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Multiple problems are threatening the sustainability of Japan’s health system.
For example, some patients do not receive the most appropriate treatment
because the system lacks control over the supply of and demand for health
services. The quality of care delivered varies throughout the country, and
costs are not always effectively controlled. Although Japan has realized that its
health system has problems, the steps it has taken to correct them have not
always achieved the desired impact. Three interrelated factors are impeding
the country’s ability to reform its health system: the system’s shortcomings
are often misdiagnosed, many of the proposed solutions fail to address root
causes, and political considerations make reform difficult. If Japan wants to
develop a truly effective reform program, it must begin by reaching consensus
on the root causes of the system’s most pressing problems and developing
a plan for overcoming the obstacles that have prevented reform until now. It
must then establish a vision for its future health system, identify potential
reforms that will change the current system in the right way, and develop a
long-term implementation plan.
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The Challenge of Reforming
Japan’s Health System

Japan’s health system is often cited as one of the best in the world. In prin-
ciple, the Japanese enjoy universal access to high-quality, low-cost care, and
the country scores well in terms of life expectancy, infant mortality, and other
public-health measures.

Closer examination reveals, however, that Japan’s health system faces multiple
challenges. Some patients—especially those requiring emergency care—are
having difficulty getting access to medically necessary treatments. The quality
of care delivered varies throughout the system. Costs are not always effec-
tively controlled. Furthermore, a number of current trends, including an aging
population, the increased prevalence of chronic diseases, and ever-rising health
care costs, are putting pressure on the health system and exacerbating its
problems.

Reforms are necessary if Japan’s health system is to remain sustainable,
but few substantive attempts at reform have been undertaken. McKinsey &
Company therefore conducted a careful examination of the system to pinpoint
its most pressing problems and the most important areas for reform. We did
so by analyzing what the system is doing well, what it is doing less well, how
it compares with the health systems of other developed countries, and what it
might learn from the reform efforts of other countries.

Our research led us to realize that three interrelated factors are impeding Ja-
pan’s ability to reform its health system. First, the system’s shortcomings are
often misdiagnosed. Numerous press reports, for example, have suggested that
patients are being denied treatment because the country faces a severe physi-
cian shortage. More careful analysis reveals that overutilization is a far greater
problem than the physician shortage is.
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Second, many of the proposed solutions for the system’s problems fail to ad-
dress root causes. For example, the system’s reimbursement formulas encour-
age, rather than discourage, frequent physician consultations and prolonged
hospital stays. Cutting fees does nothing to address this problem and may
inadvertently exacerbate it.

Third, political considerations make reform difficult. Central control over the
health system is limited. Many parts of the system, including physician accredi-
tation, are only lightly regulated. Japan has few mechanisms for forcing provid-
ers to improve the quality or cost-effectiveness of care. To date, the country has
been unable to address these problems in an adequate way.

If Japan wants to reform its health system so that it can cope with the challenges
of today and tomorrow, it will have to overcome these impediments and tackle
multiple issues simultaneously. For example, the country could minimize over-
utilization by tightening control over both the supply of and demand for medical
care. Tighter control over supply could also help align the system’s incentives so
that fewer unnecessary services are provided and help ensure that treatment is
available to those who truly need it. By decreasing the system’s fragmentation,
Japan could improve the quality of care delivered.

In this paper, we detail our research findings; in addition, we describe the fac-
tors that Japan will have to consider and the steps it will have to take if it wants
to reform its health system. In two previous papers, we focused specifically on
how Japan’s health system should be funded, and thus that topic will not be
considered here.*

JAPAN’S HEALTH SYSTEM TODAY

As Japan’s health system has evolved, particularly in the past few decades,
it has generally adhered to three guiding principles: each person should have
easy access to any type of medical provider, the care delivered should be the
best available, and the costs to patients should be low. Japanese residents are
covered by universal health insurance that covers most medical expenses.

Reimbursement rates are heavily regulated; otherwise, government intervention
in the system is minimal. The country does not use any kind of gatekeeper

1 The challenge of funding Japan’s future health care needs,” McKinsey Global Institute, March
2008, and “Addressing Japan’s health care cost challenge,” The McKinsey Quarterly, May
2008
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system;? patients are free to consult any provider (primary care or specialist)
at any time, and no proof of medical necessity is required. Consultations can
usually be obtained on the same day they are requested (Exhibit 1). Physicians
are allowed to practice wherever they choose, and in most cases they are
reimbursed on a fee-for-service basis (albeit at the payment rates set by the
government) to ensure that physicians have no reason to deny patients care.?
Hospitals are expected to treat all patients who present for care unless they
have severe capacity constraints.

Exhibit 1

JAPANESE PATIENTS CAN SEE THEIR DOCTOR QUICKLY
2005

Able to get a doctor’s Unable to get an appointment
appointment on the same day for more than 6 days

°
I |

Japan*

Australia 50 Australia j 10

Canada :| 24 Canada 38
57 Germany j 13

Nz 59 NZ ] 3

UK 46 UK :| 15

us :| 31 us 24

* Data of Japan is from expert insights and MHLW data.
Source: Commonwealth Fund International Health Policy Survey; McKinsey analysis; MHLW

100  Japan* 0

Germany

The system’s performance

In many ways, Japan’s health system appears to be a tremendous success. The
country has the longest life expectancy and one of the lowest infant mortality
rates in the world. The Japanese are markedly less likely to die of heart disease

2 A gatekeeper system puts limits on patients’ access to specialist and hospital care; for
example, it may require that patients have a referral from a primary care physician before
they can seek more advanced treatment.

3 Japan recently introduced a new reimbursement formula for in-patients, the DPC (diagnosis
procedure combination) system, at some hospitals. Under this system, the hospitals are
reimbursed in two ways: a flat amount based on the patient’s diagnosis and a variable
amount based on length of stay.
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or cancer than are the citizens of other countries; in fact, they lose significantly
fewer potential life years* to disease than do citizens of almost any other coun-
try. And yet Japan’s spending on health care—about 8 percent of its GDP—is
significantly lower than that of other developed countries. (Health care spending
in France and Germany, for example, has reached roughly 11 percent of GDP.)

Deeper analysis reveals, however, that Japan’s health system can claim only
partial credit for the health of the Japanese population. For example, the
traditional Japanese diet is a very healthy one, a fact that undoubtedly has
contributed to the comparatively low prevalence of heart disease among the
Japanese. Furthermore, many Japanese exercise regularly, and the frequent
health checks mandated by the country’s labor regulations (but not paid for by
the health system) lead to early detection of many serious conditions.

Strains on the system

Several trends are straining Japan’s health system, putting its sustainability
in jeopardy. Today, for example, 21 percent of Japanese citizens are age 65 or
older; by 2050, almost 40 percent of Japanese society may be in that age group.
The aging of the population has already had a significant impact on the disease
mix Japan’s health system must treat. Cancer has become the leading cause of
death in Japan, followed by heart disease and stroke (Exhibit 2). Furthermore,
the number of people affected by Alzheimer’s disease, osteoarthritis, and many
of the other chronic diseases that afflict the elderly is rising.

Behavioral changes are also taking a toll. As the Japanese have adopted a
more Western diet, for example, the prevalence of obesity and diabetes has
increased.

Another important change in the health care environment is economic. For the
past two decades, the Japanese economy has been stagnating, whereas health
care spending has continued to rise (Exhibit 3). In the future, the growth in
health care spending is likely to accelerate, and not only because of the trends
just outlined. As medicine advances, new treatments become available, but
their cost is often high. Patients will want to have access to these treatments,
and physicians will want to offer them. Thus, it is crucial that Japan find a way
to make its health system as cost-effective as possible so that spending can
be controlled.

4 Potential life years lost is an indicator of premature mortality. It represents the total number
of years not lived by a person who died before age 75.
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Current concerns about the system

Japan is aware that its health system needs reform; indeed, press reports
about the system’s shortcomings appear regularly. Our analyses show that the
shortcomings can be grouped into three categories: capacity, quality, and cost.

Exhibit 2

DISEASE MIX IN JAPAN HAS CHANGED COMPLETELY IN THE LAST
HALF-CENTURY
Top ten causes of death per 100,000 population

Tuberculosis

Cerebrovascular
disease 1271

Malignant
neoplasm

Heart disease

Pneumonia/ 93.2 Cerebrovascular
bronchitis : disease
Gastroenteritis 82.4 Pneumonia
Malignant 774 Unexpected
neoplasm . - accident
Decrepitude 70.2 Suicide

Heart disease
Other newborn
specific disease
Unexpected
accident
Nephritis/
nephrosis

Decrepitude
Nephritis

Liver disease

Chronic obstructive
pulmonary disease

Source: MHLW Vital statistics (2007), McKinsey analysis

Exhibit 3

STAGNATING ECONOMIC GROWTH HAS PUT THE SUSTAINABILITY
OF HEALTH CARE SPENDING GROWTH IN QUESTION

Medical expenditures and economic growth, nominal

Index, 1980 = 100 Il Official recession

300 -
Health care
spend

250
GDP
200
150 r

100 r

‘56 to ‘04 R%0.99

0,
2.6% ‘94 to ‘04 R2: 0.10

of GDP
50

1964 1972

1980 1988 1996

2004

0
1956

Source: Global Insight; MHLW; McKinsey analysis
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We address each of these categories below by describing the claims that have
been made and whether our analyses confirmed or refuted them.

CAPACITY ISSUES

Given the number of press reports in Japan about patients being denied treat-
ment, we sought to determine which factors were most strongly influencing
access to care. Our analyses confirmed that some patients are indeed finding
it difficult to get medically appropriate treatment, but the physician shortage is
only one of several root causes.

Overutilization

Our analysis indicates that the primary problem Japan’s health system faces is
overutilization of health care resources. For example, Japanese patients consult
physicians vastly more often than patients in other developed countries do
(Exhibit 4). On average, a patient in Japan sees a doctor 14 times per year. In
contrast, the consultation rate is only about four times per year in the United
States and five times per year in the United Kingdom.

Similarly, Japanese patients stay in the hospital three times as long as patients
in other developed countries. In Japan, it is often said that the comparatively
long lengths of stay result from the country’s lack of long-term care facilities
(patients needing such care must therefore remain in hospitals). Our analyses
indicate, however, that this explanation is inadequate. We found, for example,
that prolonged lengths of stay are common in all age groups, even the young
(Exhibit 5). Furthermore, when we confined our calculations only to patients who
did not need long-term care, we still found that lengths of stay were markedly
longer in Japan than in other developed countries (Exhibit 6). We could identify
no patient-specific demographic or medical factors that were sufficient to ac-
count for the lengths of stay. Prolonged hospitalizations drive up the overall cost
of care and, more important, endanger patients’ health—studies from multiple
countries have shown that the risk of severe infection increases with each day
a patient remains in the hospital.

Japan’s health system inadvertently promotes overutilization in several ways.
Because of the way the system’s reimbursement formulas are structured, clinic-
based physicians earn more by seeing patients more often (Exhibit 7); similarly,
hospitals earn more by continuing to care for patients. Also, the system places no

10
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Exhibit 4

JAPANESE PATIENTS CONSULT DOCTORS MORE OFTEN
THAN PATIENTS IN OTHER OECD COUNTRIES DO

Frequency of doctor
consultations (per Number of doctors (per Number of consultations

capita) e capita) e per doctor
Times per year; 2003 Per 1,000 population; 2004 Times per year; 2003

N 100% D P+ 173%4
A A OECD average: 2,526
OECD average: 6.9 OECD average: 3.0

* Data from the National Health Service.
Source: OECD Health 2005

Exhibit 5

LONG LENGTHS OF STAY ARE NOT LIMITED TO THE ELDERLY
Days; Average length of stay by age group*

Age group Japan Germany Switzerland UK
9.6
9 5.9
T S 20T <« Average: 5.7
0-14 | || -
12.5
+84% 7.2 57
e i I ERR R IR . T Ratiand <« Average: 6.8
15-44 \ \ R o
21.7
45-69 <« Average: 10.6
70 and < Average: 14.0
above

* The figures for Japan do not include long-term care beds but do include the acute-care beds occupied by long-term care patients. The
figures for the other countries include general-ward beds.
Source: MHLW (Patient Survey, Kanja Chosa, 2005), German Federal Statistical Office, Swiss Federal Statistical Office (Medical Statistics), UK
(HES, June 2005)
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Exhibit 6

JAPAN HAS BOTH MORE HOSPITAL BEDS AND LONGER HOSPITAL
STAYS THAN OTHER OECD COUNTRIES DO

Hospital beds (per capita) Average length of stay for acute beds*
Beds* per 1,000 population; 2006 Days per admission; 2006

OECD average: 3.4 OECD average: 7.1 1819 >
M T

I i |

[F@3] Korea" |77 106

* The figures for Japan exclude long-term care beds; they were then calculated both with (light grey bar) and without (dark blue bar) the acute-
care beds occupied by long-term care patients. The figures for the other countries include general-ward beds. Even when the acute-care beds
occupied by long-term care patients were excluded, length of stay was markedly longer in Japan.

** 2003 data used for admittance length for acute beds
Source: OECD Health Data; MHLW

checks, other than high co-payment rates, on patients’ ability to seek treatment
as often as they want, wherever they want. Recent increases in the co-payment
rates appear to have done little to lower utilization.

Access to physicians

Although the health system’s primary problem is overutilization, Japan does
have a physician shortage relative to other developed countries. At present,
the country has about 200 physicians for every 100,000 people (see Exhibit
4)—one-third below the Organisation for Economic Co-operation and Develop-
ment (OECD) average (roughly 300 per 100,000 people). Furthermore, the com-
bination of a high utilization rate and a comparatively low number of physicians
means that the typical Japanese doctor performs 6,900 consultations a year,
almost three times the OECD average of 2,526.

The shortage of physicians may not be as acute as it seems, however, given the
overall health of Japan’s population. When corrected for disability-adjusted life

12
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Exhibit 7

REIMBURSEMENT SYSTEM REWARDS VERY FREQUENT PATIENT VISITS,
EVEN FOR CHRONIC DISEASES NOT REQUIRING FREQUENT CHECK-UPS
OR TREATMENT CHANGES

Difference in medical fee* per month by visit frequency; JPY;
hyperlipidemia example**

Consultation/prescription Consultation/prescription
every 14 days once a month

8320
4,160
4,810
4,160 4,160 [650 | )
14 days additional
charge
14 days 1 month <28 days 1 month

* Includes revisit fee (1710), out-patient administration fee (\520), specific chronic disease administration fee (\2,250; up to twice a month),
prescription fee (\680), and long-term prescription additional charge (\650; up to once a month).
** Based on 2006 medical fee revision; assumes patient with hyperlipidemia (high cholesterol level), age under 74, treated for one month
in a clinic, gets prescription filled in an independent pharmacy with a non-generic drug.
Source: MHLW; McKinsey analysis

years® (a method for assessing the burden various diseases place on a popula-
tion), Japan is only 16 percent below the average for most other developed
countries.

Some areas of Japan are more affected by the physician shortage than others,
because the country’s physicians are not evenly distributed. Tokyo, for example,
has 266 physicians per 100,000 people, but Niigata Prefecture has only 171,
and the prefectures surrounding Tokyo have even lower densities (Exhibit 8).
Furthermore, not all specialties are affected equally by the physician shortage.
Japanese physicians are far more likely to be surgeons or ophthalmologists—
and far less likely to be psychiatrists and anesthesiologists—than physicians in
other countries are (Exhibit 9).

The physician shortage is felt most acutely in hospitals. Although Japanese phy-
sicians begin their careers in hospitals, most eventually opt to work in primary
care clinics rather than remain on staff as hospital-based specialists (Exhibit
10). An important reason appears to be financial.remuneration is considerably
higher in the clinics. In comparison with other developed countries, Japan over-

5 Disability-adjusted life years are calculated by estimating both the number of premature
deaths and the number of years patients are affected by illness or disability.
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Exhibit 8

PHYSICIANS ARE VERY UNEVENLY DISTRIBUTED ACROSS JAPAN

Number of physicians* per 100,000 population by 1 <150
prefecture; 2006 [ 151~200
Il 201~250
M >251

* Average
—Japan 206
— OECD 300

* Maximum
—Kyoto 273

* Minimum
— Saitama 136

Niigata

* Physicians working in clinical facilities.
Source: MHLW (Ishi shikaishi yakuzaishi chousa); OECD Health at a Glance 2007

JAPAN IS ESPECIALLY SHORT OF PSYCHIATRISTS AND
ANESTHESIOLOGISTS

Difference in clinician density between

Japan and average of nine other i Clinician density*
%

Orthopedics

Dermatology

Otolaryngology

Urology ]2 Ophthaimol -.E, .4 i — 5 5 4 5 5 5 <o
phinaimology
Rehabilitation 1 [ [ L1 | [T

Pharmacology and 16

clinical laborator 0 L I S N D 7 oo 8 2 g 1 - 429

o T e i
mergency 4[]

medicine

14
Other specialties Bl Obstetrics and - =-x

10 [T S U 9 .8 98 8 1 _'_ R
0 I e P A
Pathology El

16 o 2 1 2 16
Radiology ] PSS || 12 == g [ 3-qo
Public health 4[| / Poyeniaty ) [ =T A
R — e

g s 10 e N 0

Japan  US  Gemany UK

France Australia Denmark Finland Iceland Norway Sweden

* The numbers shown for each country would sum to 100% if all of the specialties were graphed in the bar charts at right. Thus, for example, surgeons represent 19% of
all Japanese physicians but only 12% of US physicians.

Source: Japan: MHLW; Japanese Board of Medical Specialties (2004), US: Physician Characteristics and Distribution American Medical Association (2004), Germany:
Bundesarztekammer/National Medical Council (2006), UK: The Information Centre for Health and Social Care (2006), France: DREES - ADELI (2005), Australia:
Medical Labour Force Survey (2003), Denmark, Finland, Iceland, Norway, Sweden: "Physicians in the Nordic countries" Nordic Medical Associations (2006)
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pays its clinic-based physicians and underpays its hospital-based specialists
(Exhibit 11).

The physicians who remain on staff at hospitals are asked to perform a broad
range of duties. Japan has no regulations mandating a clear division of roles
and responsibilities between clinics and hospitals; the only distinction is size.®
Most hospitals, for example, offer outpatient primary care; some clinics provide
inpatient acute care, long-term care, or both. Many hospitals also offer mental
health or long-term care. Thus, Japan’s hospital-based specialists must spend
a considerable portion of their time providing primary care to outpatients and
looking after a wide range of inpatients. As a result, they have little time to hone
their specialized skills and are sometimes unavailable to patients who require
their expertise.

In contrast, most other developed countries establish a much clearer distinction
between primary and secondary care; furthermore, few of their hospitals provide
mental health or long-term care because these services can be offered less
expensively in other settings. Their hospital-based physicians are therefore able
to devote most of their time to their specialties, which enables them to provide
higher-quality, more cost-efficient care.

Another problem that limits Japanese patients’ access to hospital-based spe-
cialists is that the country has relatively few ancillary health professionals—for
example, nurse practitioners, physical therapists, and psychiatric social work-
ers (Exhibit 12). In many other developed countries, these health professionals
perform tasks that reduce a hospital-based physician’s workload and thereby
enable the physician to concentrate on medical issues; however, such workers
are not legally permitted to perform these tasks in Japan. If the country were
to permit ancillary health professionals to perform these tasks, the burden on
hospital-based specialists would be alleviated (although not eliminated).

Access to inpatient care

While Japan does have a shortage of physicians, it has a clear oversupply of
hospitals. The country has more than 9,000 public and private hospitals—2,600
more than even the US has. In fact, Japan has twice or more as many hospitals
per 100,000 people as most other developed countries (Exhibit 13).

The country also has an excess number of hospital beds—one for every 90

6 Clinics can have no more than 19 inpatient beds; hospitals can have 20 or more beds.
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Exhibit 10

IN JAPAN, MOST DOCTORS BEGIN THEIR CAREERS IN HOSPITALS
BUT LATER SWITCH TO CLINICS
Number of doctors by type of medical provider; %; 2004

100% = 25,960 63,857 68,199 46,782 51,870

University

Hospital*

Clinic——
Doctors’
age

<30 30-39 40-49 50-59 >59

* Does not include university hospitals.
Source: MHLW (Doctor, dentist and pharmacist survey, Ishi shikaishi yakuzaishi chosa)

Exhibit 11

JAPANESE DOCTORS HAVE A STRONG FINANCIAL INCENTIVE
TO RUN A CLINIC RATHER THAN WORK IN A HOSPITAL

GP compensation +

Hospital hospital physician/
physician/specialist specialist
GP* comp tion compensation compensation
Million Yen normalized to Million Yen normalized to %
PPP** PPP**

=R s P s YO S
[ e 8
J¥] canaca R R LS
B Brence [ i IEE | ss
B Bseoim | 10 [ = HE
A

100
* Clinic-based physicians for Japan, licensed GPs for other countries.
** PPP, purchasing power parity. Data for the following years used: 2007 (Japan), 2006 (Germany, France, Belgium), 2005 (Canada),
2004 (Switzerland), 2001 (US, simple average of self-employed/salaried used for both GPs and specialists).
Source: OECD Health, MHLW (Survey on Medical Finance, Dai 16 kai Iryou Keizai Jittai Chousa no Kekka Sokuhou, Oct. 2007)
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Exhibit 12

JAPAN HAS RELATIVELY FEW ANCILLARY HEALTH PROFESSIONALS
WHO COULD HELP ALLEVIATE PHYSICIANS’ WORK LOAD

Japan us e Japan/US ratio
FTE supporting staff FTE supporting staff %
per doctor per doctor

Nurse/ 3.16 ‘5.14 ‘61.5
assistant nurse

Nursing

assistant :|0'79 229

]

34.8

Pharmacist ]0.16 ]0.38 41.6
et [Jos Josr 478
EZ{Z';ZL 0.11 }027 412
tohgﬁ;‘s;‘tiona' 0.06 }0.16 :| 40.1
Poyohiawe - |0.02 } 0.19 j 1.4

Source: MHLW (2005); US Department of Labor (2006)

residents (in comparison, the US has one hospital bed for every 370 residents).
These numbers are all the more remarkable in that they include neither the
inpatient beds in Japan’s 97,000 clinics nor any of the country’s long-term care
beds.

Japan’s hospitals and hospital beds do not go empty—on a per capita basis,
the country has twice the number of inpatients that other developed countries
do (Exhibit 14). As a result, hospital staffing is difficult. For example, although
Japan has roughly the same number of nurses per 100,000 people as other
developed countries, it has less than one-third the number of nurses per hos-
pital bed (Exhibit 15). In response to complaints from Japan’s hospitals about
a nursing shortage, the government has moved to legalize the employment of
nurses from Southeast Asia. This approach does not address the fundamental
problem (the oversupply of beds) and could inadvertently encourage further
overutilization (hospitals may be tempted to keep patients even longer to cover
the cost of the additional nurses).

Many of Japan’s hospitals are privately owned, and there is no central control
over hospital openings, expansions, and closings. Although the government has

McKinsey&Company
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Exhibit 13

HOSPITAL DENSITY IS TWICE AS HIGH IN JAPAN AS IN
OTHER DEVELOPED COUNTRIES

2005

(@] Japan
us
UK*
France

&

Korea

@
S

Number of hospitals

Number of hospitals/population

Hospitals

Germany 2,08$

Average: 3,749

* Data set from The National Health Service was used.
Source: OECD Health 2005; MHLW (Iryo-Shisetsu-Houkoku, Healthcare Facility Survey; Sekai-no-Kousei-Roudou, World's health, labor and welfare)

Exhibit 14

JAPAN HAS A FAR GREATER PROPORTION OF HOSPITAL

Hospitals per 1

00,000 population

‘4.9

; +104%

Average: 3.5

INPATIENTS THAN OTHER COUNTRIES DO

Hospital inpatients per Number of doctors per Number of hospital
1,000 population* e 1,000 population inpatients per doctor
Beds; 2004 Number of doctors; 2004 2004

* Number of beds x utilization rate.
Source: OECD Health; MHLW

(@]
: | :
us jm ‘ ‘2.4
UK 3.43 ‘2.2
|
l] France 5.9 ‘ ‘3.4
Average: 5.5 Average: 3.0

Average: 2.6
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Exhibit 15

HIGH NUMBER OF HOSPITAL BEDS CAUSES A RELATIVE SHORTAGE
OF NURSES

Practicing nurses Number of hospital Practicing nurses
(per capita) beds (per capita) per bed

Number (head count) per e Beds per 1,000 e Number (head count)
1,000 population; 2006 population; 2006 per bed; 2006

[ @ ] vapan _93 _11_1 .o.s ‘
= s ;\10.5 jw |30
UK 110 jz7 |44
Bl | s ﬁm |16
B ooy ‘39.8 |62 |16

<

—
D I -226%4 @D
A OECD average: 3.4 A
OECD average: 9.8 OECD average: 2.9

Source: OECD Health

attempted to limit the number of hospital beds, the attempts have not had much
impact. For example, the government has banned any further increase in the
number of hospital beds, but it has taken no direct action to lower that number.
As a result of this regulation, relatively efficient providers now find themselves
unable to expand their bed capacity, while less efficient ones have no reason
to decrease theirs. The government did reduce the per diem rates hospitals
are paid when patients have prolonged lengths of stay, but this change has
produced only a small decrease in average length of stay. It did not result in the
dramatic drop in bed counts that occurred when per diem rates were eliminated
in other developed countries.

Access to emergency care

The perception that Japan has a physician shortage has been partially fueled
by press reports of patients being turned away from emergency rooms (ERs)
and suffering severe consequences—even death—as a result. Our analyses
indicated that an increasing number of patients are indeed being turned away
from one ER and sent to another. However, the physician shortage is only one of
several root causes of this problem.

McKinsey&Company
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Japanese hospitals are limited in their ability to provide emergency care by the
shortage of specialists and the poor use of specialists’ time discussed earlier;
as a result, the specialists who treat ER patients are severely overworked.
Another problem is that hospitals have no financial incentives to offer emer-
gency care; the reimbursement rates make ER patients unattractive. Hospitals
therefore turn away such patients by claiming they do not have the capacity to
treat them.

Inappropriate utilization is yet another problem. The majority of patients who
present to Japan’s ERs for treatment have mild conditions that could easily be
treated elsewhere. Many Japanese patients are confused about where to seek
care; this is not all that surprising given the lack of clear differentiation between
hospitals and clinics. In the absence of clear guidance about the appropriate
sources of care, patients often default to ERs because they know they can
receive treatment there.

Exacerbating the problem in ERs is the fact that ambulance crews in Japan are,
on average, not as skilled as the paramedics and emergency medical techni-
cians in other developed countries. Although recent reforms have expanded the
scope of what Japan’s ambulance crews are permitted to do (for example, they
can now intubate patients and give injections), in practice they rarely perform
these additional services.

Lack of health insurance

An ancillary issue contributing to access problems is the growing number of
people who fail to pay their premiums for national health insurance (Exhibit
16). In Japan, retirees, the self-employed, and the unemployed—approximately
40 percent of the population—are required to buy health insurance for them-
selves and their household members. However, the annual premiums average
¥151,301 per household, a high price for many people. Thus, an increasing
number of households have opted not to pay their health insurance premiums,
despite the legal requirement that they do so.

When the premiums are not paid, all members of the household lose their health
insurance and, theoretically, must pay their health care expenses out of pocket.
If, however, uninsured patients need medical care, they can pay their last two
years’ premiums and obtain a certificate that temporarily entitles them to reim-
bursement. (They have to pay all overdue premiums to regain full coverage.) Not
all households can afford to pay the two years’ premium, though, and thus their
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Exhibit 16

NUMBER OF JAPANESE WITHOUT HEALTH INSURANCE

IS INCREASING
Population share of municipal managed NHI I 100% out-of-pocket*
Millions, 2005 [_] Short term insurance certificate

Municipal Number of households with limited

Others NHI access to medical care by outstanding
Thousands
47.6 (37%)
1,576
1,344 1,391 1496

81.0 (63%) 1,203

TN._2001 02 03 04 05 2006

* Access to medical care is made possible by obtaining a “qualifying certificate for insured person” (Hi-hokensha
shikaku shoumei-sho) at one's own expense (payment of last two years of unpaid premia). Reimbursable portion
of initial full out-of-pocket payment will be reimbursed after settlement of unpaid premiums.

Source: MHLW; McKinsey analysis

access to medical care may be extremely limited. At present, there are more
than 300,000 Japanese households with no health insurance coverage, and
more than 1.1 million households with only temporary coverage.

Many other developed countries avoid having large numbers of uninsured citizens
by instituting measures that maximize the likelihood that premiums are paid. For
example, they deduct social security contributions from the wages of even part-
time employees or have those contributions covered directly by unemployment
benefits. (The US, of course, is a notable exception to this rule.)

QUALITY OF CARE

High utilization rates might be justified if the outcomes achieved were excellent.
This is not always the case in Japan, however. For example, some studies have
suggested that Japanese patients who suffer heart attacks are more likely to
die than are similar patients in other countries (Exhibit 17). Indeed, Japan’s
heart attack statistics are revealing. The country has a very low incidence of
heart attacks, and thus if mortality data are examined on a population level,
Japan appears to do quite well—its mortality rate from heart attacks is lower
than that of other developed countries. But if the mortality rate is calculated only
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among patients who have actually had heart attacks, the situation is reversed:
Japanese patients appear to be twice as likely to die as their US peers and three
times as likely to die as their peers in France or Germany.

A similar case can be made about stroke. The incidence of stroke is slightly
lower in Japan than in other developed countries; however, Japanese patients
who suffer a stroke appear to have a higher risk of death than stroke patients in
most other developed countries have. This suggests that stroke patients—and
heart attack patients—in Japan may not always be getting best-practice care.

Furthermore, it is not only hospitalized patients who are affected; some primary
care patients may also be receiving lower-quality care. For example, studies
have shown that 70 percent of all Japanese patients given treatment for hyper-
tension nevertheless have persistently elevated blood pressure. Our research
among Japanese physicians provides a possible explanation: Many clinic-based
physicians appear to be more concerned about the increased risk of adverse re-
actions associated with high drug doses than are their peers in other developed
countries. They fear that adverse reactions could cause their patients to lose
trust in them, and thus they are reluctant to prescribe sufficiently strong drug
therapy to treat their patients to the goals set by medical guidelines.

Exhibit 17

ALTHOUGH THE JAPANESE ARE LESS LIKELY TO HAVE HEART
ATTACKS, THOSE THAT DO ARE MORE LIKELY TO DIE

Incidence of and mortality from acute myocardial infarction*

Mortality among
Incidence Mortality rate affected patients
Per million population Per million population, 2000

%
Japan .520 365 _ 70
UK :|1,660 1,017 61
us :| 1,920 685 36
France :| 1,968
Germany 3,832

MUUI

431

||
891 :| 23

)

* The data in this exhibit are derived from multiple sources. Thus, they are not directly comparable, and small differences among the
numbers may not be real. Nevertheless, the broader trends shown in this exhibit are highly likely to be true.
Source: Nishigaki et al, “Assessment of acute...”, Circ J 68 2004, 515-519; Wiesner et al, “Vo nungen...", Bur i 45
2002, 438-445; Ministére de la santé, de la jeunesse et des sports, “Réduction des risques cardiovasculaires 2002-2005"; Department
of Health, “Mending Hearts and Brains”, 2006, WHO mortality database
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We do not mean to suggest that all Japanese patients receive poor-quality
care—far from it. However, the care delivered in the Japanese health system
varies considerably. The quality of cancer care, for example, appears to be mark-
edly higher in Tokyo than in Ibaraki or Kure. In Tokyo, stomach cancer tends
to be diagnosed at earlier, more curable stages; as a consequence, five-year
survival rates are much better there (Exhibit 18). Similarly, studies have shown
that there are wide variations both in how gallbladder disease is treated in Japan
and in the outcomes achieved after gallbladder removal.

We believe that four factors are primarily responsible for the variability in care
quality: the fragmented nature of Japan’s hospital network, the weak standards
used to accredit physicians, the absence of strong incentives to improve care
quality, and the delays that advances in treatment often face before they are
introduced into Japan. Each of these is discussed below.

Fragmented hospital network

In health systems around the world, it has been repeatedly demonstrated that
outcomes are better when medical procedures are performed in centers that
do large numbers of those procedures. Both mortality rates and lengths of

Exhibit 18
SOME CANCER CENTERS ACHIEVE MUCH BETTER AN TOMACH
TREATMENT OUTCOMES THAN OTHERS DO -
Stage 4
Cancer Five-year survival rate Clinical stage composition 5 gzzgz g
center (corrected for patient profile) of cases* ] stage 1

% 100%=
Tokyo [ fear [ TS
Osaka I K [ TS
Kanagawa [ 764 [ T
Hyogo I X [ THEs
Niigata I X [ [T s
Yamagata [ 738 [ T s
Tochigh | 74 [ T
Fukui I VX [ T 2
Shikoku [ ]703 [ T s
Chiba [ less [ T s
Miyagi [ Jeod [ T 22
Guma [T Jers [ T s
lbaraki [ Jess [ T 4
Kure ‘Gﬁ 114

* Clinical stages represent level of cancer progression. Stage | corresponds to early disease, whereas and stage IV is usually terminal.
Source: Japanese Association of Clinical Cancer Centers; McKinsey analysis
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stay, for example, are lower when percutaneous coronary interventions (PCls)—
procedures for opening up blocked arteries—are performed at high-volume
hospitals (Exhibit 19). For this reason, the American Heart Association and the
American College of Cardiology recommend that PCls be performed in hospitals
that do at least 200 of these procedures per year. Because Japan has so many
hospitals, the average number of PCls done per hospital is only 107 (Exhibit 20).
In other developed countries, the averages range from 381 to 775.

Similarly, the mortality rate during coronary artery bypass grafting—a way to
replace blocked arteries—is lowest in hospitals that perform at least 100 of
these procedures per year (Exhibit 21). The average number of cases per facility
is 37 in Japan; it is well over 300 in most other developed countries.

Furthermore, because Japan has so many hospitals, many of its hospitals are
small and lack the specialized care units (for example, intensive care units and
stroke units) that larger hospitals have. As a result, almost three-quarters of all
Japanese stroke patients are treated on regular hospital wards. Yet the in-hos-
pital mortality rate for stroke patients is more than twice as high on the regular
wards than in stroke units (9.8 percent versus 4.2 percent, respectively).

Exhibit 19

HIGHER CARDIAC PROCEDURE VOLUMES ARE ASSOCIATED
WITH BETTER OUTCOMES

Impact of procedure volume Impact of procedure
on in-hospital mortality* volume on length of stay*
In-hospital mortality rate (%) Length of stay (in days)
4.29 6.70
3.75 22.80
3.15
Annual hospital <80 80-160 >160 <100 >100

PCl volume

* Data from outside Japan; in a Japanese study (Tsuchihashi et al), no correlation between volumes and mortality was observed, likely
because all facilities had small volumes (median <90 cases per year).

Sources: Volume and Outcome — McGrath et al, "Relation between operator and Hospital Volume and Outcomes following PCl in the Era of
Coronary Stent", JAMA 284 24 (2000) 3139; Length of Stay — Kusuoka et al, "Disparity in the Process and Outcome of the Treatment
for Acute Myocardial Infarction in Japan", Circ J 2005 69 1447-1453; Tsuchihashi et al, "Volume-Outcome Relation for Hospitals
performing angioplasty for acute myocardial infarction" Circ J 2004 68 887-891
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Exhibit 20

JAPANESE HOSPITALS PERFORM COMPARATIVELY FEW CARDIAC
PROCEDURES

Average number Average number
Facilities per of cases per Facilities per of cases per
million population facility million population facility
=5 42 381 35 343

l] France | |1.3 492 j 1.2 467
UK 0.4 775 ]0.6 688

1

* Percutaneous coronary intervention, commonly known as coronary angioplasty or simply angioplasty, is a therapeutic procedure
to open up stenotic (narrowed) coronary arteries in patients with coronary heart disease.
** Coronary artery bypass grafting is a surgical procedure performed to replace stenotic (narrowed) coronary arteries in patients
with coronary heart disease.
Source: Shihara et al, “Coronary revascularisation...”, Jpn Circ J 65 2001, 1005-1010

Weak accreditation standards

In comparison with other developed countries, Japan currently has few ac-
creditation standards governing how physicians practice. A medical license is
granted for life; there are no requirements for license renewal or recertification.
Furthermore, Japan does not compel physicians to undergo any type of continu-
ing medical education.

A feature unique to Japan’s health system is that physicians are allowed to
declare areas of specialization, even if they have not trained in those areas,
and they can declare as many specialty areas as they want. (Admittedly, few
physicians take advantage of this option.)

Japan does have board-certification programs for specialists, but their require-
ments are not as stringent as those in other developed countries (Exhibit 22). In
some cases, no examinations are required. Training in the specialty is mandatory
for board certification (but not for practice, as noted above); however, no central
agency is responsible for overseeing the quality of the residency programs or
the criteria for certification. Yet even though Japan’s requirements for board
certification are weak, the country has markedly fewer certified specialists than
other developed countries do.
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Exhibit 21

SOME REPORTS SUGGEST THAT LOWER PROCEDURE VOLUMES
LEAD TO HIGHER DEATH RATES

CABG; 2000-2004 Average annual
number of
Annual number of procedures procedures per Mortality rate during
per facility facility procedure
Number %
100% = 551 101,321
>99
75-99 20 144.0 1 .3@
50-74
13 87.7 19
25-49 31
21 61.7
1.9

% of facilities % of
procedures
performed

Source: Japanese Association for Thoracic Surgery; the Society of Cardiothoracic Surgeons of Great Britain and Ireland, National Adult Cardiac
Surgical Database Report 2003; Team analysis

Weak accreditation standards make it difficult to ensure care quality and thus
may help explain the variability in care delivery we described earlier. Most other
developed countries have clearly defined pathways for training and accrediting
primary care physicians and specialists. This enables both groups of physicians
to get the education and experience they need to provide patients with high-
quality care. Japan’s weak accreditation standards also contribute to patients’
confusion about whom to consult for care (or where they should go). In a recent
survey, less than half of Japanese patients said that they consult the same
physicians regularly. And of those who did say that they had regular doctors, very
few mentioned care quality or other clinical factors as the reason for their choice
of providers. The overwhelming reason these patients cited for their selection of
physician was “convenient location.” Furthermore, a substantial number of the
other respondents explained that they did not have a regular physician because
they do not know how to choose one.

Lack of incentives to improve care quality

Other than academic studies, which rely on hospitals providing data to research-
ers on a voluntary basis, Japan has few mechanisms for evaluating hospital
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Exhibit 22

JAPAN’S SPECIALIST ACCREDITATION REQUIREMENTS

LACK THE RIGOR FOUND IN OTHER COUNTRIES Il Differences
Area Japan uUs UK Australia Canada
* Training * Training * Training * Training * Training

Requirements | BISERGEE] * Exam * Exam * Exam * Exam
for specialists cases)

CRIETRINENIel[EE © Numbers of slots  * Numbers of slots ~ * Numbers of slots ~ * Numbers of slots
Training are planned by per program are per program are per program are per program are
program and provided at centrally controlled  centrally controlled  centrally controlled  centrally controlled
trainers’ decision

* Set by the * Set by the * Set by the * Set by the * Set by the
Accreditation academic academic societies  academic societies academic societies academic societies
criteria societies
Responsible * Academic * National cross- * National cross- * National cross- * National cross-
for setting societies specialty authority  specialty authority  specialty authority ~ specialty authority
criteria (ABMST) (GMC") (AMC") D)
Responsible * Academic * National cross- * National cross- * National cross- * National cross-
for the training societies specialty authority specialty authority specialty authority specialty authority
program (ACGME") PMETB' (AMC") RCPSC")

1 ABMS = American Board of Medical Specialties, GMC = General Medical Council, AMC = Australian Medical Council, MCC = Medical
Council of Canada, ACGME = Accreditation Council for Graduate Medical Education, PMETB = Postgraduate Medical Education and
Training Board, RCPSC = Royal College of Physicians and Surgeons of Canada.
Sources: MHLW; Japan Board of Medical Specialties; ABMS; ACGME; GMC; PMETB; AMC; CMA; RCPSC

performance or even for ensuring that the treatments it is paying for have actu-
ally been delivered. For example, it does not systematically collect and analyze
treatment and outcomes data from all hospitals, as the UK, the US, and many
other developed countries do. As a result, it is unable to institute the types of
pay-for-performance programs that those countries use. In the UK, for example,
the National Health System (NHS) has implemented programs that reward both
hospitals and general practitioners for delivering high-quality care.

These programs define care quality using the best available research evidence,
which is then synthesized into a clinical care pathway—a specific set of steps
that all providers are expected to follow when treating specific patients. The care
pathway for a patient with pneumonia, for example, would specify the types of
laboratory tests that should be done and the antibiotic regimens that should be
administered.

The NHS can implement its pay-for-performance programs because the UK has
an independent organization, the National Institute for Health and Clinical Excel-
lence (NICE), that is tasked with developing care pathways, evaluating the ef-
ficacy and cost-effectiveness of new health technologies (including new drugs),
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and issuing recommendations on disease prevention. Germany and many other
developed countries have similar organizations, although their responsibilities
are not as extensive as NICE’s. Japan does not have an independent organiza-
tion akin to NICE, nor does it have a central authority that can force hospitals
to change. Therefore, in the absence of substantive reforms, it would be quite
difficult for Japan to implement pay-for-performance programs, or even the use
of care pathways, throughout its health system. (The system’s fragmentation
also makes these actions difficult.)

The lack of performance data adversely affects the quality of care delivered in a
second way: It prevents Japan from offering patients information that would al-
low them to compare providers. As a result, Japanese patients are far less likely
than their peers in other developed countries to report that they are satisfied
with the information available about hospitals, clinics, or specific doctors.

In contrast, many other countries have started to provide patients with online
information about health care providers. Norway, for example, has a Web site
that enables patients to determine which hospitals perform specific procedures,
how often the physicians at each hospital perform those procedures, and how
long the wait time to be admitted to each hospital would be. It even permits
patients to book appointments at their preferred hospital. Similarly, in the US,
the Centers for Medicare and Medicaid Services (CMS) provides patients with
online access to a wealth of data about a hospital’s performance, including the
number of specific procedures it performs, the rate at which evidence-based
standards are met, and the outcomes achieved. Private health insurers in
the US have started to follow CMS’s example and are extending it to include
evaluations of individual physicians. In the US, it is even possible to compare
hospitals’ mortality rates.

Public availability of this type of information helps to improve the quality of care
delivered (no provider wants to be lowest on the list). In Japan, this information
would help patients better understand where they should seek treatment for
specific conditions; it might even help drive down demand for health care by
reminding patients that no treatment is without risks.

Delays in the introduction of treatment advances

Advances in treatment—including new drugs, medical devices, and procedures—
are often not introduced in Japan until several years after they were introduced
in other developed countries. For example, new drugs are launched in Japan an
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average of 7.3 years after they are launched in the US and the European Union.
In some cases, these delays have caused considerable harm to Japanese
patients. For example, the country was several years behind the US and EU in
approving the use of bortezomib for multiple myeloma, a type of cancer that
is often fatal. Yet bortezomib has been shown to produce remissions in many
patients with rapidly advancing disease.

Several reasons explain why treatment advances are frequently delayed in
Japan. Because the country’s hospital-based specialists are so overworked,
they cannot easily participate in clinical trials or otherwise investigate new
treatments. The fragmented nature of the hospital system makes it difficult to
conduct clinical trials in Japan or to disseminate information about advances in
care. Japan’s Pharmaceuticals and Medical Devices Agency (PMDA), which is
responsible for approving new drugs and devices, is understaffed. Furthermore,
the PMDA usually insists that some clinical trials be conducted in Japan before a
new drug or device can be approved—yet as we have shown, the health system
is not set up to support clinical trials on a grand scale.

COST-EFFECTIVENESS

A number of arguments have been put forth asserting that Japan’s health system
is more cost-effective than the health systems in most other countries, but more
careful analysis suggests that these arguments may be invalid. For example,
some claim that the system is cost-effective because it spends comparatively
little but achieves exceptionally good outcomes. As we have discussed, however,
the health of the Japanese people may result as much from other factors (for
example, diet, exercise, and labor-mandated health checks) as from anything
the health system has done.

Others have argued that Japan’s health system is cost-effective because it is
able to deliver secondary and tertiary medical care within a reasonable budget.
This is true, but only because its hospital-based specialists are overworked and
underpaid—hardly a sustainable formula, as the ongoing flight of physicians
from hospitals to clinics demonstrates.

It has also been said that Japan’s health system is cost-effective because the
country has been able to hold down increases in its health care spending to a
level below that of other countries (Exhibit 23). However, the primary mechanism
Japan has used to control health care spending is repeated cuts in the fees it
pays to physicians and hospitals and the prices it pays for drugs and equipment,
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and this approach is also unsustainable. The fee cuts do little to reduce the
supply of or demand for health care, and could inadvertently increase them. And
there is only so far that prices can be reduced before products and services
become unavailable and quality of care suffers.

We believe that in the absence of substantive reforms, three factors will prevent
Japan’s health system from becoming—and remaining—truly cost-effective: the
system’s reliance on fee-for-service reimbursement, its lack of coordination, and
its unwillingness to consider the relative value of the services being delivered
when it is applying cost controls.

Fee-for-service reimbursement

As we have shown, the amount of medical care delivered to Japanese patients
is highly uneven: There are far more physician consultations than are probably
necessary, but patients may not be able to get specialist advice when they
need it. Hospital stays are often far too long, but emergency care is not always
available. In large measure, these variations in the availability of care reflect the
financial incentives built into Japan’s fee-for-service reimbursement formulas,
as well as the working conditions its physicians face. Our analyses indicate that,
in general, treatment volumes are high in areas that are supported with strong
financial rewards (for example, primary care); however, they are low in areas
with inadequate reimbursement rates or poor working conditions (for example,
emergency care and anesthesiology).

Because Japan’s reimbursement formulas include fees for all services deliv-
ered, they tend to encourage high volumes of activity. For example, primary
care physicians in Japan are allowed to bill separately for examining a patient,
writing a prescription for that patient, and then filling the prescription at their
clinic’s pharmacy. This reimbursement formula may be one of the reasons that
Japanese patients use markedly more prescription drugs than their peers in
other countries do (Exhibit 24).

Hospital length of stay provides another good example of the unintended
consequences that fee-for-service reimbursement can promote. Until recently,
all Japanese hospitals were paid a per diem rate for each day a patient was
admitted, and they were able to charge separately for many diagnostic tests and
procedures. Although the per diem rate decreased as length of stay increased,
the rate of decline was not very steep, and thus it was in the hospitals’ financial
interest to keep patients as long as possible. And because the country has a
significant oversupply of hospital beds, there was rarely a need to discharge pa-
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Exhibit 23

JAPAN HAS BEEN SUCCESSFUL IN HOLDING DOWN ITS SPENDING
ON HEALTH CARE

Per-capita expenditure growth; compound annual growth rate (CAGR); %

1980-1995 1995-2005
Total health  US e [ 6o
expenditure Germany : 5.3‘ 2.5
growth* :
France | 8.4 :ﬂ 5.0
UK I LA S B L
1
Japan** —4.83 -1-9 !
A A
72 4.7
Total ethical us 1 |85 i 12.7
drug Germany*** 4.9, 4 7‘
expenditure y [ J49, a4
growth France [ o [ Jer
UK T ]103 )80
1
Japan — 5.2 - 18
A A
7.5 6.8

* Based on nominal expenditure in local currency.
** Japan 1995-2005 data are based on national medical care expenditure, not including private medical care, health checkups, nursing care, OTC drugs.
*** Germany 1985 data does not include the former German Democratic Republic.
Source: OECD Health Data 2007; MHLW National Medical Care Estimates; IMS World Review; McKinsey analysis

tients to free up beds for other patients. As we discussed earlier, our analyses
were unable to find sufficient medical or demographic factors that would explain
Japan’s prolonged lengths of stay. However, the analyses did reveal that a very
strong predictor of average length of stay was a hospital’s bed occupancy rate—
the more free beds a hospital had available, the longer its patients’ length of
stay (Exhibit 25). Support for this hypothesis comes from another analysis we
conducted, which showed that there is little variation in bed utilization rates
between regions with a high or low number of hospital beds (Exhibit 26). This
finding suggests that in regions with a high number of beds, many patients
remain in the hospital longer than is necessary. Most Japanese hospitals oper-
ate in the red (a consequence of repeated fee cuts), and so they can hardly be
blamed for trying to maximize their per-patient revenues. The result, however, is
unnecessarily high costs for the health system.

Japan recently introduced two changes to help circumvent this problem. First, it
increased the extent to which per diem rates decline for prolonged hospitaliza-
tions. This change has helped lower average lengths of stay somewhat. Our
analyses showed, however, that a much more significant cause of the reduced
lengths of stay is the recent move of many long-term care patients from hospi-
tals to separate facilities.
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Exhibit 24

JAPAN HAS A HIGH VOLUME OF PRESCRIPTIONS

Average amount of treatment days prescribed per capita;
bilateral comparison with Japan indexed at 100; 2004

100

80

70

61
55

us Germany UK France Japan

Source: IMS MIDAS; OECD Health Data 2005; US Census Bureau; MOFA; Statistics Bureau of Japan; McKinsey analysis

The second change is the introduction of the DPC (diagnosis procedure combi-
nation) system in some hospitals. Under this system, hospitals are reimbursed
a flat amount based on the patient’s diagnosis and a variable amount based
on length of stay. The flat payment is designed to cover the cost of the typical
services that a patient with a given diagnosis would require, and thus there are
limits on the number of additional services for which hospitals can charge sepa-
rately. However, hospitals can still use fee-for-service reimbursement to their
advantage. Experience to date suggests, for example, that many hospitals are
responding to the DPC system by minimizing the number of diagnostic tests and
procedures that are performed while patients are in the hospital; instead, those
tests and procedures are being performed before the patients are admitted or
after discharge (when the hospital can get separate reimbursements for them).

Furthermore, there is little evidence that the DPC system is having any significant
impact on length of stay; we believe this is because it does not impose a flat
reimbursement rate for all services, regardless of length of stay. In comparison,
the DRG (diagnosis-related group) systems used in many other developed coun-
tries, which do impose flat fees for all services provided, have often reduced
length of stay significantly.
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Exhibit 25

AVERAGE LENGTH OF STAY (ALOS) SEEMS DRIVEN
BY FREE CAPACITY
Bed Bed turnaround

Type of hospital Bed breakdown occupancy ® 365 @ ALOS @ rate
% % days Cases/bed-year

Public 100% = 904,000

National’

1 Includes National Hospital Organization, MHLW, Japan Labor Health and Welfare Organization (Rosai), and other national hospitals but excludes national university hospitals.
2 Hospitals runs by health insurance associations, Welfare Federation of Agricultural Cooperatives (Kouseiren), Red Cross, Saisei-kai Imperial Gift Foundation, Hokkaido
Community Service Association, and All Japan Federation of National Health Insurance Organization (Kokuho).
3 Hospitals affiiated to universities.
4 Hospitals run by health -Houjin), companies, other and individuals.
5 Hospitals run by public corporations (Koueki-Houjin), social welfare (Shakai-Fukush , and Health Co-op: Association (I
Source: MHLW (Hospital Report 2005, Byouin Houkoku); McKinsey analysis

Exhibit 26

HOSPITAL BED UTILIZATION RATES ARE SIMILAR REGARDLESS
OF BEDS PER CAPITA

No. of beds per 1,000

population Bed utilization ratio

Beds; 2007-08 %; 2006
Kochi |27.0 86.7
Kagoshima 246 87.3
Kumamoto | 23.13 87.2
Nagasaki ]23.jo 87.5
Tokushima i | 22.5 i|85.9

Saitama 9.5} | 82.8
Kanagawa ] 8.8 ‘ 80.9

National average: 13.8

National average: 83.5

Source: MHLW; MIC
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Lack of coordination

Just as Japan lacks central control over its hospital network, so too does it lack
central control over medical practice and the allocation of medical resources.
There is no agency or institution responsible for establishing a clear vision or
targets for the country’s health care providers, and there are no mechanisms
to force providers to take a more coordinated approach to clinical care or the
acquisition of medical equipment. Japanese payors currently have no incentive
to take on a role of this type, and thus they are unable to encourage more
cost-efficient care delivery, as the payors in many other developed countries
do. Individual payors also lack the ability to make case-by-case reimbursement
decisions. As a result, the health system’s costs are unnecessarily high, and—
perhaps more importantly—there is insufficient pressure to force the system
to achieve greater coordination and consolidation and thereby improve care
quality.

For example, Japanese researchers recently calculated that among patients
undergoing gastrectomy (surgical removal of part or all of the stomach), the
use of a care pathway lowers treatment costs by 41 percent and length of stay
by 30 percent. Japan cannot reap either the clinical or financial benefits of
such pathways because it has no mechanism to compel their use. Furthermore,
because most of the country’s hospitals are small and operate independently,
they lack the resources to design and implement significant changes to their
treatment approaches.

Similarly, the country has overinvested in many types of very expensive medical
equipment because it does not coordinate purchasing. On a per capita basis,
Japan has four times as many CT (computed tomography) scanners and MRI
(magnetic resonance imaging) machines as most other developed countries do
(Exhibit 27). However, many of these machines, particularly those in hospitals
with fewer than 400 beds, are markedly underutilized (Exhibit 28). In Japan’s
smallest hospitals, MRI utilization rates are almost 60 percent below what is
considered efficient usage.

Similarly, Japan has more PET (positron emission tomography) scanners than it
needs. These machines, and the cyclotrons (small nuclear reactors) required to
feed them, are even more expensive than CT scanners and MRI machines. The
US has one PET scanner for every seven million people; Japan has one for every
two million. On average, each PET scanner in the US performs 427 examinations
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annually; each machine in Japan is used for only 107 examinations a year.

The very size of Japan’s health system—a symptom of its lack of coordination—
prevents it from operating cost-effectively. Many hospitals, for example, are
too small to achieve economies of scale. Indeed, the financial performance of
Japan’s private hospitals correlates directly with their size (Exhibit 29); those
with fewer than 100 beds have an EBITDA (earnings before interest, taxes,
depreciation, and amortization) margin of -9 percent, whereas those with more
than 700 beds have an EBITDA margin of +3 percent. We must acknowledge,
however, that fee-for-service reimbursement makes it very difficult to evaluate
the financial performance of any Japanese hospital. Those that do operate ef-
ficiently (for example, by discharging patients sooner or avoiding unnecessary
procedures) have lower costs than do those that operate inefficiently, but they
also receive lower reimbursements. As a result, most Japanese hospitals have
comparable, albeit negative, profitability.

Unwillingness to use value-based cost controls

Many of the cost-control measures that Japan has applied to its health system
have attempted to “spread the pain” relatively evenly. This approach may be po-
litically expedient, but it is fails to account for the relative value of the services

Exhibit 27

JAPAN HAS AN EXTREMELY HIGH PENETRATION OF EXPENSIVE
DIAGNOSTIC EQUIPMENT
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*1 2003 data.
*2 Data set from The National Health Service is used.
*3 2002 data.
*4 2005 data.
Source: OECD Health Data 2005; Frost and Sullivan;