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Hospitals, pricing and the Independent Hospital Pricing Authority (IHPA) 

 

Introduction 

The overriding purpose of the Alliance‘s involvement with this issue is to ensure that the 

‗disturbance‘ represented by the establishment of the IHPA and the work it will do results in 

net positive impacts on the health and wellbeing of people in rural and remote areas.  As with 

any other significant policy change affecting health, this particular matter clearly has both 

risks and opportunities where rural health outcomes and health services are concerned. 

 

The opportunities stemming from the current policy disturbance includes the possibility that 

the provision of acute care locally can be enhanced through a new funding system.  The 

capacity of a local acute facility to provide birthing services has perhaps become a common 

marker for the status of acute care services in rural areas.  It is certainly the case that specific 

references to rural maternity services in the National Maternity Services Plan have given 

some credence to the possibility of reversing the trend which has seen over 110 communities 

lose the capacity for birthing services in the last 10 years or so. 

 

The risks include the possibility that new funding arrangements for public hospitals might 

increase the rate at which small facilities (hospitals, MPSs) become ‗rationalised‘, in such a 

way that services regarded as ‗basic‘ would then be available only at a greater distance.  The 

rationalisation that is feared by people in rural and remote areas usually consists of the loss of 

services for normal birthing, relatively minor surgical procedures, emergency services, the 

managing of complex chronic disease and end-of-life care and closure of the facilities that 

supports these things.  In addition, the closure of a Multi-Purpose Service is likely to mean 

the end of all local aged care, community care and primary care services, as well as outreach 

services from the regional centre, as the facility that houses them will no longer exist.    

 

The extent to which this fear may be actualised depends on the relationship between funding 

systems/streams and the likelihood of such rationalisation.  Pure fee-for-service operations 

are among those in which there is a very strong relationship between funding streams and 

rationalisation.  But it needs to be understood that the rationalisation of rural and remote 

healthcare services may be caused by drivers other than financial sustainability, such as 

considerations of safety and access to skilled staff.   

The story so far 

People in rural and remote areas have no doubt taken some comfort from the fact that the 

Government has made it clear that small hospitals will be block funded or funded with a 

mixture of activity-based and block funding.  The assumption underpinning this commitment 

is presumably that smaller hospitals would be less sustainable (ie worse off financially) with 

activity-based funding (ABF) alone.  This is in itself a concession which rural advocates will 

no doubt acknowledge and welcome, and protect at all costs.  

 

Comfort has also been taken from references to the fact that smaller hospitals meet a number 

of community service obligations.  What this presumably means is that it is recognised that, 

in smaller places, the hospital is not only the source and base for acute services but also for 

some of the primary care capacity, for aged care and community services, and for a 

proportionately more important part of the economic base than is the case in the major cities. 
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Rural communities see the provision of basic hospital services and their infrastructure 

(procedurally trained nursing and medical staff in particular) as being a prerequisite for 

sustainable economic development and especially in those environments where some risks 

are inherent in economic activity (such as the mining, agriculture, tourism and manufacturing 

industries). 

 

In the discussions and materials produced so far relating to the IHPA there has been little or 

no specific reference to some of the key issues for rural and remote areas.  These include the 

way that Multipurpose Services (MPSs) may or may not be included in and/or affected by a 

new funding system; the thresholds at which mixed or block funding will be applied; and the 

parts of a smaller hospital‘s activity to which block funding will be applied. The current 

inequity and underspend on rural and remote services because of the absence of private 

services and practitioners also needs to be acknowledged.  

 

The literature review provided by the consultants demonstrates the great complexity of the 

issue and is a useful and well-written background document.  It emphasises the fact that a 

hospital funding system is not applied in a values or policy vacuum, and that the policy 

choices made will help determine the new financial system.  Given that Australia has a health 

system that is far too hospital-centric, spends very little on health promotion and now has for 

the first time a national preventive health agency, one of the policy drivers for the new 

system should be to keep people out of hospital and to minimise throughput. This will only 

occur through an integrated system - often found to be better in small communities than in the 

major cities.  

 

It is pleasing to see the reference in the literature review to what are called ―unavoidable‖ 

cost variations experienced by hospitals in different circumstances.  The literature review 

makes the point that payment for compensation for such variations must be based on robust 

empirical analysis with an explicit policy driver.  In rural and remote areas such policy 

drivers should be two: to keep people out of hospital; and to ensure that those in need have 

prescribed inpatient care as close to home as possible.  The specification of just what should 

(―must‖) be available locally and what is ‗permissible‘ to have at a distance is a matter of 

ongoing debate and is now being addressed through high level NHMRC-funded research and 

international collaboration.  It is also being addressed through jurisdictional work on hub and 

spoke models.  

 

The consultant has suggested that the Alliance focus on Figure 3.2 in the literature review and 

on the review‘s conclusion.  The figure effectively summarises the upstream and downstream 

building blocks which go towards determination of the actual ABF payment, and emphasises 

that the baseline price (national efficient price) will be moderated by other factors such as 

what are described as ―provider characteristic-based adjustments‖.  The Alliance has 

presumed that one of these key characteristics is ‗rurality‘ and the remoteness of the rural 

population from the place at which primary and acute care services are delivered. 

 

From a rural perspective the key paragraph in the Conclusion is number 7: 

 

―Price-setting has to consider the optimal balance between the level at which the 

national efficient price is set and the use of any price adjustments to compensate for 

‗unavoidable‘ variations in costs across hospitals.  In general, the decision to include 

price adjustments (whether based on geographic location, hospital type or patient 

characteristics) should be based on robust empirical analysis that demonstrates the 
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existence of cost disabilities and, for which there is an explicit policy driver.  This 

implies a ‗clean slate‘ approach to the analysis of efficient pricing that does not rely 

on historical costs.  The fewer the adjustments, the more important will be the 

integrity and robustness of determining the ‗base‘ national efficient price.‖ 

 

This makes it clear that it will be incumbent on the IHPA to establish exactly which costs are 

higher for smaller hospitals, to what extent, and why.  The Alliance believes that this is a task 

of such importance that it is willing to consider how it may be able to help the IHPA in the 

immediate future with this task. 

 

NRHA principles 

The Alliance has prepared a preliminary set of principles relating to the work of the IHPA.  

These can be summarised as follows: 

 

 the work of the IHPA, and the application of that work, should not provide any further 

relative financial or sustainability disadvantage to smaller hospitals, given the 

inequity that has already been established and poorer health outcomes; 

 

 the new funding system should not result in any less financial support for rural 

hospitals than is currently the case; 

 

 national uniformity should not be pursued at the cost of local flexibility to meet local 

needs; 

 

 special consideration should be given in the new system to the place of aged care, 

community services and the current functions of Multipurpose Services; 

 

 special consideration should be given to the need to quarantine funds for research and 

for the teaching, training and education provided by hospitals in rural and remote 

areas (and which are now seen as a key element of the suite of responses to combat 

the maldistribution of the health workforce);   

 

 the block funding of smaller hospitals should comprise ABF funds weighted by a 

factor to recognise their distinct service (‗variable ABF‘) and cost circumstances, plus 

a core amount not affected by throughput or activity;  

 

 a fundamental issue is cost measurement and the definition of which elements in cost 

equations are being measured; and  

 

 the new funding system should recognise the need for larger rural hospitals to provide 

service to smaller ones and for these smaller ones to have the capacity to 

communicate meaningfully with the larger ones - to operate the networking or hub 

and spoke service models that are operating in particular areas with great effect. 

 

Block funding and rural health services 

Block funding needs to comprehend that facilities in rural areas have specific and 

irreplaceable functions, so they need to be funded for ‗capacity‘, not just throughput.   
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The key question is how block funding will work: what is the efficient price for the ‗block‘ 

funding and what is a ‗small‘ facility?  

 

A key issue is expectation of the health service, for bed-based services, emergency care, etc.  

Given answers to this, it may be possible to build up a profile and develop an efficient cost 

relative to service expectations.  However with great diversity across jurisdictions and 

community types, the challenge is to put in place a system that covers everyone – including 

in rural Australia. 

 

MPSs already have, in effect, a system that is largely block funding, and a Commonwealth-

State planning process relating cost and price to service delivery.  However the funding 

arrangements differ between States and for example, in NSW and TAS, the aged care funding 

from the Commonwealth for a State-based and MPS-like service may be based on actual 

numbers of aged care beds rather than on MPS block funding arrangements.   

 

An overall move towards standardized systems of funding will have an effect on the 

accountability requirements of small rural services such as MPSs.  The experience of the 

MPSs has been that their block funding has not provided for any growth, with the funds 

provided assuming the capacity to meet the costs of rapidly changing populations and 

growing accountability.  Whatever happens with ABF and block funding, it is clear that the 

administration systems and accountability requirements are going to increase.  In the long 

run, the gap between price and cost widens and small agencies struggle to meet the costs of 

increasingly complex and demanding accountability measurement and reporting. 

 

Criteria need to be developed for where ABF is not appropriate; for instance:  

 where ABF will distort models of care; 

 where volumes are low; 

 where there is great and unavoidable volatility and fluctuations in demand; 

 for the range of services that can be justified and supported in small settings; 

and   

 for ‗super specialties‘ where costs can vary or be inaccurate. 

 

Anything out of scope for ABF should be block funded (including rehabilitation, sub-acute, 

mental health). 

 

Particular issues relating to rural and remote areas include: 

o Community service obligations (meeting community needs). 

o The intersection between health, aged care and community care. In general, the 

smaller the community, the more the boundaries between hospital care and aged 

care are blurred.   

o Outreach services – providing and receiving them. 

o Analysing trend data over time to track changes in population needs and provide 

the evidence base for work to fill gaps in services. 

o What is ―acceptable access‖? 

o How to quantify the lower level of access in rural and remote and how to bring it 

up to a reasonable level? 

o Teaching and training should be built into block funding for rural and remote 

hospitals to increase the availability of training positions. 
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o The risk that hospitals will discharge patients too early without appropriate 

community services to pick up care.  One option might be to make hospitals 

responsible for patient care for a specified period following discharge. 

o  Step down facilities so, for example, major surgery can be performed in a 

regional setting but post-operative care provided closer to home. 

o The difficulty of providing appropriate preventive health services to those living 

in rural and remote locations. 

 

With the advent of new Local Hospital Networks, the relationship between hospitals of 

different size needs to be accommodated in the new funding systems.  Initially the 

Commonwealth will be covering just 37 per cent of cost so that the States will still have the 

greatest say.  Funds will go directly to the LHN so that local relationships will determine 

much of the outcome, but a national approach has the capacity to provide some equity and 

certainty.  There needs to be national support for wise local decision-making, including 

through the provision of resources and research evidence.  

 

Because hospital services have been under cost pressures for many years, basing the national 

efficient price on existing costs would be a reasonable and relatively simple way to go.  

However the use of historical costs is unlikely to reflect the extent of diversity that currently 

exists, with some places not having any acute care facility in which to have had prices set.  

Nor is it clear how the justifiable establishment of new services would be dealt with by a 

historical cost approach. 

 

Another approach would be to base prices paid on geographic location (ie need to travel), 

local population health needs, local capacity, and socio-economic profile (including 

Indigeneity).  Trend data on these would be needed to make good decisions.  

 

In terms of the scope of coverage of hospital pricing, it needs to be recognised that some of 

the services currently provided in hospital should be provided by the hospital providing 

outreach to the community setting, eg wound care.  In such cases the relevant prices are 

related to the cost in the community setting. 

 

It is noted that some states build into the ABF approach an expectation of recovery of 

revenue through private health insurance arrangements.  This can have the effect of enticing 

service back into the hospital or, given appropriate arrangements, of supporting service in the 

community. However, the Alliance is concerned that there is insufficient data available in the 

public domain to analyse the extent to which people living outside Major cities are covered 

by, have access to or use private health.   This is a particular concern given the rate of 

concession card holders outside Major cities is 45 per cent compared with 30 per cent of city 

dwellers (AIHW, 2011).  
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Attachment 

Detailed principles for developing a pricing framework through the 
Independent Hospital Pricing Authority (IHPA) 

Overarching principles 

 There are numerous approaches to the application of activity based funding throughout 

Australia at the present time.  Great care is required when determining a single national 

system of ABF to ensure that rural and remote communities and the health services in 

them are not disadvantaged. 

 Determining a set of uniform national efficient prices for hospitals should not result in the 

closure of hospitals or other care facilities unless trend data clearly show that the quality 

of infrastructure and its appropriateness for services, and/or the health professional skill 

sets are not available. 

o Access to a level of hospital care, determined according to a place‘s population 

size and location, is a minimum requirement for people in all communities. 

Models for calculating this are being established, developed and tested in 

Australia and Canada. 

o Recent years have seen significant ‗rationalisation‘ (closure; reduction in scope of 

practice) of services and facilities in rural and remote areas without adequate 

evidence.  Some of those decisions are now being revisited. 

o While population dynamics will inevitably cause further changes in both 

directions – acute care service rationalisation in some areas and growth in others – 

rural people will not accept changes perceived as being opportunistic and not 

evidence-based. 

 Application of the new funding formula, whatever it may be, should not disadvantage 

hospitals in rural and remote areas. 

o Catch-up funding to address current inequities may well be required. 

o A new funding system must not have funding formulae that favour or provide 

perverse incentives for hospital admissions rather than for appropriate primary 

care.  

 Rural and remote hospitals should not receive any less funding under the new Pricing 

Framework than they currently receive. 

o Rural hospitals are an essential part of many small rural towns, providing, in 

addition to hospital services, a centre for the delivery of primary care; community 

health services including outreach services from regional or city hospitals; and 

some aged care services.  They also provide employment and social capital within 

the community, contributing to health and wellbeing of the people in the town and 

its surrounding districts. 

o Any change to the level of funding should be based on evidence of the health 

needs of the community. 

o Multipurpose Services will still require acute care funding to pool with aged care 

and other funding sources to provide sustainable health care in smaller 

communities. 

o The boundary between health and aged care is a particular rural issue, whether 

through MPS or other arrangements.  Long stay aged care in rural hospitals is 

quite common.  Potentially avoidable hospitalisations are also much higher for 

certain chronic conditions, due no doubt to scarce primary health care.  As such 
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the relationship between funding sources must be carefully considered and 

planned under any ABF pricing formulae. 

 Many rural hospitals would be significantly disadvantaged by the application of activity 

based funding (ABF) and should receive block funding to ensure ongoing viability.   

o ABF criteria need to be harmonised between the States – although different views 

exist about how, where and whether ABF should be applied. For example, there 

are questions about how the costs of outpatients, pharmacy and emergency 

services are bundled, and whether overheads such as depreciation are in or out.  

o Consideration needs to be given to community health block funding and to 

ensuring that funding for holistic and appropriate local care is not drained away to 

ABF hospitals where the funding model is easier to apply. It may be difficult to 

ensure this is the case. 

o Consider the ‗art of coding‘ and the expertise required to optimise cost recovery 

through ABF – which is likely to be hard for smaller rural hospitals to achieve.  

o Be aware that while general criteria may apply, there is room for bilateral 

agreements between a State and the Commonwealth around ABF.   

 The cost of delivering hospital services in rural and remote areas is higher than in major 

cities and a set of weightings should be determined within the ABF formula to take this to 

account.   

o Staffing costs are higher because of the need to provide recruitment and retention 

incentives and provide or fund travel to continuing professional development. 

o Locum and agency staff costs to cover leave, staff changes, fluctuating demand 

and emergency situations come at a significantly higher cost.  These often include 

providing longer placement opportunities and affordable accommodation as well 

as covering travel costs and better remuneration than for city placements.  

o Attracting outreach services (specialists, allied health professionals etc.) from 

regional or city locations costs considerably more than similar services provided 

in larger hospitals by local professionals.  The costs include transport and 

accommodation costs as well as provision of rooms or facilities which may be 

under-utilised during times when the outreach services are not being delivered. 

o Costs associated with procurement, construction and maintenance, transport of 

equipment and materials increase as remoteness increases. 

 For all hospitals outside major cities, a loading/weighting which takes account of 

increasing remoteness should be applied to any ABF formula used. 

o Throughput is not a sufficiently robust metric of itself for decisions about whether 

to apply ABF or not. 

o Small hospitals with a high throughput may well provide some high cost services 

with high variability in demand – but are less likely to make savings on high 

volume, low cost services. 

o ABF is likely to work better for services like surgery which relates more closely to 

throughput than for services for medical and chronic conditions.   

 The role of Local Hospital (or Health) Networks (LHNs) in ensuring the availability of a 

comprehensive range of hospital services will be particularly important in rural and 

remote areas and must include outreach as well as in-hospital services.   

o Larger rural hospitals will need to be funded at a level which enables them to 

provide outreach services (specialists, community health services, allied health) to 

smaller outlying hospitals.   

o Smaller hospitals will need adequate funding to transport patients to larger 

facilities when necessary. 



9 

 

 

o Smaller hospitals will need funding to provide facilities (accommodation, clinical 

and administrative space and facilities) for visiting health professionals. 

 Decisions about whether a hospital is funded through ABF, mixed or block funding 

should be made jointly between IHPA, States and LHN.   

o LHNs vary across States and between States in terms of size and number of 

hospitals involved.   

o Smaller rural hospitals that are block funded will need a strong voice within the 

LHN to get the appropriate share from the State SLA with the LHN.  

Rural hospitals  

 Funding for rural hospitals should include the following elements: 

o Block or core funding that maintains the capacity of the hospital to deliver its 

services during busy times (such as tourist season) by supporting the core 

functions of the hospital, staffing, operating and facility costs.  The question of 

how ‗core functions‘ are defined is contested but it is usually agreed they include 

emergency services, the capacity to provide essential services such as maternity 

and non-acute mental health services (where these are currently provided) and 

facilities for the provision of outreach and visiting services.  

o May also include ABF for additional services that are provided as required or 

perhaps intermittently, including procedures such as surgery, specialist visits and 

allied health outreach services. 

o A remoteness loading applied to the ABF that recognises the higher cost of 

service delivery in rural and remote areas and also the important role that hospitals 

play in small rural towns.   

o Flexibility to meet fluctuating and variable needs.  Agreements with State and/or 

Commonwealth may be an upfront commitment to a range of activities by 

volume, with an annual reconciliation of payments vs actual delivery.  Flexibility 

needs to be retained to not provide the agreed activities at a time when capacity is 

over-stretched eg during an epidemic or a weather related disaster, when a small 

hospital might put all elective surgery aside.  There also needs to be flexibility so 

that the price paid (per activity) does not reduce if the volume is higher than the 

upfront agreement for legitimate reasons. 

 Cross-border flows and services are a particular issue for rural hospitals and need to be 

accommodated in new funding arrangements.  

Training and education 

 The shortage of health workforce in rural and remote areas is well documented.  In part 

this is due to lack of accredited training positions, clinical supervisors, training facilities 

and accommodation.  Provision of facilities to ensure continuity of workforce should be 

part of the funding provided for all hospitals.  Establishment of such facilities will require 

additional funding initially. 

 Approximately 75 per cent of hospital acute service costs are in staffing. 

 Funding to support the supervision and training should be allocated for each trainee that 

undergoes training at a particular hospital.  

o Training and research are to be block funded in the beginning, with discrete 

costing not done until 2017 in the health reform agreement.  This may need to be 

brought forward – particularly with respect to efforts to provide more training 

opportunities outside Major cities to attract higher proportions of the increasing 

numbers of medical graduates to rural areas.  
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The intersection of aged care and hospitals in rural and remote areas 

 The rural population is ageing faster and the increasing cost of health care as people age 

will impact more heavily on rural areas.   

 Multipurpose Services (MPSs) provide hospital services as well as aged care services and 

in some cases, primary and community care.  They should receive block funding for those 

core hospital services.  Funding should continue to be pooled.   

o Should it be identified that any particular hospital is currently funded above the 

determined efficient price, then the efficient price should be used as a target figure which 

should be achieved within the 3 year time period.  Such hospitals should be requested to 

provide a plan to achieve the efficient price during this period, or a business case as to 

why it should continue to be funded at present levels. 

 The Pricing Framework is to establish the national efficient price for the Commonwealth.  

The Commonwealth will pay a proportion of this price as its contribution; States and 

Territories have their own purchasing frameworks and will not necessarily adopt the 

framework developed for the Commonwealth in their relationships with hospitals – they 

may continue to use the pricing frameworks that they have used up to this point.  States 

and Territories remain the system managers and will decide what services they will fund 

and the level of funding they will provide. 

 To date, States and Territories have determined the level of ―acceptable access‖ to 

hospital services.  The introduction of the IHPA and the Pricing Framework opens up a 

new national conversation about the level of access that is acceptable.  It is crucial that 

jurisdictional differences do not derail sensible national decision making. 

 Local Hospital (Health) Networks will have different models in different jurisdictions.  

The Pricing Framework will create different incentives across jurisdictions because of the 

different models and the extent to which the LHNs make the decisions about distribution 

of funds to the hospitals within them.  The new Pricing Framework will put some ground 

rules in place that jurisdictions can pick up – or not.  States and Territories may continue 

funding as they have always funded. 

 The Commonwealth may fund other services not covered in the Pricing Framework. 
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Attachment 
 

Member Bodies of the National Rural Health Alliance 

ACHSM Australasian College of Health Service Management 

ACRRM Australian College of Rural and Remote Medicine 

AGPN Australian General Practice Network 

AHHA Australian Healthcare & Hospitals Association 

AHPARR Allied Health Professions Australia Rural and Remote 

AIDA Australian Indigenous Doctors‘ Association 

ANF Australian Nursing Federation (rural members) 

APA (RMN) Australian Physiotherapy Association Rural Member Network 

APS Australian Paediatric Society 

APS (RRIG) Australian Psychological Society (Rural and Remote Interest Group)   

ARHEN Australian Rural Health Education Network Limited 

CAA (RRG) Council of Ambulance Authorities (Rural and Remote Group) 

CHA Catholic Health Australia (rural members) 

CRANAplus CRANAplus – the professional body for all remote health  

CWAA Country Women‘s Association of Australia 

FS Frontier Services of the Uniting Church in Australia 

HCRRA Health Consumers of Rural and Remote Australia 

ICPA Isolated Children‘s Parents‘ Association  

NACCHO  National Aboriginal Community Controlled Health Organisation  

NRHSN National Rural Health Students‘ Network 

PA (RRSIG) Paramedics Australasia (Rural and Remote Special Interest Group 

RACGP (NRF) National Rural Faculty of the Royal Australian College of General Practitioners  

RDAA Rural Doctors Association of Australia 

RDN of ADA Rural Dentists‘ Network of the Australian Dental Association 

RHW Rural Health Workforce  

RFDS Royal Flying Doctor Service 

RHEF Rural Health Education Foundation 

RIHG of CAA Rural Indigenous and Health-interest Group of the Chiropractors‘ Association of 

Australia 

RNMF of RCNA Rural Nursing and Midwifery Faculty of the Royal College of Nursing Australia  

ROG of OAA Rural Optometry Group of the Australian Optometrists Association 

RPA Rural Pharmacists Australia—Rural Interest Group of the Pharmacy Guild of 

Australia, the Pharmaceutical Society of Australia and the Society of Hospital Pharmacists 

of Australia 

SARRAH Services for Australian Rural and Remote Allied Health 

 


