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Health Reform Note 4 pointed out that payment mechanisms under a proposed National Health Insurance 

(NHI) system will have to be adapted from those currently used in both the private and public sectors. 

Several expected difficulties with integrating these two sectors and implementing new payment systems 

were briefly discussed. This note continues that discussion by detailing the various payment options 

and associated incentives. We consider international best practice and also the practicalities around 

implementing certain payment mechanisms in the South African context specifically

 

1 Introduction

Central to the proposed health 
reforms in South Africa (SA) 
is a single-payer system.  This 
means that one entity (usually 
the government or a quasi-
government institution) col-
lects all contributions and is 
responsible for reimbursement 
of all providers in the health 
system.1 There are certain ad-
vantages and disadvantages 
to single-payer systems, but 
these are not universal as a 
country’s unique circumstanc-
es may greatly influence the 

perceived pros and cons. Usu-
ally, however, in a single-payer 
model, the responsible entity 
can determine how providers 
are paid at various levels – as 
will be explained in this note. 
We consider the theoretical 
options for payment mecha-
nisms in such a model, while 
keeping in mind current reim-
bursement models in SA and 
highlighting some interna-
tional examples. The note con-
cludes with a short discussion 
on why the situation might 
be somewhat different in SA 
than what the theory predicts.

2 Rationale for Single-Payer 
Systems

Theoretically single-payer sys-
tems offer a number of advan-
tages in terms of revenue col-
lection (efficiency, cost control, 
subsidisation of healthcare 
costs for low-income individu-
als), risk pooling, purchasing 
and social solidarity. Our cur-
rent focus is on purchasing 
issues specifically. In any sys-
tem, “[t]he fundamental goal 
of purchasing is to achieve 
the optimum balance between 
effective provider incentives 

Provider Payment Systems

   1. Although by far the largest portion of healthcare spending will be collected and distributed by one entity, South African will not have a pure single-

payer system in the true sense of the word, since private medical schemes will still be allowed to provide voluntary supplementary/duplicative 

insurance.
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and an acceptable level of 
risk held by the provider.”2 

In a single-payer system the 
paying entity (insurer) is usu-
ally in a strong bargaining po-
sition because of its monop-
sony3  power. Such a market 
is often associated with im-
perfect competition and very 
low prices, since healthcare 
providers compete to sell their 
services to the insurer. This 
is of course one of the great-
est benefits of a single-payer 
model, although savings are 
often accrued at the expense 
of providers. This model is 
also better suited to global 
budgets, case-based payments 
and capitation rates.4  These 
types of contracts are effec-
tive in decreasing the price of 
healthcare, but it is problemat-
ic when the prices or rates are 
set too low. In that case some 
services may not be available 
or a secondary service deliv-
ery model may develop. For 
instance, doctors may start 
splitting their hours between 
public and private patients, 
most likely giving more time, 
attention and better care to 
private patients paying higher 
prices. (There is already evi-
dence of such a system in SA 

where doctors employed by the 
public sector also increasingly 
see private patients as well.) 
Alternatively, an informal mar-
ket (out-of-pocket expenses) 
may develop where bribery is 
rife (in order to skip queues 
or obtain higher quality serv-
ices). These kinds of scenarios 
will undermine the advantages 
and effectiveness of the pub-
lic/national health system.5 

Thus, the challenge is for the 
insurer to “selectively encour-
age the provision of appropri-
ate, cost-effective treatments 
and discourage inappropriate 
or non-cost-effective care,”6  
and finding the equilibrium 
price that is not so low as to in-
centivise the under-provision 
of healthcare. The next sec-
tion discusses the theoretical 
reimbursement options avail-
able to achieve this goal be-
fore looking at the use of these 
mechanisms in other countries.

3 Economic Theory and 
Current Application in SA

In both single- and multi-pay-
er systems provider payment 
mechanisms accomplish more 
than just the transfer of funds 

and can be powerful tools to 
help achieve health policy ob-
jectives. The incentives created 
by specific payment methods, 
their supporting information 
systems and the accountability 
mechanisms established, can 
have a profound impact on 
the allocation of healthcare 
resources and the delivery 
of healthcare services. As ar-
gued above, payment systems 
should promote access to high 
quality healthcare services 
and improved equity, while 
simultaneously encouraging 
effective and efficient resource 
use and cost containment. 

Specifically in single-payer 
systems where there are no 
direct payments from patients, 
the incentives created by the 
payment system have a major 
impact in shaping the behav-
ioural environment for provid-
ers. Payment mechanisms are 
therefore especially impor-
tant in these circumstances 
and offer an opportunity to 
influence provider and patient 
behaviour through incentives. 
Budgets, fee-for-service (FFS), 
per case/visit fees and capi-
tation are the four main pay-
ment categories in healthcare 

2.  Hussey, P. & Anderson, G.F., 2003. “A comparison of single- and multi-payer health insurance systems and options for reform,” Health Policy,   

Vol.66, pp.215-28 (p.219)

3. A market where there is only one buyer and many sellers (the opposite of a monopoly).

4. See footnote 2.

5. See footnote 2.

6. See footnote 2. (p.221)
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systems across the world. In 
this section we investigate the 
different categories of pay-
ment for doctors and hospitals, 
as well as their accompany-
ing incentives and trade-offs.

3.1 Doctor Payment Methods 
(Primary Healthcare (PHC) and 
Outpatient)

Ideally financial incentives of 
doctors should point in the 
same direction as the interests 
of the patient. Otherwise the 

only thing that prevents inap-
propriately motivated deci-
sions is the doctor’s sense of 
altruism and professionalism,
which is generally disregard-
ed in policy circles, despite 
the fact that they entrust their 
own healthcare to the same 
doctors. The main doctor pay-
ment methods that shape 
these financial incentives are 
FFS, capitation and salaries.7  
These different remuneration 
packages encompass a wide 

range of incentives and trade-
offs, which are summarised in 
Table 1. 

3.1.1 Fee-for-service (FFS)

In a FFS system the provider is 
reimbursed for each individu-
al procedure performed. The 
system is input-based when 
services are not bundled and 
fee schedules are not set in ad-
vance (see no.2 in Table 1). In 
such a retrospective cost-based 
system providers are permitted 
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7.  Langenbrunner, J. C., 2010. “Provider Payment Methods and Systems - A Short Overview,” The World Bank and USAID. Available at: www.

rbfhealth.org

8. Where there is no agreed fee schedule between the provider and the insurer or payer, it means that the provider can charge any price for each 

individual input he uses to perform the required service(s). In a true FFS environment, one would assume that the aim is always to move towards an 

agreed fee schedule where payment rates are determined prospectively and the provider has to charge the agreed price for each service or group 

of services he/she performs.

Payment Method Payment rate deter-
mined prospectively 
or retrospectively?

Payment to 
providers made 
prospectively or 
retrospectively?

Payment 
based on 
inputs or 
outputs?

Incentives for 
providers

1. FFS (fee schedule) Prospectively Retrospectively Outputs
Increase the number of services 
including above the necessary level; 
reduce inputs per service.

2. FFS (no fee 
schedule)8 

Retrospectively Retrospectively Inputs
Increase number of services; 
increase inputs.

3. Capitation Prospectively Prospectively Outputs

Improve efficiency of input mix; attract 
additional enrollees; decrease inputs; 
under-provide services; refer to other 
providers; focus on less expensive 
health promotion and prevention; at-
tempt to select healthier enrollees.

4. Salary Prospectively Retrospectively Inputs
No incentive to induce demand; 
No incentive to see patients quickly, 
longer waiting lists.

Table 1: Types of Primary Healthcare and Outpatient Payment Methods, Characteristics and Incentives
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to bill for all costs incurred to 
provide each service, i.e. they 
can charge for each individual 
input and not only for groups 
of services where they have 
the incentive to reduce inputs 
per service. 

The system can also be output-
based if services are bundled 
to some degree and fees are 
set in advance, in which case 
providers are paid a predeter-
mined rate for a pre-defined 
service regardless of the ac-
tual costs incurred (see no.1in 
Table 1). For example, a fixed 
fee per visit (or agreed fee 
schedule) provides the incen-
tive to the doctor to reduce 
the services per visit, but the 
less controllable visit rate re-
mains the risk of the funder.

This system is extremely data 
intensive, while the main criti-
cism of FFS has been the incen-
tive for overutilization and sup-
plier-induced demand, since 
the more services provided the 
higher the revenue stream. The 
core of the problem is that FFS 
rewards volume and intensity 

rather than value. Insured pa-
tients (whether in a single- or 
multi-payer system) are gener-
ally not price sensitive; there-
fore they will demand these 
extra services associated with 
defensive medicine. Conse-
quently, FFS has been found 
to be inflationary and ineffec-
tive in containing costs. This 
is one of the most oft-cited 
reasons for the cost increases 
in the South African private 
healthcare sector over the past 
couple of years. Doctors are 
predominantly paid on a FFS 
basis by private insurers (med-
ical schemes) at the moment. 
This implies that the local sys-
tem is subject to all the men-
tioned pitfalls, as we have seen 
in practice: private healthcare 
costs experienced much larger 
increases than general infla-
tion over the past 20 years.

3.1.2 Capitation

Capitation involves a predeter-
mined payment in advance to 
provide a defined set of servic-
es for each individual enrolled 
with the provider for a fixed pe-
riod of time. Capitated budgets 

are usually awarded to primary 
care facilities that serve for-
mally registered enrollees or 
residents in their geographical 
area. These facilities usually 
fulfil a gatekeeper function 
in the healthcare system. It is 
relatively data-intensive to cal-
culate the capitation rate that 
these facilities receive.

Capitation payments are out-
put-based because the pay-
ment is not linked to the inputs 
used or the volume of services 
provided. Most of the risk is 
therefore shifted from the pur-
chaser to the provider, since 
the provider is liable for costs 
that are greater than the per 
capita budget. When efficiency 
gains are achieved and costs 
are lower than the capitation 
fee, the provider can keep and 
reinvest the surplus. Capita-
tion therefore aims to increase 
coordination and decrease in-
efficiency in provision. 

The risk-sharing arrangement 
may help to control costs, 
since providers become con-
cerned with the coordination 
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of medical services, providing 
care in the least costly man-
ner, increasing doctor produc-
tivity, prescribing less costly 
drugs and being innovative in 
service delivery. In practice 
however, capitation alone does 
not cause doctors to better co-
ordinate care. They will only 
do this if explicitly incentivised 
to do so. For example, a por-
tion of the capitation fee can 
be held back and paid only 
once certain downstream refer-
ral rules have been adhered to. 

Unlike in a FFS model, pre-
ventative care is encouraged 
in capitation models to the ex-
tent that it can reduce future 
medical costs and there is a 
strong incentive to innovate 
to reduce costs, improve out-
comes and increase patient sat-
isfaction.9  This is an important 
point since patients can usually 
move to, or register with, an-
other doctor if they are unhap-
py – in such a case the capita-
tion fee follows them by being 
allocated to the new doctor. 

Conversely, there is a financial 
incentive to decrease patient 
access and to reduce the use 
of services or refer the patient 
to a specialist, since spending 

fewer resources means higher 
profits. Once a patient is reg-
istered at a facility, the mar-
ginal revenue for an additional 
service is zero, while marginal 
resource costs are positive. 

Although capitation is one of 
the favoured future health re-
forms for SA at the PHC level, it 
is not widely used at present. (A 
few examples were mentioned 
in Health Reform Note 5.) Such 
a model requires tight admin-
istrative control and in-depth 
data on patients’ health profiles, 
as well as other demographic 
information. The administration 
of such a system could be overly 
budensome for both the doctors 
and funders. Changes in choice 
of doctor, for instance, have to 
be carefully monitored and effi-
ciently administered since each 
doctor should receive the exact 
amount related to the number 
of patients registered with him/
her in advance of such treat-
ment. Capitation arrangements 
can also be especially problem-
atic for one man doctor prac-
tices by introducing major vari-
ability. For instance, a number 
of high risk patients could visit 
the doctor so often that the 
capitation fee is not sufficient. 
Capitation payments also need 

to be risk-adjusted for different 
patient profiles (such as for old-
er patients or those with chron-
ic diseases who visit a doc-
tor more often and need more 
medication – including month-
ly chronic medication) and ge-
ographical factors (such as for 
patients living in areas where 
specific diseases, deficiencies 
and other known factors are 
more prevalent than elsewhere). 

3.1.3 Salaries

Salaried doctors receive a 
lump-sum payment, usually on 
a monthly basis, for a specified 
number of hours of work. These 
contractual income arrange-
ments are common in more re-
strictive environments such as 
academic medical centres and 
public hospitals. The incen-
tives created are thought to be 
somewhere between FFS and 
capitation. While salaried doc-
tors have no incentive to induce 
demand, there is less incentive 
to see patients quickly, since 
they lack incentive payments. 
The rules and protocols of the 
employer could also stifle inno-
vation. Although salaries offer 
security, doctors are not directly 
responsible for any risk-sharing 
and are not encouraged to man-
age costs. Thus salaries are not 

9. Gosden, T., Pedersen, L. And Torgerson, D.,1999. “How Should We Pay Doctors? A Systematic Review Of Salary Payments And Their Effect On 

Doctor Behaviour,” Quarterly Journal Of Medicine, Vol. 92, pp.47–55

http://www.econex.co.za
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the conflict-free cure that they 
are made out to be.10  Salary 
payment systems have been 
associated with fewer test and 
referrals than FFS and capita-
tion, and fewer procedures 
per patient, lower throughput 
of patients per doctor, longer 
consultations and more pre-
ventive care compared to FFS.

Doctors and specialists work-
ing in the South African pub-
lic sector are usually paid by 
monthly salaries. Also nurses 
in both the public and private 
sectors receive monthly sala-
ries. The risk with salaried per-
sonnel in the public healthcare 
sector in SA specifically, is the 
threat of strikes. Even though 
it is illegal for medical profes-
sionals to strike, 2007 saw the 
longest strike of public serv-
ants (including doctors and 

nurses) to date.11  And in the 
same breath, we are still to see 
the results of the current public 
sector strike (Aug/Sept 2010) 
although it has already come 
at the cost of patient lives. 
These costs have to be weighed 
against the perceived benefits 
of a salary-based system in SA.

3.1.4 Mixed payment systems

Although the problems with the 
current payment systems are 
obvious, it is much less clear 
what feasible approach would 
yield a better balance between 
cost containment and stimu-
lation of productivity. Some 
countries have introduced 
mixed or blended payment 
systems in order to produce a 
more attractive mix of incen-
tives. These payment methods 
combine a fixed component, 
either through salaries or capi-

tation, with a variable compo-
nent through FFS. In Denmark 
for example, PHC doctors 
moved from a fully capitated 
to a mixed payment system 
based on capitation and FFS. 
This resulted in an increase in 
services that provided extra 
fees, such as consultations and 
diagnostic and curative serv-
ices, and a decrease in rates 
of referral and prescriptions.12

  
Discovery Health, the largest 
South African medical scheme, 
uses blended payments for 
reimbursing PHC and spe-
cialist providers on their low-
income plans. The KeyCare 
Primary Care Network “uses a 
hybrid reimbursement model 
that combines capitation fees 
and a fee-for-service model, 
along with medication for-
mularies, to provide afford-
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10. The Notwithstanding Blog, 2010. “Are there Financial Conflicts of Interest with Salary-based Physician Payment?” Available at: http://notwithstand-

ingblog.wordpress.com/2010/04/16/are-there-financial-conflicts-of-interest-with-salary-based-physician-payment/

11. “Groudbreaking pay rise for SA’s nurses,” in South Africa the Good News, 16 July 2007. Available at:

 http://www.sagoodnews.co.za/health_and_hiv_aids/groundbreaking_pay_rise_for_sas_nurses_5.html 

12. Simoens, S. And Hurst, J., 2006. “The Supply Of Physician Services In OECD Countries,” OECD Health Working Papers No. 21.
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able primary care with no lim-
its.”13  This approach has been 
very successful in containing 
costs and aligning incentives.

3.1.5 Pay-for-performance

Earlier this decade, pay-for-
performance (P4P) came to the 
fore as a method for reward-
ing the quality of care directly. 
P4P schemes offer financial in-
centives or specific target pay-
ments to providers in exchange 
for achieving agreed quality or 
efficiency targets, usually per-
taining to preventative care. 
The aim is to promote the pro-
vision of cost-effective serv-
ices such as immunisations, 
vaccinations and the man-
agement of chronic diseases. 
In the UK for example, since 
2004 around 20% of doctors’ 
income has been based on 
146 quality indicators, includ-
ing smoking status. However, 
experiences during this pe-
riod, as well as several major 
studies, clarified the limita-
tions of this approach, which 
was characterized by some 
as putting lipstick on a pig.14  
Many doctors found P4P con-
fusing as payers used different 
metrics as incentives, which 
also made the schemes com-

plex and costly to administer. 
These performance incentives 
were often not as meaningful 
as intended and doctors com-
plained that some guidelines 
felt like ‘cook book’ medicine. 

There is the concern that P4P 
may divert attention away 
from areas where quality can-
not be measured.Record-keep-
ing may be distorted, which 
means that schemes require 
careful monitoring and regula-
tion. If targets are set unreason-
ably high, target payments may 
become a disincentive to in-
creasing doctor activity. More-
over, once the highest target is 
reached, there is no additional 
financial reward to cover the 
remaining population.15  For 
example, if the target is to vac-
cinate 60% of the population 
or a defined group of people, 
the doctor has no incentive to 
vaccinate any more than the 
60%, because the financial 
reward will be given as soon 
as the target is reached. It may 
thus be better to use the per-
centage change in a specific 
measure as the basis for reward, 
rather than an absolute meas-
ure as the example suggests.
In reality, P4P may not be an 

appropriate option for SA. 
Such a system assumes that 
providers have sufficient re-
sources at their disposal to 
deliver better quality care and 
improve health outcomes. This 
may not be the case in many 
areas and/or facilities in SA, 
meaning that existing inequal-
ities could be further exacer-
bated through poorer areas/fa-
cilities losing revenue to their 
resource-rich counterparts. Al-
though P4P has been used in 
developing countries, this type 
of payment mechanism is most 
often used in evolved health 
systems capable of collecting 
and processing detailed data.

3.2 Hospital (inpatient) 
payment systems

The hospital inpatient sector 
usually consumes the greatest 
share of resources in a nation-
al healthcare system, which 
means that hospital payment 
systems can have a particu-
larly strong influence on the 
performance of the healthcare 
system overall. The rationale 
behind changes in hospital 
payment methods is to influ-
ence behaviour and thereby 
improve performance through 
higher quality services and 
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13. Discovery Health Annual Report 2008. (p.13) Available at: http://www.discovery.co.za/investor_relations/2008_annual/pdfs/discovery2008AR.pdf 

14. Rosenthal, M. B., 2008. “Beyond Pay for Performance - Emerging Models of Provider-Payment Reform,” New England Journal of Medicine, Vol. 359, 

No. 12, pp.1197-1200.

15. Lischko, A. M., 2010. “Physician Payment Reform: A Review and Update of the Models,” Massachusetts Medical Society.

http://www.econex.co.za


8

HEALTH REFORM NOTE 6 - SEPTEMBER 2010

Trade, Competition & Applied Economics

lower costs. Table 2 summarises 
the characteristics of four main 
types of hospital payment meth-
ods. FFS can be applied to inpa-
tient services in addition to these 
four methods. 

3.2.1 Line-item budgets

A line-item budget allocates a 
fixed amount to providers to 
cover specific input costs or line 
items, such as personnel, medi-
cines, supplies and utilities. The 
amounts may be based on histor-
ic costs or expected volumes and 
are usually prospective. Line-

item budgets are predictable and 
offer strong administrative con-
trols which are often valued by 
government-run systems, since 
budget lines can be manipulated 
to increase service delivery over 
time. However, this assumes that 
public facilities will be empow-
ered to follow the right combi-
nations to achieve efficient out-
comes, whereas in practice they 
usually lack the necessary moni-
toring information. Line-item 
budgets are inflexible and do not 
favour an efficient reallocation 
of resources between different 

inputs, discouraging cutbacks 
and providing no incentives for 
efficiency or quality. 

3.2.2 Global budgets

A global budget is a fixed pro-
spective payment to cover ag-
gregate expenditures for pro-
viding an agreed set of services 
over a given period. At the end 
of the period the hospital cov-
ers any shortfalls and keeps any 
surpluses. While global budgets 
are relatively flexible and en-
courage efficiency when strictly 
enforced, monitoring is needed 

Payment Method Payment rate deter-
mined prospectively 
or retrospectively?

Payment to 
providers made 
prospectively or 
retrospectively?

Payment based 
on inputs or 
outputs?

Incentives for 
providers

1. Line-item 
budget

Prospectively Prospectively Inputs

Under-provide services; refer to other 
providers; increase inputs; no incen-
tive or mechanism to improve the 
efficiency of the input mix; incentive 
to spend all remaining funds by the 
end of fiscal year.

2. Global budget Prospectively Prospectively
Inputs or 
Outputs

Under-provide services; refer to other 
providers; increase inputs; mechanism 
to improve efficiency of the input mix.

3. Per diem Prospectively Retrospectively Outputs
Increase number of days (admissions 
and length of stay); reduce inputs per 
hospital day; increase bed capacity.

4. Case-based Prospectively Retrospectively Outputs

Increase number of cases, including 
unnecessary hospitalisations; reduce 
inputs per case; incentive to improve 
the efficiency of the input mix; reduce 
length of stay; shift rehabilitation care 
to the outpatient setting; cherry-pick 
low-acuity cases.

Table 2: Types of Hospital Payment Methods, Characteristics and Incentives
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to prevent quality reductions 
and unwanted rationing. Both 
line-item and global budgets 
involve an incentive to under-
produce services and long wait-
ing lists may occur if the sup-
ply of services is insufficient to 
meet demand. Budgets may be 
based on inputs, outputs or a 
combination of the two. Histor-
ical costs and capitation have 
been used as a basis for budg-
ets. If capitation is used it is im-
portant that all parties involved 
are completely clear about the 
population and services cov-
ered. Complex adjustments 
and calculations are frequently 
involved when parties have to 
agree on total expenditures in 
advance, requiring compre-
hensive data for every hospital. 
Hospitals often find this form 
of capitated budgets the most 
risky and difficult to manage.
 
South African public hospitals 
use a combination of line-item 
and global budgets. These hos-
pitals receive prospective glo-
bal budget allocations from 
provincial government, but 
line-item allocations exist at 
administrative level within each 
facility. Strict control to ensure 
that facilities keep within their 
budget or that line-item budg-

ets are adhered to is lacking. 
With little coordination be-
tween strategic services, finan-
cial and staff planning, costs 
associated with the latter often 
crowd out other expenses.16  
This impacts negatively on ef-
ficiency and quality, as well as 
service provision and waiting 
lines, as was described above. 
With this type of budgeting sys-
tem, the public healthcare sec-
tor has limited experience with 
purchaser-provider splits or the 
type of contracting that this en-
tails – a potential concern for 
the future implementation of 
such a system on a grand scale.

3.2.3 Per Diem payments

In its purest form Per Diem 
payments involve a fixed daily 
amount that does not vary with 
the level of services provided, 
but are specific to the type of 
care, i.e. ICU vs general ward 
vs maternity care, etc. The dom-
inant incentive is to increase 
the number of hospital-days, 
which can be accomplished by 
increasing hospital admissions 
and the average length of stay, 
leading to higher bed occupan-
cy rates. There is also an incen-
tive to reduce the intensity of 
services provided during each 
bed-day. The former incentive 

is likely to be stronger than the 
latter because hospital days 
later in the stay tend to be less 
expensive. This is however only 
the case if hospitals can con-
trol admissions, which in SA is 
not possible. Doctors are inde-
pendent and are the ones who 
admit patients. According to 
the Health Professions Council 
of South Africa (HPCSA) rules 
doctors cannot be employed 
by hospitals, nor are hospitals 
allowed to provide financial in-
centives for doctors to contain 
costs.17  In the private sector 
the patient’s medical scheme 
will also authorise the admis-
sion and, together with the doc-
tor, will decide on the length of 
stay (LOS). Since private hospi-
tals cannot determine the LOS, 
and only carries the risk for 
the price and quantity of drugs 
and surgicals, they only have 
an incentive to reduce the in-
tensity of a limited number of 
services, as described above.

In some settings, the average 
Per Diem rate is straightforward 
to calculate and implement 
since it may be based on the 
total historical costs divided by 
the total number of bed-days 
for a specific group of services, 
like maternity care, for instance. 

16. Correspondence with industry expert (29/07/2010).

17. See the HPCSA’s ethical rules, regulations and policy guidelines at: http://www.hpcsa.co.za/conduct_generic_ethical_rules.php
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The average Per Diem rate may 
also be adjusted to reflect pa-
tient and case-mix character-
istics, which may serve as a 
useful transition mechanism to 
a case-based payment system, 
since Per Diem systems are 
administratively simple to im-
plement and can be used as a 
starting point for the data col-
lection necessary in case-based 
systems. Given the lack of data 
in the South African public hos-
pital sector, Per Diems could 
potentially be a useful point of 
departure toward reimburse-
ment models that transfer more 
risk to hospitals.  Per Diems 
are already extensively used in 
the local private sector and is 
adapted for the unique regula-
tory environment – for exam-
ple, it allows for certain risks 
that are outside the hospitals’ 
control (e.g. age of the patient).

3.2.4 Case-based systems

In case-based systems a stand-
ard payment is made per case 
or discharge unit, regardless 
of the actual cost of care. This 
basic model encourages more 
admissions of less severe cases 
(although this is only true for 
countries where hospitals can 

control admissions), but pay-
ments are usually standardised 
for variations in the case-mix. 
The major incentives are to in-
crease the number of cases and 
to minimise the inputs used in 
each case, the latter of which is 
typically stronger since provid-
ers have more control over re-
source use per case than the to-
tal number of cases treated, as is 
the case in SA. Thus the system 
is seen as a way to introduce ef-
ficiency incentives and compe-
tition into the hospital sector.18

 
The most widely used approach 
to case-based payments inter-
nationally is the diagnosis-re-
lated group (DRG) system. In a 
DRG system hospital cases are 
classified into groups, where 
patients in each category are 
clinically similar and expected 
to use a similar level of resourc-
es. DRGs are assigned based 
on diagnoses, procedures, age, 
sex, discharge status and the 
incidence of complications or 
co-morbidities. Thus revenue is 
related to the number and type 
of patients treated, with the 
price per patient fixed in ad-
vance and independent of the 
costs of the individual hospital. 

DRG systems are administra-
tively and operationally com-
plex and require consistent and 
comprehensive data on activity 
and costs, including a compu-
terised information system that 
records and groups cases into 
payment categories.19  Also, the 
use of DRGs could impact neg-
atively on stand-alone hospitals 
(as opposed to groups) since 
they lack the volume required 
to ensure a small number of 
outliers can be absorbed by a 
large number of “normal” cas-
es. For instance, in the case of 
an 80-bed standalone hospital, 
one polytrauma case with a 
very long LOS can have a sig-
nificant and detrimental impact 
on the hospital’s bottom line.

Although a fully fledged DRG 
system may take some time to 
implement, it is likely to be the 
reimbursement model of choice 
for the proposed health reforms 
in the hospital sector in SA. At 
the moment “[s]ome managed 
care companies and hospitals in 
SA are using DRGs for their own 
analyses and, from time to time, 
for reimbursement. There is also 
a process under way to develop 
a national standard DRG for SA 

18. Imai, Y., Jacobzone, S. and Lenain, P., 2000. “The Changing Health System in France,” OECD Economics Department: Working Papers No. 269.

19. Langenbrunner, J. C. And Wiley, M. M., 2002. “Hospital Payment Mechanisms: Theory and Practice in Transition Countries,” European Observatory 

on Health Care Systems Series: Hospitals in a Changing Europe
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through the Private Healthcare 
Information Standards Commit-
tee.”20  A national system of this 
kind will contribute greatly to 
the integration of the public and 
private hospitals which use very 
different payment mechanisms 
currently. However, the transi-
tion to DRGs can be a complex 
process. One needs a couple 
of years’ worth of good, accu-
rate data to develop and moni-
tor such a system – this kind of 
detailed electronic data are not 
available in the public sector. 
Internationally, it has been ac-
complished by an incremental 
inclusion of hospitals, types of 
cases, costs, and an incremen-
tal movement from hospital-
specific to system-wide base 
rates.21  Such an incremental 
process will also be necessary 
in SA, especially given the lack 
of adequate data and informa-
tion systems in the public sec-
tor. These systems also work 
best where doctors are either 
employed or allowed to jointly 
negotiate with hospitals. As was 
mentioned, this is not the case 
in SA and may therefore limit 
the potential use of DRGs or 
present another hurdle to over-
come in its implementation.

4 Alternative Considerations

As is clear from the theoreti-
cal discussion above, integrat-
ing the payment systems in 
the South African public and 
private sectors is not a straight-
forward task. There are many 
options and even more hurdles 
to overcome when trying to 
establish a uniform reimburse-
ment system. In addition to de-
termining the most appropriate 
payment mechanism at each 
level of the healthcare system, 
the level of reimbursement 
and overall design of the sys-
tem should also be considered.

4.1.1 Reimbursement levels

Private and public hospitals are 
reimbursed at different levels in 
many countries, the justification 
being that they may face una-
voidable differences in operat-
ing costs. This implies that pro-
viders will incur different costs 
in providing the same services, 
even when they are equally ef-
ficient. Another justification 
arises if providers treat different 
types of patients and the classifi-
cation system is not sufficiently 
refined to identify these differ-
ences. Yet problems only arise 

if the differences across pro-
viders are systematic, with one 
type of provider more likely to 
treat low-cost patients and an-
other to treat high-cost patients.

This may explain part of the 
present cost difference between 
the private and public hospi-
tals in SA, but is also a concern 
for the planned integration of 
these two sectors. It is not pos-
sible to reimburse public and 
private hospitals at the same 
level, since the input costs and 
other associated service deliv-
ery costs are much higher in the 
private sector. Amongst others, 
cost differences also arise from 
the cost of medicines and surgi-
cals which are cheaper for the 
public sector obtaining these 
through preferential govern-
ment procurement contracts. In 
a single payer model, the private 
sector will at least in the begin-
ning have to be reimbursed for 
higher previous capital outlays 
and better service quality. Over 
time, as the quality of services 
and facilities in the public sector 
increases, this may be phased 
out, or a standard ‘factor’ may 
apply with which payments 
differ between the public and 

20. Childs, B., 2009. “Diagnoses Related Groups: Understanding Hospital Admissions,” Health Annals 2009, Hospital Association of South Africa. Avail-

able at: http://www.hasa.co.za/media/uploads/about/publications/files/2010-06-22/HASA_Annals_1_56.pdf

21. Cashin, C., 2005. “Case-Based Hospital Payment Systems: Key Aspects of Design and Implementation,” USAID ZdravPlus Project.
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private sector – as is the case 
in some European countries.
In the UK for example, the Na-
tional Health System (i.e. pub-
lic) and Independent Sector 
(i.e. private) providers are reim-
bursed at different levels. Public 
hospital payments are adjusted 
through a Market Forces Factor 
(MFF), which takes account of 
geographical differences in the 
cost of capital and labour. Hos-
pitals with higher MFF scores 
receive a higher tariff for every 
patient, since public hospitals 
cannot choose their location 
and are constrained to pay lo-
cal factor prices. Thus MFF pay-
ments compensate for unavoid-
able cost differences in different 
parts of the country. Private 
providers may also be eligible 
for MFF payments because of 
constraints on location, since 
new entry is based on a capac-
ity mapping exercise that estab-
lishes local need.22  Such a geo-
graphical cost adjustment alone 
will however not be sufficient 
in the South African case. A 
similar factor adjustment would 
have to allow for VAT, differenc-
es in drug prices, training costs 
and return on investment (ROI), 

as well as the other factors 
mentioned above, and more.
Other countries allowed for a 
transitional period after which 
prices are harmonised for all 
providers. In France the case-
based portion of the payment 
to the public sector has been 
increasing gradually each year, 
from 10% in 2004 to 35% in 
2006, with the objective of 
100% in 2012. In contrast, pri-
vate hospitals have been paid 
entirely by the case-based sys-
tem since 2005. In the transi-
tion period national prices were 
adjusted by taking account of 
private sector prices and calcu-
lating a transition coefficient for 
each provider based on histori-
cal costs. The ultimate objective 
is to harmonise prices for all 
providers by 2012 and thereby 
increase competition between 
public and private providers.23 

4.1.2 System design

The optimal design of hos-
pital payment systems has 
been widely discussed in the 
literature. In general the 
main trade-off is between pro-
viding incentives for efficiency 
and avoiding adverse patient 

selection. Prospective payment 
systems are generally believed 
to increase efficiency because 
hospital revenue is independ-
ent of historical costs and the 
hospital can reap the gains 
from cost-reducing efforts. An 
incentive for undertaking these 
efforts is therefore created.24 

Under retrospective systems 
(i.e. where payment is made 
retrospectively) hospitals have a 
lesser incentive to reduce costs 
because they are covered irre-
spective of their magnitude in 
a given year. However, afford-
ability pressures on funders do 
translate into cost management 
focus by hospitals.  The litera-
ture suggests that retrospective 
payment systems address issues 
of access, acceptable levels of 
provider risk, adequate rev-
enues, patient selection, and 
quality enhancement, whereas 
prospective payment systems 
do better on optimal levels of 
services, efficiency, and cost 
containment. It is often effec-
tive to combine different el-
ements of these approaches. 
Most OECD countries use a 
mix of payment arrangements 

22. Mason, A., Street, A., Miraldo, M. & Siciliani, L., 2009. “Should Prospective Payments be differentiated for Public and Private Healthcare Providers,” 

Health Economics, Policy and Law: Cambridge University Press. 23. Or, Z., 2007. “Hospital 2007,” Health Policy Monitor, 10/04/2007.

23. Or, Z., 2007. “Hospital 2007,” Health Policy Monitor, 10/04/2007.

24. Biørn, E., Hagen, T. P., Iversen, T. And Magnussen, J., 2002. “The Effect Of Activity-Based Financing On Hospital Efficiency: A Panel Data Analysis Of 

Dea Efficiency Scores 1992-2000,” University Of Oslo Health Economics Research Programme: Working Paper 2002:8.
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to finance hospital care, each 
of which provide specific in-
centives for the quantity, qual-
ity and productive efficiency of 
hospital services25  - see Table 3 
in the following section.

In SA also, the optimal payment 
system will depend on policy 
priorities and the ability of the 
healthcare systems to manage 
the chosen system effectively 
and affordably. No single pay-
ment model is visibly superior, 
and particular methods should 
be considered in the context 
of objectives such as qual-
ity, efficiency, cost, and access.

5 International Experience

The previous two sections ex-
plained the economic theory 
and associated incentives of 
payment mechanisms in gen-
eral, as well as briefly describ-
ing the current use of these 
mechanisms in the South Afri-
can context. For comparative 
purposes, Table 3 provides ex-
amples of payment mechanisms 
in a number of countries for 

different levels of service deliv-
ery in public and private facilities. 
Based on Table 3, international 
best practice seems to indicate 
that the use of DRGs in both 
public and private hospitals 
is most common. Many differ-
ent payment mechanisms are 
used for primary care doctors 
and outpatient/ambulatory care, 
while most doctors in the pub-
lic sectors are paid by salary, 
compared to FFS payments to 
doctors in the private sectors.

6 Unique South African 
Context

SA is unique in the sense that 
the rationale for single-payer 
models which was described 
earlier, may not hold in all 
instances and hence the de-
scribed incentives of specific 
payment models may play out 
a bit different in practice. The 
public insurer may not have 
the expected strong bargain-
ing position and monopsony 
power because of private health-
care providers’ own bargaining 
power. The large quality differ-

ences between the public and 
private providers in SA, means 
that private providers will have 
some bargaining power of their 
own. These providers are not 
likely to provide their serv-
ices at much lower costs than 
what they currently receive (as 
was explained in Health Re-
form Note 4). Also the short-
age of doctors in SA will limit 
the extent to which this group 
can be “forced” into any 
specific reimbursement model 
that might reduce their current 
income. Therefore one would 
expect the equilibrium price 
to converge on the current pri-
vate sector price, as opposed 
to the current public sector 
price or any other lower price.

Another important considera-
tion in the South African con-
text specifically is the HPCSA 
rules that was mentioned ear-
lier. Since hospitals cannot 
employ doctors or provide fi-
nancial incentives for them to 
manage costs, any changes to 
the reimbursement model are 
severely limited. If doctors are 
not on board with hospitals, 
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Country Primary care 
doctors

Ambulatory care 
specialists

Doctors in public
hospitals 

Doctors in 
private hospitals

Public hospitals Private hospitals

England

86% by blended 
payment (capitation, 
practice allowance, 
fee-for-service for 
selected services, 
target payments for 
immunisation), 14% 
by fee-for-service for 
private work

100% by sal-
ary for public 
patients, fee-for-
service for private 
patients

100% by salary for 
public patients, fee-
for-service for pri-
vate patients

100% by fee-for-
service

Payment-by-Results: Pro-
spective payment system 
according to DRGs, with 
a Market Forces Factor 
adjustment to take differ-
ing costs into account

Prospective payment 
system according to 
DRGs

France
Fee-for-service, capi-
tation for registered 
patients

Fee-for-service Salary Fee-for-service

Activity-based payment: 
Prospective payment 
system according to DRGs 
with transition coefficient 
based on historical costs

Prospective payment sys-
tem according to DRGs

Mexico
Salary in public sec-
tor, fee-for-service in 
private sector

Salary in public 
sector, fee-for-
service in private 
sector

Salary Fee-for-service  

Thailand Capitation Salary

Professional 
fees for services 
rendered, such 
as outpatient 
services, consul-
tations, inpatient 
visits and surgical 
fees

Capitation (OP) and Glo-
bal budget and DRG (IP)

Capitation (OP) and 
Global budget and DRG 
(IP)

Brazil

Professional fees for 
services rendered 
to patients, such as 
outpatient consulta-
tions, inpatient visits 
and surgical fees. 
Hospitals deduct 
part of the doctors’ 
fees (10-20%) to 
be remitted to the 
hospital

Fee-for-service Salary Fee-for-service

Mix of decentralised 
budget, prospective 
global budget, prospec-
tive fee-for-service and 
prospective case-based 
payments 

Prospetctive fee-for-
service

Chile Capitation Capitation Salary Payment by medi-
cal service

Primary care facilities: per 
capita payments, High 
level facilities: diagnosis-
based payments for the 
most frequent pathologies 
and prospective-payment-
for-service for other 
diagnoses

 

Colombia Capitation or pre-
payment Capitation Salary Payment by medi-

cal service

Capitation is supplement-
ed with fee-for-service 
charges billed to institu-
tional purchasers of care 
and/or patients

Capitation is supple-
mented with fee-for-
service charges billed to 
institutional purchasers 
of care and/or patients

Lombardy 

province 

(Italy)

Capitation ('Doc-
tors') and fee-for-
service for 'addi-
tional services'

 
Salary plus allow-
ance for specific 
duties requested

 
per case using DRGs 
(hospital care) and fee-for-
service (outpatient care)

per case using DRGs 
(hospital care) and fee-
for-service (outpatient 
care)

Table 3: International Payment Mechanisms

26. For a complete list of references, please contact Econex.
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the management of utilisation 
and standardisation on drugs 
and surgicals are restricted. 
Therefore, hospitals cannot ac-
cept the same level of risk as 
funders, since they cannot 
manage that risk. Further also, 
strictly speaking, the public in-
surer will not be the only buyer 
in the system since the medi-
cal aid schemes will still be al-
lowed to provide duplicative 
and/or supplementary insur-
ance. And should the quality 
differences not be addressed, 
many people will still buy com-
prehensive private health insur-
ance in addition to their NHI 
tax. This would create a situa-
tion where there are multiple 
payers, also putting providers in 
a stronger bargaining position.

These issues are important to 
keep in mind when advocating 
for the benefits of a single-payer 
system in SA. It will also affect 
the specific payment mecha-
nisms chosen at the various 
levels. Thus, in addition to the 
theoretical incentives described 
above, there are many practical 

considerations in this country 
that may alter the textbook-
based expectations. For in-
stance, applying a DRG-based 
system in the public and private 
sectors right away is not an easy 
task. The data requirements are 
overwhelming and both sectors 
will have great difficulty chang-
ing current systems according-
ly. Using global budgets for all 
hospitals will require significant 
changes to the current private 
sector model, which means that 
a uniform system is not easily 
implementable at the moment 
– not in primary, secondary or 
tertiary care settings. The use 
of an interim, transitional pay-
ment system is paramount to 
the practical implementation 
of suggested health reforms 
and requires much thought.

The final choice of  payment 
mechanism will depend spe-
cifically on the chosen service 
delivery and referral model (see 
Health Reform Note 5). For ex-
ample, if there is free choice of 
provider at the PHC level one 
would usually use a capitation 

model rather than FFS. Since 
the final service delivery model 
has not yet been decided, it is 
impossible to know what pay-
ment mechanisms will be the 
most appropriate within the 
specific South African context. 

7 Conclusion

This note discussed the various 
contracting options and asso-
ciated economic incentives for 
different payment mechanisms 
in the health sector. It was also 
pointed out that the specific 
South African circumstances 
might change the expected in-
centives – which mean that 
any suggested payment model 
should be carefully considered 
before being implemented.
While this note provided a more 
theoretical description of the 
details of payment mechanisms 
in universal health insurance 
systems, the following note 
will take a more in-depth look 
into the human resources for 
health (i.e. specialists, GPs and 
nurses) situation in South Africa. 
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