that managed separate pools. These
were consolidated to 8 sickness funds in 1997, which received
age-adjusted capitation payments from the SSF. In 1998, the

SSF was changed to the SCHIA. As before, however, the system
provides universal, population-based entitlement that is not linked to
contribution and is funded from general budget revenue (initially an
earmarked percentage of personal income tax revenue). The system
changed again in 2004, with the 8 sickness funds converted to 5
territorial branches of the SCHIA.

The SPF was introduced in 1992 as a single national fund under

the MoH. The 1996 Law on Health Insurance put the SPF under
government rule and established 10 TPFs as branches of the SPF
organized at county level. In 2003, the SPF again became subordinate
to the MoH, and the number of TPFs was reduced to 5.

In 1999, 16 regional sickness funds and 1 military/police fund were
established. A 2003 law centralized pooling under a single National
Health Fund.

Compulsory health insurance was introduced in 1998, following a

law passed in 1997 to shift from the budget-funded system inherited
from the pre-transition period. The 1997 law required the 42 DHIFs to
collect payroll contributions locally and then contract for services from
public and private providers. The district funds administer the money,
along with an NHIF, which sets the rules and can reallocate up to
25% of the collected funds to under-financed districts. This was found
to be insufficient, and in 2004 pooling was centralized from district

to national level. Remaining concerns include the lack of a clearly
defined benefits package and gaps in the coverage of population
groups (long-term unemployed, informal sector and rural workers, for
example), leading to additional reforms in 2006, focusing on defining
a reduced benefits package.

The 1992 Healthcare and Health Insurance Acts created the HIIS
as a compulsory insurance fund and introduced co-payments for
most health benefits. Insurance companies offered complementary
coverage to cover the co-payments charged by social health
insurance, and within a few years, approximately 96% of the
population had complementary insurance.

A compulsory health insurance system was introduced in 1992,
administered initially by a single insurer. Soon after, competing non-
profit insurers were allowed. Each insurer collects premiums (set as

a payroll tax) independently. The number of insurers increased to 12
and later stabilized at 5. A 2004 reform transformed insurers (formerly
public institutions) into joint stock companies, with some owned by the
government and others by private entities. All are subject to the same
rules (including bankruptcy) and oversight by a specialized regulator.
The percentage of premiums subject to redistribution changed several
times, ranging from approximately 70% to 100%. The 2004 reform

left responsibility for the collection of premiums with the insurers but
transferred pooling to the hands of the regulator. At the time of writing,
approximately 90% of collected funds are redistributed, although this
redistribution is based on prescribed (100% of what the insurers
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Table 5.1 contd

EU contd
Slovakia should have collected according to the estimated earnings of the
(contd) covered population), not collected premiums, thus also creating

competition between insurers in terms of premium collection. The
redistribution formula is based on age and sex, with no ex post
compensation for expensive cases.

Non-EU CE countries

Albania
(Nuri and
Tragakes 2002)

Bosnia and
Herzegovina
(World Bank
2006a)

Croatia
(World Bank
2004)

TFYR
Macedonia
(Gjorgjev et al.
2006)

Serbia and
Montenegro
(World Bank
2005)

The HIl was established in 1995 as an autonomous social health
insurance fund. Its service coverage responsibilities are limited to
only PHC physician services and some outpatient pharmaceuticals.
In 2000, budget-funded pools in the Tirana Region were restructured,
integrating finance and delivery.

Decentralized pooling exists in 13 compulsory insurance funds: 1 in
RS, 12 in FBiH organized at cantonal and district (Brcko) levels, as
well as the FSF. The FSF was established in 2002 and functions as
an entity-level pool in the FBiH for “high-cost” diseases, expensive
pharmaceuticals and immunization.

Croatia’s Health Insurance Institute (HZZO) was established by law

in 1993, managing a single national pool. The 2002 Health Insurance
Law reduced benefits and increased co-payments, as well as
establishing complementary voluntary health insurance to cover these.

The compulsory HIF established in 1991 by the Law on Health

Care as an agency within the MoH with a director appointed by the
government. A 2000 law transformed the fund into an independent
public agency managed by a Board, with representatives of the HIF,
the MoH, the Ministry of Finance, and service users. The HIF has 30
branch offices established at municipal level.

Beginning in 1992, the Federal Republic of Yugoslavia adopted Health
Care Acts in the Montenegrin and Serbian Republics, centralizing
social insurance pooling at the republic level from the previous
community SIZs (see Chapter 2), and establishing republic-level HIFs
to contract with local providers. The HIFs are separate entities from
the MoH, with branch offices at municipality level in charge of member
services.»

Russian Federation and western-most former Soviet Republics

Belarus
(authors’ own
compilation)

The Republic
of Moldova
(Shishkin,
Kacevicius and
Ciocanu 2008)

Russian
Federation
(Shishkin 1999;
Mathivet 2007)

Some changes away from the inherited system have taken place, to
allow territorial pools, but these have been minor.

Compulsory health insurance was introduced in 2004, managed by
the NHIC as a single national pool funded two thirds from central
budget transfers and one third from payroll tax. Concurrently, the
former role of rayons/cities in pooling health budgets was eliminated.

CHIs were established at federal and territorial levels in 1993, but
with substantial variation in how the system was implemented across
the country. Three broad models can be discerned: (1) regions that
rely exclusi