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Purchasing for value                                                                             18 June 2024 

Evidence check question 

What purchasing or payment models for medical inpatient services have been used to increase value, 

improve efficiency or reduce length of stay?  

Summary  

• In Australia, activity-based funding based on the diagnostic related groups (DRGs) classification 

system is the dominant purchasing model for hospital-admitted patient services. This model has 

advantages of being transparent, increasing activity levels and reducing the length of stay 

compared to fee-for-service models. It also has disadvantages, including insufficient cost control, 

lack of consideration for value and care integration, the likelihood of unnecessary patient 

admissions, higher readmission rates or upcoding treatment decisions for larger payments.1, 2   

• Given the disadvantages and side effects of DRG-based payment models, many high-income 

Organisation for Economic Co-operation and Development (OECD) countries are reducing the 

overall share of inpatient payments based on DRGs and moving towards integrating value-based 

payment models. Two broad types of value-based payment models are:  

- Blended payment combining two or more payment methods with a pay-for-performance 

mechanism for quality and value. 

- Bundled payment such as payments based on episode-based care (i.e., both acute and post-

acute) for multiple providers as a bundle.3 

• One key strategy pursued by healthcare systems to improve value is to reduce the excessive length 

of stay and unwarranted variation while maintaining safety and quality. Measures implemented by 

multiple countries include:  

- Benchmarking average length of stay and setting targets 

- Best practice tariffs  

- Extending the treatment episode to post-acute care 

- Streamlining care pathways and optimising alternative care settings such as day care or 

outpatient care by implementing appropriate payment mechanisms (i.e., uniform tariffs or 

bundled payments) 

- Withholding payments for inpatient stays resulting from hospital-acquired infections or 

readmissions resulting from inappropriate care or splitting care for multiple admissions.  

- Evidence-based clinical guidelines, pathways and indications for health interventions or hospital 

admissions.1, 4-7 
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• Targets and initiatives focused on surgical stays are described elsewhere.8  

• Among medical hospitalisations, there is good evidence to support setting targets for a reduction in 

length of stay for respiratory conditions, cardiology and cellulitis.9-12 There is limited information on 

renal conditions and childbirth.  

• For example, the Getting It Right the First Time (GIRFT) initiative in England sets out standards and 

targets for the average length of stay for many medical specialty conditions including respiratory 

and cardiology.13, 14 Ireland sets out national targets for metrics such as zero length of stay and 

average length of stay in the National Acute Medicine Program.15  

• Once targets for appropriate length of stays are set out, there are a range of interventions and 

techniques, such as criteria-led discharge, clinical pathways, interdisciplinary care, medication 

management, and alternate models of care including virtual care, to help health districts and 

hospitals achieve these targets.   

Models and reform of purchasing in health services 

Value-based purchasing and payment models and trends 

• A January 2024 OECD report on the fiscal sustainability of health systems has projected that health 

expenditure in OECD countries will continue to grow and the pressure on health spending and 

resources constraints will continue to intensify without a major policy shift in financing and 

budgeting. Four broad policy options have been considered across the OECD countries, including 

increasing overall government spending, increasing budget allocation to health, reassessing 

boundaries between public and private spending and finding efficiency gains. Seeking efficiency 

gains and increasing the value for money of health services was considered the most promising 

approach in promoting sustainability.16  

• Value-based payment models are a key driver of health system transformation and can contribute 

to reducing low-value services, increasing efficiency, improving quality of care and promoting better 

care coordination. The various mechanisms through which value-based payment models enhance 

care provision and value include:  

- Shifting financial accountability and some of the financial risk to providers, incentivising the most 

cost-effective care  

- Bundling care provision across multiple providers and promoting care coordination and 

cooperation  

- Linking quality components and performance to payment based on pre-defined benchmarks.17 

• A 2021 World Health Organization policy brief recommends the following two payment options as 

part of strategic purchasing to ensure value-based health services: 

- Blended payment methods (combining two or more payment methods such as salaries, fee-for-

service and capitation) with a pay-for-performance mechanism 

- Bundled payment methods whereby “several components of health care for a specific 

intervention are put together and paid for together, based on the expected costs of patient 

cases, episodes or care over a specified time period.”3 

• For bundled payment models, a 2022 OECD report suggests that they are best suited for well-

defined care pathways for specific conditions and are not one-size-fits-all solutions.18 
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• A 2024 review of inpatient sector payment reforms in 10 high-income countries found that many 

high-income countries are moving away or descaling from DRGs-based payment models and 

moving towards a funding system that emphasises value rather than volume. Reform trends 

include: 

- Searching for new combinations of payment systems and reducing the share of payments 

based on DRGs 

- Choosing different payment programs for specific hospital types, i.e., rural hospitals 

- Bridging providers via episode-based payments 

- Shifting care to less costly settings 

▪ Some countries extended DRG payment systems to daycases, and they pay one price for a 

set of services, regardless of the setting in which these are delivered 

▪ France introduced “uniform price” and expanded the list of conditions that fall under this 

payment model. It also introduced a rule where providers who provide lower than the 

national average percentage of ambulatory services for select conditions need approval 

from an insurer before admitting patients.1  

Pay-for-performance payment models  

• Pay-for-performance refers to a payment mechanism in which healthcare providers receive 

conditional funding based on specific predetermined criteria or targets. The pay-for-performance 

programs usually target either the individual providers, teams, units or hospitals, and a selected 

aspect of care delivery for a specific condition or multiple aspects or dimensions using an 

aggregated approach.19 Pay for performance schemes are usually not a stand-alone payment 

model in themselves but rather a quality-promoting add-on element to other payment systems.17   

• Four types of pay-for-performance strategies include:  

- Payment withheld  

- Reward or bonus 

- Penalty 

- A combination of the above.19 

• Approaches to assessing pay-for-performance include:  

- Absolute performance based on a predetermined threshold which can be either simple or 

stepped (increased at regular intervals); reward if exceed and penalty if fell below 

- Relative performance 

▪ The “tournament” or “top-/worst-performer award” performance compared to peers and 

ranked; top performers rewarded, and bottom performers penalised 

▪ “improvement award” current performance compared to own past performance; rewarded if 

improved 

▪ “Attainment” or “achievement” award performance improvement compared to that of peers; 

rewarded if attained.19  

• A review of 34 pay-for-performance programs in the inpatient sector in 14 OECD countries 

summarises the design elements of financial incentives in pay-for-performance programs.19  
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• Pay-for-performance schemes that reward lower mortality, readmission rates, length of stay and/or 

waiting times without risk adjustment for patient characteristics, risk inadvertently introducing 

patient selection bias or patient composition effect.20-22 

Activity-based funding and diagnostic related groups (DRGs) 

• In Australia, at both the federal and state or territory level, the funding allocation and purchasing 

models for health services are mainly driven by activity-based funding. That is funding based on the 

number and types of services that are provided to patients at a pre-determined price.23 The other 

funding allocation models include block funding, public health funding, grants, and discrete funding 

programs or initiatives.23-25 

• The Australian Refined Diagnosis Related Groups is a classification system for the activities for 

acute admitted patients based on diagnosis, services and interventions.26  

• Advantages of DRG payment systems include:  

- Increased transparency 

- Increased activity 

- Reduction in length of stay compared to fee-for-service payment systems.1 

• Downsides to DRG payment systems can include:  

- Insufficient cost control  

- Creation of supply-induced demand 

- Lack of integration of services   

- Lack of consideration for quality of care 

- Hospitals incentivised to modify medical treatment decisions 

- Wasteful spending due to upcoding.1  

• Examples of strategies and policy measures to counterbalance the unintended consequences of 

DRG-based payments include: 

- Optimising care settings such as best practice tariffs for appropriate settings 

- Optimising hospital care pathways  

- Integrating care  using measures such as streamlined care pathways, best practice tariffs or 

bundled payment for both the inpatient and post-discharge care 

- Setting thresholds for inpatient stays and payment withholding or reduction for inappropriate 

readmissions  

- Risk and payment adjustments depending on patient selection  

- Reducing waiting lists by measures such as waiting time targets or performance reporting  

- Reducing tarriffs for splitting care into multiple admissions within a short period of time  

- Monitoring activities, trends and payment measures for admitting patients for unnecessary 

services.27 

• Three main types of initiatives for quality adjustment of DRG-based hospital payments include: 

- Introducing best practice tariffs 
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- Extending the treatment episode to post-acute care 

- Excluding hospital-acquired conditions and readmissions from payment.27 

Reducing hospital length of stay  

• One key strategy pursued by healthcare systems to improve value in hospital services and improve 

quality and safety is to reduce excessive length of stay and unwarranted variation.  

• A 2011 report from the National Health Performance Authority on the length of stay in public 

hospitals for surgical and medical admissions found that there was considerable variation in the 

length of time similar patients spent in hospital, even among hospitals of similar size and rurality. 

For medical conditions, it included cellulitis, chronic obstructive pulmonary disease (COPD, Figure 

2), heart failure, kidney and urinary tract infections and childbirth. As an example, for COPD with or 

without complications, average length of stay across major and large hospitals differed by a factor 

of 2.28 

• Similarly, a 2016 audit of length of stay in a Victorian hospitals report found a 29% variation in 

length of stay between the 21 Victorian hospitals after adjusting for patient characteristics (DRG, 

age, complexity, discharge destination, arrival mode and arrival source, based on relative stay 

index).29  

• Both reports recommended that hospitals improve efficiency to deliver anticipated outcomes at an 

acceptable level and to set up indicators or benchmarks to help assess performance.  

• More recently in 2023, the Australian Institute of Health and Welfare published a report on admitted 

patient activities in Australia in 2021-2022 and the preceding 10 years. From 2011-2012 to 2021-

2022, the average length of stay for all conditions decreased from 3.0 days to 2.7 days. However, 

significant variation remains (Table 1 shows NSW data). 

• For broader comparisons, OECD country average length of stay by diagnostic categories can be 

found here. 

  

https://stats.oecd.org/index.aspx?queryid=30165
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Figure 2. Average length of stay for COPD in major and large public hospitals, 2011-12. (Source: 

National Health Performance Authority). 

 

https://www.aihw.gov.au/getmedia/c0d5314d-80c5-428a-8ea9-b3a94e17e9fb/hpf_57_2011_12_report.pdf?v=20230605174042&inline=true
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The average length of stay in NSW major, large and medium hospitals for select conditions based on AIHW data 

Table 1. Peer group average length of stay in NSW hospitals in 2021-2022 (data source). 

 

 

 

https://www.aihw.gov.au/reports-data/myhospitals/sectors/admitted-patients
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