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ABSTRACT/ RESUME

Health-care reform in Japan: controlling costs, improving quality and ensuring equity

Japan’s health-care system has provided universal access to care and contributed to the outstanding health
status of the Japanese. Public spending has been kept below the OECD average through high co-payment rates
and reductions in medical fees. However, with continued upward pressure on expenditure, in part due to rapid
population ageing, reforms are needed to limit spending increases through greater efficiency, while improving
quality. It is essential to shift long-term care out of hospitals, reform the pricing mechanism away from pay-for-
visit, increase the use of generic drugs, encourage healthy ageing and promote restructuring in the hospital
sector. Quality should be improved by increasing the availability of effective new drugs and medical devices. In
funding spending increases, it is important to limit the share borne by employees to avoid negative effects on the
labour market. Japan may need to allow more mixed billing to enhance access to some advanced medical
treatments.

This Working Paper relates to the 2009 OECD Economic Survey of Japan (www.oecd.org/eco/surveys/Japan).

JEL classification: I1

Keywords: Japanese health care; health insurance; long-term care; medical expenditures; hospitals; Diagnosis
Procedure Combination; generic drugs; healthy ageing; drug lag; mixed billing; universal coverage; National
Health Insurance; PMDA; medical devices.
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La réforme des soins de santé au Japon :
maitriser les dépenses, améliorer la qualité et préserver I’équité

Le systéme de santé japonais assure I’accés universel aux soins, contribuant a ’excellent état de santé de la
population du pays. Le niveau des dépenses publiques a été maintenu au-dessous de la moyenne de I’OCDE en
demandant aux assurés une participation élevée aux colts et en réduisant les tarifs médicaux. Toutefois, comme
les dépenses subissent toujours des pressions a la hausse, en partie du fait du vieillissement rapide de la
population, il faut procéder a des réformes pour limiter leur accroissement par le biais d’une meilleure
efficacité, tout en améliorant la qualité. Il est indispensable de transférer les soins de longue durée en dehors des
hopitaux, de réformer le systetme de rémunération en abandonnant le paiement a I’acte, de développer
’utilisation des médicaments génériques, d’encourager un vieillissement en bonne santé et de promouvoir la
restructuration du secteur hospitalier. La qualité doit étre améliorée en développant 1’offre de nouveaux
médicaments et dispositifs médicaux efficaces. Pour financer les dépenses supplémentaires, il importe de limiter
la part assumée par les salariés de manicre a éviter des retombées négatives sur le marché du travail. Le Japon
devra peut-étre permettre encore plus la facturation groupée pour améliorer I’accés a certains traitements
médicaux de pointe.

Ce Document de travail se rapporte a I’Etude économique de I’OCDE du Japon, 2009
(www.oecd.org/eco/etudes/japon).

Classification JEL : 11

Mots clés: systéme de santé au Japon ; assurance maladie ; soins de longue durée ; dépenses médicales ;
hopitaux ; Diagnosis Procedure Combination ; médicaments génériques ; vieillissement en bonne santé ;
retard dans le domaine des medicaments; facturation groupée ; couverture universelle ; assurance santé
nationale ; PMDA ; dispositifs médicaux.
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HEALTH-CARE REFORM IN JAPAN:
CONTROLLING COSTS, IMPROVING QUALITY AND ENSURING EQUITY

By Randall S. Jones®

Japan’s health-care system stands out as one of the best in the world in a number of respects,
including access, effectiveness and efficiency. First, it provides universal access, allowing everyone to
receive care at any institution at any time, subject to a co-payment at the time of service. Second, it has
contributed to the outstanding health status of the Japanese, which ranks at the top of OECD countries in a
number of categories. Third, it is relatively efficient, as Japan’s favourable health status has been achieved
with total health-care spending that is below the OECD average as a share of GDP (Figure 1), despite
factors that tend to boost spending, notably Japan’s relatively high income and large proportion of elderly.

Figure 1. Health-care spending as a share of GDP in OECD countries

Per cent Per cent
16 16
14 [0 1990t «u--- 1990 OECD unweighted average 14

Il 20062 2006 OECD unweighted average
12 12
10 10
8 8
6 6
4 4
2 2
0

0
TURF’OLKOR\/IEXCZELUXSVK IRL NZLJPN FINHUNESPGBRAUSNORITAGRCISLSWEDNmLDLANAUTPRTBELDEUFRACHEUSA

1. Except for Slovak Republic and Hungary, for which data are not available.
2. Except for Norway (2003), New Zealand (2004) and Turkey (2005).
Source: OECD Health Database (2008).

The paper begins by presenting the challenges facing the health-care system, followed by an overview
of the system. The major challenges — containing the growth of spending, enhancing quality, addressing
imbalances in the system and maintaining universal coverage — are analysed in the subsequent sections.
The paper concludes with a summary of recommendations, which are shown in Box 3.

l. Randall S. Jones is head of the Japan/Korea Desk in the Economics Department of the OECD. This paper
initially appeared as a chapter in the OECD Economic Survey of Japan published in September 2009 under
the authority of the Economic and Development Review Committee (EDRC). The author would like to
thank Andrew Dean, Jorgen Elmeskov, Robert Ford, Rie Fujisawa, Peter Hoeller, Isabelle Joumard,
Vincent Koen, Valérie Paris and Masahiko Tsutsumi for valuable comments on earlier drafts. Special
thanks go to Lutécia Daniel for technical assistance and to Nadine Dufour and Lillie Kee for technical
preparation.
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Major challenges facing the Japanese health-care system

The Japanese population enjoys an excellent health status. Life expectancy is the longest in the OECD
area, thanks to significant gains since 1960, when it was slightly below average (Figure 2).> In addition,
the infant mortality rate is the second lowest. Health care is a major determinant of health status: for the
OECD area as a whole, the rise in health spending is estimated to have boosted life expectancy by slightly
more than one year for both men and women between 1991 and 2003, accounting for one-third of the
overall increase over that period (Joumard et al., 2008). Lifestyle factors, notably tobacco and alcohol
consumption and diet, socio-economic factors, such as income per capita and education, and pollution also
influence health status. Most of these factors have contributed to Japan’s good performance: Japan has the
lowest obesity rate® and calorie intake in the OECD, one of the highest levels of education and above-
average per capita income, while alcohol consumption is relatively low. However, the percentage of adults
who smoke currently is the fifth highest in the OECD, reflecting a high rate for men.

Figure 2. International comparison of life expectancy at birth

Years Years
85 85
[ Average 1960-62 ...... OECD average 1960-62 1
80 B ncrease by 2004-06 OECD average 2004-06 80
75 75
70 70
65 65
60 60
55 55
50 50
45 TUR SVK MEX Us. PRT GBR FIN U DEU AUT CAN FRA SWE ITA CHE 45

HUN POL CZE DNK KOR BEL GRC IRL NLD NZL NOR ESP AUS ISL JPN

1. The OECD average is weighted by the population of all of the countries shown above, excluding Japan.

Source: OECD Health Database (2008).

Japan’s health-care system is now facing a number of serious challenges:

e Rising income, technological change and rapid population ageing are putting upward pressure
on health-care spending, which is increasing much faster than output. With the public sector
responsible for 86% of health spending, the government has attempted to limit outlays as part
of its strategy for coping with the serious fiscal situation (see 2009 OECD Economic Survey of
Japan).

e There is increasing dissatisfaction with the quality of health care, in part because it takes two
to three times longer than in other OECD countries for newly-developed pharmaceuticals to be
introduced in Japan. The December 2008 plan approved by the Cabinet calls for upgrading
Japan’s social welfare system, including health care.

2. Longevity indicators do not fully reflect a country’s health status as they do not take account of the severity
and prevalence of sickness and functional disability.

3. The rate of obesity, defined as a body mass index over 30, was only 3% in Japan in 2004, compared to an
OECD average of 15% (OECD, 2007).
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e The system suffers from a number of imbalances, such as shortages of emergency care and
paediatricians, as well as regional disparities.

e Universal coverage requires improving compliance in paying premiums, as a significant share
of the population does not pay. In addition, the burden of co-payment raises concern.

An overview of Japan’s health-care system

The government’s objective is to provide equitable access to “necessary and adequate” medical
services to the entire population at a relatively low cost. This approach has led to some advanced medical
care services being excluded from the system (Figure 3). Indeed, the depth of public insurance coverage in
Japan appears to be relatively low compared to other OECD countries. In addition, health insurance
reimburses only the treatment of disease and excludes preventative care, including medical check-ups. Nor
is normal childbirth covered, although a lump-sum payment is provided. In line with the stress put on
equality, each institution provides essentially the same treatment to patients with the same medical
problem, with little scope for purchasing premium medical services or differentiated treatment. According
to the landmark study by Campbell and Ikegami (1998), “The underlying principle of the Japanese health-
care system is equality, among patients and providers, and equality and quality tend to contradict”.

Figure 3. The coverage of Japan's health-care system

Cutting-edge medical care
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1. The areainside the line is paid for by health insurance. Some health costs, such as those related to traffic accidents, are not
covered by health insurance but are still considered to be part of National Medical Expenditure (NME), calculated by the
Japanese government. Conversely, maternity and childbirth expenses are covered by health insurance but are not part of NME.

2. NME is about 80% as large as health expenditure calculated by the OECD, as it excludes maternity and childbirth expenses,
preventative health care and non-prescription drugs.

Source: National Institute of Population and Social Security Research (2007).
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The health insurers and their financing

Japan’s health-care system is fragmented and complex, with payments by employers, employees, the

non-employed and the government to 3 600 health insurers (Figure 4). The system combines primarily
private provision of services* with mandatory insurance in one of four systems (Figure 5):

Society-Managed Health Insurance (SMHI) is for employees of large companies (more than
700 workers) and their dependents, including some elderly who are dependent on their children.
It consists of 1 541 insurance societies, which are managed by employers and employees and are
primarily funded by their premium payments. The premium rates charged by the insurance
societies range from 3% to 10% of wages (Table 1), reflecting differences in medical needs and
the income of the insured in each SMHI. In FY 2007, the SMHI sector as a whole recorded a
surplus equal to more than 5% of its revenue. However, around 40% of the insurance societies
were in deficit and have limited scope in practice to improve their situation.

Japan Health Insurance Association-Managed Health Insurance (JHIAHI) covers employees
of small companies in a single nationwide pool administered by a public corporation.
Government subsidies fund 13% of its health payments and the premium, paid by employees and
employers, is set at 8.2% of wages.

National Health Insurance (NHI) is the residual category for non-employees, such as the self-
employed and retired persons. It consists of 1 818 insurance pools administered by municipal
governments and 165 occupation-based societies for the self-employed. Premiums, which are
based on income and the number of persons insured in a household, are typically around 2% of
the average wage, although there is wide variation. Indeed, the highest premium, in the town of
Rausu in Hokkaido, is 4.7 times higher than that in the lowest.

Mutual Aid Associations (MAA) number 76 and cover civil servants and teachers.

Table 1. The distribution of contribution rates across Society-Managed Health Insurers in 2007

Per cent Number of insurers Share of insurers (%)
30 - 6.0 210 13.6
6.0 — 6.9 381 23.7
Contribution rates 70 - 79 544 35.3
80 - 89 363 23.6
9.0 - 94 33 2.1
95 - andup 10 0.6
Total 1541 100.0
50 - 59 1182 76.7
Employers’ share of 60 - 69 339 22.0
contribution
70 - 79 20 1.3
80 - 0 0.0
Total 1541 100.0

Source: Ministry of Health, Labour and Welfare.

4.

The government provides health care directly through public doctor’s clinics, which number around 5 000
(5% of the total) and are located primarily in rural areas. Three-quarters are run by local governments.
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Figure 4. Japan’s health-care system is complicated and fragmented1

Employers Employees Non-employees
I Premi ( Premiums Taxes
remiums 1 Co-payments
SMHI JHIAHI NHI
MAA
-
Government
-
Subsidifs
e
Payment system

Public-sector & university hospitals|
Private physicians'offices

Private-sector hospitals

1. The lines represent financial flows. The three rectangles at the top represent the entities paying health premiums
(employers, employees and non-employees) to the health insurers (SMI, MAA, JHIAHI and NHI), who are represented by the thin
rectangles. The funds, including taxes, flow from the insurers into the payment system, which distributes payments to health-care
providers.

Source: Ilkegami (2008a).

The fragmented system results in a high variation in premium rates and horizontal inequality as health
insurers are too small to effectively pool health risks. Japan thus tolerates considerable inequality through
the variations in health-care premiums. Addressing these imbalances would be an effective means to
promote equality. The insurers are quasi-autonomous bodies that are heavily regulated by the government
and are not allowed to earn profits. No competition between insurers is allowed, thus weakening incentives
to increase efficiency or innovate. Instead, insurers provide access to the same package of services at the
same prices, which are set by the government. Membership in health insurance is mandatory and strictly
determined either by employment or place of residence, with no choice allowed either to citizens or
insurers.” Private insurance companies play an insignificant role in health care and generally do not
provide insurance for co-payments. Private health insurance products tend to provide lump-sum payments
for treatments not covered by public insurance and for amenities.

5. Claims are reviewed by a committee, which denies payment for inappropriate or fraudulent claims and
ensures that all reimbursements are for services covered by insurance. Around 1% of claims are refused.
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Figure 5. Health insurance schemes in Japan in 2007

Society-Managed Health Insurance (SMHI)
(Covers employees of large companies)
1541 insurers

Japan Health Insurance Association-Managed
Health Insurance (JHIAHI)
(Covers employees of SMEs)

Mutual Aid Association (MAA)
(Covers civil servants & teachers?)
76 insurers

Social assistance

(1.2%)
National Health Insurance (NHI)
(Covers the self-employed and retired)
1818 municipality-based & 165 occupation-based insurers
for self-employed
1. This includes Seamen's Insurance, run by the government, which insures 0.1% of the population.

Source: Ministry of Health, Labour and Welfare.

Although Japan has many health insurers, all reimbursements pass through a single payment system.
In FY 2006, the financing of health care was provided by:

e Insurance payments: 49.0% of total outlays, split between employers and employees.

e Government subsidies: 36.6% of total outlays, with the central government share set at 25% of
total health costs. Subsidies account for 43% of outlays by the NHI.

o Co-payments by patients: 14.4% of total outlays, which is only one-half of the co-payment rate
of 30% for those between the ages of six and 70 for both outpatient and hospital care. The gap is
due to the lower co-payment rate for the elderly and very young and a monthly ceiling on an
individual’s co-payments. In addition, the limited role for mixed billing of services covered by
mandatory health insurance and those that are not (Box 2) may reduce out-of-pocket payments
below those in other countries.® Consequently, the share of out-of-pocket payments in total health
spending is below the OECD average of 18%, despite a co-payment rate in Japan that is one of
the highest in the OECD area.’

6. In other OECD countries, medical treatments that are not covered by public health insurance are financed
by out-of-pocket payments. In Japan, patients that combine new medicines or treatments that are not
included in the prescribed treatment of a certain illness in the health insurance package with services that
are included must pay not only the cost of the additional treatments but also the cost of services in health
insurance. In fact, there are no data on the amount of spending on uncovered services as they do not pass
through the public health insurance system.

7. Only one-third of OECD countries require co-payments by patients for hospital care. Of those that do, all
except Korea and Japan set a fixed amount as co-payment rather than a percentage. For ambulatory care,
two-thirds of countries require co-payments. Japan’s rate of 30% is the second highest.

10
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As employees retire and leave the employee-based insurers (SMHIs, the JHIAHI and MAAs), the
burden on the NHI is increasing over time. To cope with the rising cost of health care for the elderly, Japan
re-introduced co-payments for the elderly in 1983 and created an “equalisation fund” that transfers revenue
from employee-based schemes to the NHI. Each insurer makes a payment to the fund based on what it
would pay if its number of elderly matched the national average. Despite these transfers and the
government subsidies, almost three-quarters of municipal health insurers recorded a deficit in FY 2007.®

High co-payments are one of several mechanisms that limit health-care spending.” A second factor is
supply constraints; the number of physicians, at two per thousand population, is one of the lowest in the
OECD area (Table 2)."” The number of medical students is set by the government. However, the most
important factor limiting health spending is the government’s control over prices for all procedures, drugs
and devices, which apply uniformly to all physicians and hospitals. In revising the fee schedule every two
years, the government first sets the overall size of health-care spending based on expected revenues and the
fiscal situation. Changes in relative prices within that envelope are decided by the government, in line with
basic policy set by an advisory board and the result of discussion in the Central Social Insurance Medical
Care Council'' among the health insurers, health-care providers and public-interest representatives. The
government has significantly reduced medical prices in recent years.

Table 2. International comparison of health-care services in 2006"

Number of Average Number of Number of .
- - Number of Number of . Expenditure

hospital hospital stay long-term ) Y nursing 5

beds® (in days) care beds® physicians physicians personnel? on drugs
Japan 14.0 34.7 15.0 2.0 14.9 9.0 405
OECD average 3.7 9.6 6.3 3.3 65.6 8.8 342
Highest country 14.0 34.7 25.6 4.9 109.6 154 525
Lowest country 1.7 4.1 0.0 15 14.9 1.8 110

1 Or latest year available.

2 Per 1 000 persons.

3. In hospitals.

4. Per 1 000 hospital beds.

5. Per capita in US$ PPP.

Source: OECD Health Database (2008).

The suppliers of health care

Given the low regulated fees and a fee-for-service payment system, physicians generate a high
volume of services to boost their income. Indeed, the number of consultations per capita in 2005 was 14,
double the OECD average, while the number per doctor was three times higher (Figure 6), suggesting that
consultations tend to be rather short. One common complaint is that patients spend three hours waiting for
three minutes with the doctor, although long waiting times occur primarily in university hospitals. The
large number of appointments per physician results in very long working hours, which has become a
serious problem. Allowing physicians to sell pharmaceutical drugs boosted their income as well as the

8. In some rural areas where more than half of the population is over age 65, municipal insurers record losses
even with subsidies amounting to 80% of their costs.

9. A number of econometric studies have found that higher co-payment rates restrain health spending
(Kumagai, 2007). Assuming the standard price elasticity of 0.1 to 0.2, health-care spending would have
been 3% to 6% higher in the absence of the 30% co-payment.

10. One study (Kumagai, 2007) found that an increase in non-monetary costs, such as waiting time, reduced
demand for health care.

11. It consists of seven representatives each from providers and payers, as well as six academics. In addition,
there are a maximum of ten specialist members who are allowed to express their views when requested.

11
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level of overall drug consumption. Indeed, Japan had the highest level of drug consumption in the OECD
area in 1996. Despite reductions in drug prices during the past decade, per capita drug consumption in
2006 was $405, 18% above the OECD average (Table 2), though no longer the highest.

Figure 6. International comparison of the number of consultations with physicians

In 2005 or latest year

A. Number of consultations per capita

B. Number of consultations per physician
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Number of consultations per capita Number of consultations per physician

Source: OECD Health Database (2008).

One exceptional feature of the Japanese health care system is the number of hospital beds and the
length of the average stay, which are both about four times longer than the OECD average (Table 2). One
reason is the role of hospitals in providing long-term care (see below). However, even after excluding
long-term care beds, the number of acute-care hospital beds remains double the OECD average despite a
significant drop since 1996 (Figure 7). Moreover, the length of stay in acute-care hospitals, even though it
also declined substantially, is around three times the OECD average.

Private hospitals account for two-thirds of hospital beds, with physician-owned clinics providing
another 3% in 2007. All hospitals and clinics are non-profit organisations that must be directed by a
medical doctor. The ban on profit-seeking hospitals, introduced in 1948 on the grounds that they lower the
quality of service, effectively prevents equity financing.'? Private hospitals and clinics instead rely on
borrowing and bond issuance to finance capital costs, which are not explicitly covered by the fee schedule.
Given that bank financing is constrained by their limited collateral, the de facto ban on equity financing
limits the size of private hospitals, which may tend to reduce efficiency. Private hospitals tend to be small,
with an average of 160 beds (excluding clinics with beds), compared to 286 beds in public hospitals in
2007. In practice, physician-owned hospitals seek profits, while being taxed at the same rate as commercial
companies (Rodwin and Okamoto, 2000). The joint role of physicians as clinicians and owners of hospitals
and clinics with beds contributes to the long average stay of 34.7 days in hospitals in 2006, almost four
times higher than the OECD average (Table 2). Keeping patients in beds is an easy way to gain revenue.

12. Payment of dividends and the distribution of assets are prohibited, making equity financing irrational.

12
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One study reported a direct relationship between the number of free beds and the average length of stay
(Henke et al., 2009). Nevertheless, most hospitals operate at a loss and the total number fell by 6% to just
under 9 000 during the decade to 2009.

Public hospitals, which account for around one-third of hospital beds, have the dual mission of
providing high-tech care — they perform around three-quarters of operations requiring general anaesthesia —
and serving isolated areas. Most run deficits, despite government subsidies amounting to 11% of hospital
revenue, and are exempt from all taxes.

Figure 7. International comparison of acute-care hospitals
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Source: OECD Health Database (2008).

Long-term care

The large number of hospitals beds and the long average stay in Japan are partly explained by the role
of hospitals in providing long-term care to the elderly. The removal of co-payments for health-care
services in 1973 for persons over the age of 70 had the unintended effect of turning hospitals into de facto
nursing homes. Indeed, the proportion of elderly among hospital patients rose from 16.2% in 1970
t0 46.3% in 1990 and to 64.1% in 2005. Japan had 15 long-term care beds in hospitals per thousand elderly
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in 2005, compared to an OECD average of six. The important role of hospitals in providing long-term care,
which is referred to as “social hospitalisation”, also reflects a number of other factors. First, there was an
absolute shortage of formal long-term care, both institutional and community-based. Second, small
hospitals have experienced trouble in filling their beds, as patients increasingly prefer large medical
centres, giving small hospitals an incentive to provide long-term care. Third, health and long-term care
costs for the elderly are open-ended and not capped by the budget, in contrast to other social welfare
programmes. Fourth, ageing increased the number of elderly people while reducing the availability of
family care as the caregivers themselves age (Ikegami, 2009b).

To reduce the burden on the health-care system, Japan launched the Long-Term Care Insurance
System (LTCI) for the elderly in 2000 as a third pillar of social security along with pensions and health
care. This mandatory insurance is operated by municipalities and provides benefits to persons over the age
of 65 who are certified as eligible based on an objective assessment of their physical and mental condition
by the municipality in which they live. In principle, neither the willingness nor the ability of family and
friends to provide care are taken into account in deciding eligibility, but there are complaints that budget
constraints influence the level of care provided. Once eligibility is determined, a “care manager” employed
by a welfare or health-care facility develops an appropriate plan of care. The system allows consumer
choice of services and providers and covers both institutional and home-based care. The prices for LTCI
services are set by the government and apply to all providers, who are subject to nation-wide quality
standards. Patients are required to pay 10% of the cost out-of-pocket, with the remainder split equally
between the government and insurance contributions by those over age 40. Premiums for persons between
the ages of 40 and 64 are set by health insurers, while those paid by persons over the age of 65 are set by
municipalities so as to cover their costs and thus vary widely. The number of persons receiving long-term
care services (institutional and home-based) rose from 1.5 million in 2000 to 3.8 million in 2009."

Containing the growth of health spending and financing it efficiently

Japan’s budget deficit is projected to widen to 10% of GDP by 2010, boosting gross public debt to
200%. The upward trend in health spending has been a key factor in the deterioration in the fiscal situation.
National medical expenditure has increased at a 3.0% annual rate since 1990, far outstripping the 0.9%
expansion in nominal output (Figure 8), in contrast to the 1980s when their growth rates were comparable.
The rise in health spending is explained by four factors (Table 3):

e Population ageing accounted for 1.6 percentage point of growth, reflecting the rise in the share of
the elderly from 12% of the total population in 1990 to 20.8% in 2006.

e Population growth explained 0.2 percentage points. Following the 2007 peak in total population,
population growth is making a small negative contribution to the growth of health spending.

e Changes in the fee schedule decreased outlays by 0.1 percentage point, reflecting significant cuts
in medical fees and prices since 2000.

e  Other factors, defined as the residual, accounted for 1.3 points. It includes changes in the volume
of health services and technology, which is the key driver of health spending in most countries.'*
While it is not possible to calculate its precise impact in Japan, it is estimated that the rise in
spending due to technology was less than the growth of GDP (Ikegami and Campbell, 2004).

13. In-home services accounted for most of the increase, rising from 0.9 million in 2000 to 3.0 million in 2009.
The increase in in-facility services was much more modest, from 0.5 million to 0.8 million over that period.

14. According to one study (Mehrotra et al., 2003), “When surveyed, 81% of health-care economists stated
that technological change in medicine was the primary reason for the rise in health expenditures”.
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As a share of GDP, the OECD measure of health spending expanded from 6% of GDP in 1990 to 8.1% in
2006 (Figure 1)."” The 2.1 percentage point increase was slightly above the 1.8% point average rise in the
OECD area, despite the cuts in medical fees and prices.

Table 3. Factors contributing to the growth of national medical expenditure1

Percentage points

Population Population Fee Other National medical GDP

ageing growth schedule factors® expenditure (nominal)
1990-2000 1.6 0.3 0.5 15 3.9 1.3
2000-2006 1.6 0.1 -1.2 1.0 1.6 0.1
1990-2006 1.6 0.2 -0.1 13 3.0 0.9

1. Defined as medical services funded through public health insurance, including the associated co-payments by patients.
2. Residual includes changes in volume (the number of patient visits and hospital admissions) and other factors, which are
generally associated with technological progress.

Source: Ministry of Health, Labour and Welfare.

Looking ahead, population ageing is likely to put further upward pressure on health spending.
Between 2000 and 2006, health spending increased at a 2.2% annual rate for the elderly, while it declined
at a 0.6% rate for the rest of the population, reflecting the growing number of persons over 65 and the
falling number under that age. Ageing will accelerate in the years to come, with the share of the population
over age 65 projected to reach 26.9% by 2015 and 30.5% by 2025. The increase will be concentrated
among the very old and will thus have a major budgetary impact. Indeed, the over-75-age group, which
already accounts for almost one-third of health spending, will double from 9% to 18% of total population,
while the share of the population in the 65-to-74 age group will rise only slightly from 11% to 12%.

Figure 8. Cuts in medical fees and prices have reduced the growth of medical expenditure
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Source: Ministry of Health, Labour and Welfare.

The National Commission on Social Security’s report in 2008 projected that spending on health and
long-term care combined will rise by about 3% of GDP to around 11% by 2025 under the current
framework and utilisation patterns and by about 4% if reforms to improve quality and expand capacity

15. The OECD measure of health spending is broader than Japan’s “national medical expenditure” (NME) as it
includes preventative health care and over-the-counter drugs. NME is about 80% of the OECD measure.
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were implemented.'® According to an OECD study (Oliveira Martins and de la Maisonneuve, 2006), public
health and long-term care spending combined in Japan will rise from 6.9% of GDP in 2005 to 9.4% by
2050 due to demographic changes alone. Other factors, including technological advances and rising
income and wealth, which make individuals seek more frequent and higher-quality treatment, are projected
to boost spending by another 1.5 to 4 percentage points of GDP, depending on the degree of cost
containment. As a result, public expenditures on health and long-term care are projected to rise to
between 10.9% and 13.4% of GDP by mid-century, a larger increase than the OECD average.'’

The central government, which finances a quarter of health spending directly from general tax
revenue, has made it a priority to contain total outlays on health, particularly as the fiscal situation
deteriorated. This has been accomplished primarily by controlling medical fees rather than reducing the
coverage of public health insurance, which would be inconsistent with its goal of providing “necessary and
adequate” medical care through public health insurance. Limiting the coverage of health care conflicts with
Japan’s emphasis on equality, with access to health services based on need and not on the ability to pay.
The biennial revision of health-care fees has resulted in a cumulative reduction of 8.4% since 1997
(Figure 8), much more than the 1% fall in the consumer price index over that period. According to a
projection by the Ministry of Health, Labour and Welfare (MHLW), reforms will limit the rise in public
spending on health and long-term care from 6.8% of GDP in FY 2006 to 7.4% in FY 2015, well below the
8.3% expected under an unchanged policy baseline. A number of reforms have been launched in recent
years, including a programme to reduce “metabolic syndromes”, a new health-care system for those
over 75 and a plan to decrease the number of long-term care beds in hospitals (Box 1). Another major step
is the recent decision to increase the ceiling on the number of medical students by 50%.

Policies to limit the growth of health-care spending

Japan’s strategy of repeatedly cutting the fees for physicians and hospitals and the price of drugs and
equipment cannot continue forever. Prices can fall only so far before products become unavailable and the
quality of care suffers; some would argue that this point has already been reached (McKinsey, 2008). The
challenge is to increase the efficiency of health-care spending, thereby limiting the need for additional
revenue, and to raise any additional revenue in the least distortive way possible. An OECD study (Joumard
etal., 2008) found that the efficiency of Japan’s health-care sector, although determined only with
considerable uncertainty, has scope to catch up with the most efficient countries and thereby reduce health
spending. Even in the absence of a serious budgetary situation, the large and growing amount of resources
devoted to health care underscores the importance of ensuring efficiency in this sector.

Shifting long-term care from hospitals

The reliance on hospitals to provide long-term care — the so-called social hospitalisation — is a major
source of inefficiency, as it creates a mismatch between the needs of hospitalised persons and the services
provided. This mismatch increases health spending per patient through inappropriate care, notably the
excessive use of laboratory tests and medication under the fee-for-service method of payment and higher
numbers of medical personnel (Ikegami, 2009a). Indeed, hospital beds covered by LTCI must have three

16. The improvement scenario is based on “bold reform with a view to realising the ideals of health and long-
term care service”.

17. The demographic effect for the OECD area is less at 1.8% points. Consequently, the rise in health and
long-term care spending, from 6.8% of GDP to between 10.1% and 12.9%, is less than that for Japan.
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physicians per 100 beds, while a LTCI facility only requires one. Consequently, large savings could be
achieved by shifting long-term care to specialised nursing institutions and home-based care.'®

Box 1. The government’s recent initiatives in health care

The government launched a programme in FY 2008 to reduce the number of persons suffering from or at risk of
“metabolic syndromes” — hypertension, cancer, ischemic heart disease, cerebrovascular disease and diabetes — by
one quarter by 2015.' This is to be accomplished through more effective and extensive health check-ups, individual
counseling to support lifestyle changes for those suffering from or at risk of metabolic syndromes and the provision of
more information by health insurers and communities. A quarter of the 56 million persons between the ages of 40
and 74 are to be screened. To encourage health insurers to pay for check-ups, a reward system that adjusts their
contribution to the health care of those over age 75 (see below) will be implemented in 2013.

The government implemented a new health insurance system in 2008 for those over age 75, who account for 9%
of the population and 30% of health outlays. The co-payment rate is kept at 10% and insurance premiums continue to
cover 10% of the total costs of the over age 75 population. The remainder will be covered by insurance premiums from
people under 75 (40%) and government subsidies (50%).2 The new system makes the subsidy for elderly health-care
costs more explicit. As the population ages, the share of contributions by the elderly will increase. The new system
should reduce the large inter-municipal differences in premiums noted above by moving to a prefectural basis, with
premiums based on how much was spent on health care for the elderly in each prefecture during the preceding two
years (Tomizuka and Matsuda, 2008). The incentive of prefectures to limit the level of their premiums is likely to
promote efficiency, while ensuring that each prefectural insurer achieves a balanced budget. Premium payments,
which are deducted from pension benefits to increase compliance and reduce administrative costs, have fallen for
about two-thirds of this age group as a result of the new system. In addition, it introduces a specific benefit package for
the elderly based on a comprehensive payment, rather than the usual fee-for-service system. The new system for the
“old elderly” was to be accompanied by an increase in the standard co-payment rate for those between the ages of 70
and 74 from 10% to 20% and to 30% for those with incomes matching the average for the population under the age
of 70, but it has been delayed.

In 2005, MHLW announced a plan to restructure the 380 000 long-term care beds in hospitals by FY 2011, based
on targets set by local governments. Of those beds, 250 000 were financed by public health insurance and the
remainder by LTCI.2® The distinction between the two insurance systems is blurred as there are beds in the same
hospital unit financed by the different insurance systems. The objective is to reduce the number of long-term care beds
to 150 000, devoted entirely to the treatment of patients with chronic medical conditions and financed by health
insurance. After FY 2012, no long-term beds in hospitals will be financed using LTCI. This is to be accomplished
through differentiated per diem payments for long-term care beds in hospitals according to medical need and an
increase in co-payments. Public financial assistance, including subsidies, and deregulation will help shift the remaining
230 000 beds into other uses, notably a new type of long-term care facility that will be subject to relaxed regulations on
manpower and facilities.

1. This initiative is similar to the Health Care for the Aged legislation in 1981, which established screening, prevention and
education for everyone over the age of 40.

2. Previously, the government subsidy financed 30%, with health insurance premiums accounting for the remainder.

3. In addition to the 130 000 beds in hospitals, LTCI financed 400 000 in nursing homes and 270 000 in intermediate care facilities.

With the introduction of LTCI in 2000, it was expected that long-term care units in hospitals would all
be transferred from health insurance to LTCI. In the event, less than half of the beds were transferred.
Moreover, the number of long-term care beds financed by health insurance increased by almost one-half to
around a quarter million, more than double the number financed by LTCI (Table 4).

18. The government, though, has no estimates of the extent of the cost saving. Of course, some long-term care
patients with chronic medical problems need to remain in hospitals, as envisioned in the government plan.
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Table 4. Long-term care beds in hospitals

In thousands

Year Financed by long-term care insurance Financed by health insurance Total
2001 120.4 175.5 295.9
2002 138.0 187.8 325.7
2003 139.6 2275 367.2
2004 138.9 234.9 373.8
2005 129.9 254.0 383.9
2006 119.8 252.0 371.8
2007 110.7 251.7 362.4

Source: Ministry of Health, Labour and Welfare.

The government’s 2005 plan (Box 1) projects that the number of long-term care hospital beds
(financed by health insurance) will fall to 150 000 by FY 2011. This decline is one of the means to
accomplish its objective of shortening the average hospital stay from 36.3 days to 31.5 by 2015."
However, there has been little progress in the past few years in moving toward the FY 2011 objective.
Municipalities, which manage LTCI, did not want to have the hospital-based beds transferred because it
would raise spending on long-term care. In addition, physician-owners of hospitals had second thoughts
about transferring beds from the profitable service of providing long-term care under health insurance to
LTCI. Moreover, there was a general concern that long-term care beds in hospitals might be shifted to
other uses, thus reducing the overall capacity to care for the rising number of elderly. In 2008, the
government announced a more modest objective, based on the targets set by the prefectures, to reduce the
number of long-term care beds in hospitals to 210 000 in FY 2011, well above its 2001 level.

The failure to make significant progress in shifting long-term care out of hospitals also reflects policy
mistakes in introducing a case-mix based payment beginning in 2003. A government-organised committee
defined three levels of medical need that would determine the payment from health insurance. In 2006, the
payment for those at the lowest care level in health insurance (known as Level 1), who then accounted for
a little more than one-half of all patients in long-term care beds financed by health insurance, was set
below the cost of providing care. The 2006 reform was intended to give hospitals an incentive to either
become a LTCI facility themselves or transfer such patients to LTCI facilities. However, the hospitals did
not respond as expected. Rather than discharge the patients to long-term care facilities, hospitals up-coded
them to higher medical care levels in order to receive larger payments from health insurance. Indeed,
during the five months following the change in the tariff, the proportion of Level 1 patients in health
insurance-financed long-term care beds fell from 50% to 33% (Ikegami, 2009a).

Hospitals’ strategy of retaining their long-term care patients by re-defining their medical needs
reflects the high profitability of long-term care; hospitals with more than 60% of their beds in long-term
care had a profit margin of 7.9% in 2004 compared to 0.7% for all hospitals (excluding psychiatric). Many
hospitals therefore have transformed acute-care units to long-term care. With the reductions in insurance
payments, the profit rates declined, to 3.7% and negative 2.3%, respectively, with long-term care
remaining much more profitable on average, despite the policy changes to make it less attractive
(Ikegami, 2009a). Clearly, the goal of reducing long-term care in hospitals cannot be met as long as it
remains the most profitable service for hospitals. Changes in the reimbursement structure must be

19. The objective is to reduce it to the point midway between the national average of 36 days and the average
of Nagano prefecture, which is the shortest in the nation at 27 days.
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accompanied by steps to prevent up-coding of patients, notably through a comprehensive patient-level
database, which in turn requires electronic record-keeping and on-site inspections, preferably through the
insurers or third-party experts chosen by them.

Despite the problems in shifting long-term care out of hospitals, the experience with LTCI does
demonstrate the positive benefits from an opening a publicly-provided service to private firms. Prior to
2000, the coverage of long-term care by public health insurance was restricted to the public sector,
reflecting concern that allowing for-profit firms in the health-care sector would result in opportunistic
behaviour (Noguchi and Shimizutani, 2005). The introduction of LTCI allowed for-profit firms to compete
in the provision of at-home long-term care (but not medical care). By 2006, the number of private
companies providing such care had surpassed 11 000, accounting for more than one-third of the total.

Reforming the pricing mechanism away from pay-for-visit

The government’s objective of providing “necessary and adequate” health care is a vague concept that
depends, in part, on the payment system. The current fee-for-service approach tends to expand the
“necessary treatment”, while an inclusive payment would reduce it. Introducing a “diagnostic-related
group” (DRG) approach, which sets an overall fee according to the illness, would help reduce the number
of consultations per physician and the length of hospital stays in line with the government’s objective. It
may also help lengthen the relatively short consultations with physicians, which is a major complaint of
patients. One solution would be to reimburse physicians on the basis of the number of patients during a
year rather than the number of visits. A less radical reform would be to modify the reimbursement rate in
some cases, such as a second visit for a cold or another minor ailment. The government took a step in this
direction in 2008 by reducing reimbursement of medical consultations of less than five minutes.

For hospitals, the government introduced in 2003 a case-mix based payment, the Diagnosis Procedure
Combination (DPC), which classifies patients according to their diagnosis and required treatment.”® This
new approach, which adapts the DRG systems used in a number of OECD countries to Japanese practices,
was initially limited to 82 university and public hospitals. Japan’s case-mix payment is unusual in that it
includes both a DPC component and a fee-for-service component. The DPC part includes the hospital’s
basic charge, medicine and supplies used in wards, laboratory tests, radiology and any procedures costing
less than 10 000 yen (around $100). The fee-for-service component covers surgical procedures, medicine
and supplies used in operating rooms and procedures that cost more than 10 000 yen. For the DPC
component, a per diem payment schedule is applied that declines as the length of the hospital stay
increases. It is important to note that there is a “conversion factor” for the DPC payment, which varies
from 0.85 to 1.32, thus lowering the payment by as much as 15% or raising it by up to 32%. This payment
eases the impact on the income of individual hospitals that have introduced the DPC system.

The DPC has led to some reduction in the length of hospital stays, but not in overall costs. The
average stay in the 82 hospitals using the DPC fell from 20.4 days in the summer of 2002 to 18.8 days in
the summer of 2003 after the introduction of the DPC (Wang et. al, 2008). The fact that the DPC is paid on
a per diem basis, in contrast to DRG systems in some countries, limits its impact on the length of hospital
stays. However, overall medical costs rose relative to the fee-for-service method, with increases recorded
for eight of the 16 Major Diagnosis Categories. The failure to reduce costs reflects in part hospitals’
strategies to “game the system”. First, the re-admission rate of patients increased from 4.7% in 2002
t0 9.7% in 2004, primarily due to planned re-admissions. Second, hospitals have “up-coded” patients by
classifying them for more intensive (and expensive) treatments (Ikegami, 2009a). Another factor is that the
use of conversion factors to set the per diem rates of individual hospitals weakens pressure to increase

20. There are 16 Major Diagnosis Categories that are divided into 1 727 diagnostic groups, which in turn, are
subdivided into 2 552 DPC groups.
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efficiency. In addition to failing to reduce hospital costs, the DPC also increased outpatient medical costs.
Hospitals concentrated clinical tests in their outpatient departments before admitting patients, thus allowing
them to charge extra on a fee-for-service basis rather than having the tests covered by the DPC
(Wang et al., 2008). Indeed, there are examples of revolving door practices as hospitals discharge patients
and perform expensive tests on them in their outpatient departments before re-admitting them.

While the DPC is aimed at controlling costs, another important objective is to upgrade the quality of
hospital care by enhancing standardisation, transparency and accountability. The DPC system makes
hospital services and outcomes measurable, thus providing a basis for improving treatment.”' It also
strengthens competition by providing patients with information to help choose hospitals. The website of
the MHLW shows the outcomes at hospitals using DPC, including treatment rates, length of stay and re-
admission rates. Such tra