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Preface

It is well known that health care is one of the fundamental sectors necessary for the 
social and economic development of a country. In practice, this means that a country 
cannot effectively address far-reaching social and economic problems without pro-
viding qualitative healthcare services to its citizens. Moreover, a healthcare system 
cannot become more effective without improvements in its structure and organiza-
tion. A hospital is the basic and most significant healthcare unit within the health-
care system. Hence, the application of management and economic analysis 
principles would result in the smoother and more effective functioning of hospitals.

The challenge is for hospitals to have organizational and functional organs that 
reflect the standards and innovations of their external environment. The rapid 
changes in the global social and economic environment, together with re-alignments 
in the internal environment of healthcare units (such as developments in informa-
tion technology and new working methods), call for a more strategic approach. 
Strategic management addresses the challenge of how any organization or enter-
prise, public or private, profit or nonprofit, can not only survive the current demands 
of a competitive market but also establish the foundations for successful perfor-
mance in the future. Certainly, it is not enough for a healthcare unit to rest on current 
successes since certain conditions are required for that success to be sustained. 
Strategic management can provide hospitals with a comprehensive and sustainable 
way of handling organizational and managerial matters by establishing rational con-
nections between many factors and parameters.

Economic analysis also helps the healthcare sector to be more effective since it 
is not just “common sense” or “presentiment” but constitutes economic thinking 
that facilitates decision making through the process of economic analysis and eco-
nomic thought. Thus an analysis of, for example, how material resources could be 
better managed would yield recommendations for enhancing the health unit’s 
performance.

Since this book offers significant managerial and economic knowledge on hospi-
tals, it can be of value not only to employees of healthcare organizations and stu-
dents but also to any professional practitioner in other fields of, or on the fringes of, 
the public sector (such as municipalities, regional authorities, and district authorities) 
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as well as the private sector. This book brings together knowledge and thinking in 
the realms of scientific management and economics, thus making it a valuable tool 
for explaining complicated managerial and economic problems and for facilitating 
decision-making processes.

The uniqueness of this book lies in the fact that it bridges management and eco-
nomic sciences—two complementary sciences that feed the process of making 
rational decisions. Such knowledge may not be easily found in a single book on 
health care or indeed on any other sector. This complementarity in management and 
economics, together with the way the information has been laid out in this book, 
will help the reader not only comprehend and analyze real problems but most 
importantly make rational decisions that will significantly improve an organiza-
tion’s performance. Key points conclude each chapter to ensure understanding of 
the main themes covered.

This book covers all the basic issues of strategic management and economic 
analysis which are necessary elements for the smooth functioning of the most essen-
tial healthcare unit, namely, the hospital. Its content has been arranged into the fol-
lowing chapters:

•	 Chapter 1 refers to the basic concepts of strategic management and analyzes its 
key elements.

•	 Chapter 2 analyzes in depth the environment (both internal and external) within 
which healthcare units (including hospitals) function.

•	 Chapter 3 focuses on the process of strategic management and investigates the 
shaping and the implementation of healthcare units’ strategies.

•	 Chapter 4 analyzes strategic planning in the healthcare sector and presents stra-
tegic planning models.

•	 Chapter 5 discusses the strategic changes in the healthcare sector and analyzes in 
depth the process of a strategic change.

•	 Chapter 6 addresses TQM (total quality management) in the healthcare sector 
and analyzes in depth the implementation of TQM in healthcare units.

•	 Chapter 7 presents and analyzes the organizational forms of hospitals, the differ-
ent types of hospital ownership, and the role of the government in the healthcare 
system when different types of hospitals coexist.

•	 Chapter 8 discusses in an analytical way the economics of hospitals.
•	 Chapter 9 examines the hospital as a supplier of healthcare services.
•	 Chapter 10 addresses the nature of hospitals’ financing and analyzes their means 

of financing.
•	 Chapter 11 addresses the efficiency and economic performance of hospitals.

Piraeus, Greece�   Michael Chletsos 
Athens, Greece �   Anna Saiti  

Preface
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Chapter 1
Basic Dimensions of Strategic Management

Key Chapter Concepts
•	 All organizations (and hospitals) survive because they have a perspective. Hence, 

organizations should not be indifferent to the events happening in their broader 
environment, but rather they should adopt a proactive approach which facilitates 
a more direct confrontation of those events.

•	 Organizations need to plan and anticipate the future so as to establish a special 
position in the environment. For this to happen, organizations need to have a mis-
sion and a vision. This means they need to see clearly “what they are doing,” 
“where they are going,” and “what they want to become.” All these need to be 
communicated in an efficient way to the organizational members.

•	 Environmental standards in the external environment of an organization are 
changing rapidly. Therefore, organizations (hospitals included) need to formu-
late a strategy if they are to avoid any threats and risks and sustain a positive and 
competitive position within the environment.

•	 Managers/leaders may align their organization to their strategy, while indeed the 
strategy should be aligned with the organizational culture.

•	 Strategy is the basic prerequisite for anticipating the future, while policy pro-
vides the predefined framework and formulates actions for the organization’s 
smooth operation. Both are needed for successful performance.

1.1  �What Is Mission?

Whether an organization is private, nonprofit, or public (e.g., a hospital, an educa-
tional institution, or a firm), it has the ultimate purpose of surviving. To continue its 
survival, it needs to address certain existential questions, namely, “what we are 
doing?” and “what is our mission?” (Drucker, 1974, p. 61, cited by David & David, 
2017, pp. 160–161). The mission is an organization’s reason for being. Therefore, 
the mission of an organization indicates “a basic function or duty” and sets a basis 
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for the development of an organizational strategy as it clarifies the practical function 
of the organization in order to achieve a superior performance (David & David, 
2015; Koontz & Weihrich, 2010; Saitis & Saiti, 2018; Whitehead, 2002).

We may note that in this book, despite any distinction in the relevant literature, 
we are going to use the terms “mission” and “purpose” interchangeably (Cady, 
Wheeler, DeWolf, & Brodke, 2011; Hill, Jones, & Schilling, 2015; Mullins, 2010; 
Papoulias, 2002; Sidhu, 2003; Zavlanos, 2003). Therefore, for example, the mission 
(or the purpose) of a hospital unit also corresponds to the services it offers, which 
must satisfy the needs of patients. Furthermore, the mission (or the purpose) of a 
hospital is to provide effective care to the community.

The mission (or the purpose) of an organization should be carefully and clearly 
formulated, indicating the true targets and the actual improvement of the organiza-
tion, be understood by all the organizational stakeholders concerning the chal-
lenges and the importance of the mission, include “a sense of strong vision,” and 
focus on the “emotional involvement of staff members” (Campbell & Yeung, 1991, 
pp. 17–18).

The mission should be communicated to organizational members directly, as 
should the organizational strategy for achieving a superior organizational perfor-
mance. An organization’s mission is communicated through the formulation of a 
mission statement which serves as a communication channel—a two-way process 
of information flow regarding an organization’s strategic choices and directions 
between managers and staff members. The mission statement should create a cli-
mate of mutual, real, motivating, inspirational, and clear understanding of the orga-
nization’s purpose and activities (Cady et al., 2011; Čuić, 2013; Falsey, 1989; Huff, 
Floyd, Sherman, & Terjesen, 2009; Lynch, 2006; Stemler & Bebell, 1999; Verma, 
2009). The mission statement is not just a simple transmission of information about 
the organization but it is a process (depending on the content) that influences either 
positively or negatively the thoughts, views, and behavior of an organization’s 
members and consequently their performance.

Hence, managers should not write statements without considering and under-
standing the organization’s alignment, but they should focus on more meaningful 
statements that contain two-way communication about the internal and external 
organizational environment and strong motives for the development of the team 
spirit among the organizational members (Cady et al., 2011). In other words, they 
should distinguish “organizational effectiveness” from “organizational actions.”

Therefore, the mission of an organization is a general determination which is 
very crucial. And this is because, through the mission, goals and activities are clari-
fied and the strategies and policies of the organization are outlined. Due to its great 
importance, during the development of a mission’s declaration, the organization’s 
management must take into consideration three basic elements (Fagiano, 1995; Hill, 
Jones, and Schilling, 2015; Kanellopoulos, 1995; Kaplan & Norton, 1996; Rarick & 
Vitton, 1995; Verma, 2009), namely, the history of the organization, the distin-
guished abilities of the organization (i.e., the things the organization performs well 
at), and its environment, which we will address in the second chapter of this book.

1  Basic Dimensions of Strategic Management
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1.2  �What Is Vision?

1.2.1  �Aim and Meaning

In the relevant literature, it is often mentioned that each social organization, regard-
less of its type of activity, must have vision, since vision expresses the expectations 
and dreams of the organization’s members about its future. An organization’s vision 
expresses its desired results, it should be in accordance with the organization’s val-
ues and culture, and it should be inspirational and go beyond the ordinary. It is the 
basis for the expectations created regarding the organization’s future. Vision “is the 
ability to see the bigger picture and to take the long term view” (Whitehead, 2002, 
cited by Mullins, 2010, p. 392). The term “vision” is considered as “the description 
of ideals and organizational goals” (Spanos, 1993, p. 57), “the dream of the future 
we wish to create for our group. Vision is not what we are, but what we want to 
become. Creating vision is the essential act of leadership” (David & David, 2015, 
p. 171; Matejka, Kurke, & Gregory, 1993, p. 34), “the values that shapes its culture” 
(Curran & Totten, 2010, p. 116), “ a picture of what the firm wants to be and, in 
broad terms, what it wants to ultimately achieve” (Hitt, Ireland, & Hoskisson, 2017, 
p. 18), and “an expectation, a hope, a dream about an ideal future, better than the 
present and anticipated by the people” (Bouradas, 2005, p. 88). For example, the 
vision of a hospital unit might be its future status as a “quality hospital,” striving for 
excellence.

Based on the above definitions, we can see that vision moves an organization’s 
mission forward, since “it is addressed to the mind and heart of the organization’s 
people” (Bouradas, 2001, p. 53). In the case of a hospital unit, accepting a specific 
vision has the potential to become a spiritual and sentimental challenge because the 
members of the hospital community must answer to basic questions such as:

•	 Which ideals do we want to achieve?
•	 What would that mean about us?
•	 Do we have to make sacrifices during the year to make the vision a reality?
•	 Will we be able to respond if we have to act differently?

From the answers to the above questions, we can infer whether or not (a) a vision 
is feasible, that is, whether it derives from a clear and rational perception of the 
organization’s function, or if it is just a “chimera” or a good intention, and (b) the 
majority of the team’s members are making additional sacrifices for a better future. 
The vision should imply a united effort since it can lead to changes in behavior and 
certainly influence performance. For this reason, the development of effort enhance-
ment, enthusiasm, and optimization should be integral elements of a vision (Matejka 
et al., 1993; Ricci, 2011). Therefore, in order to improve an organization’s function-
ality, a feasible vision serves three basic purposes (Kotter, 2012):

First, to clarify the general direction of change (e.g., of working methods) since 
most of the time the organization’s members disagree on new methods for conduct-
ing work. The weakness of taking decisions can be overcome when it is explained 
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that the suggested way of working is actually better than the current one. Moreover, 
a clearer direction may lead to a simplification of procedures and, by extension, to 
a reduction in human efforts and costs.

Second, to incite the members of the organization to take actions toward a defi-
nite direction, even if the initial steps are painful at a personal level. However, a 
feasible vision acknowledges that sacrifices are necessary while making it clear that 
these sacrifices will benefit and cause a level of personal satisfaction higher than the 
present one.

Last but not least, to help coordinate different person’s actions in an efficient 
way, since administrators and managers comprehend what they must do, without the 
organizational members requesting any clarification which sometimes hinders 
unanimous support or causes conflicts, and in a way they can work autonomously.

From the above analysis, we may conclude that a good and feasible vision is 
crucial for the decisions and attitudes of a team’s members as it “attracts and incites 
people to the implementation of ideal major breakthroughs, giving meaning to 
everyday life” (Bouradas, 2001, p. 53).

1.2.2  �Vision Transmission

The formulation and propagation of the vision to all members of the organization is 
a basic duty of the senior management, since the specific goals and activities for 
attaining these goals are formulated and coordinated according to the vision. 
However, it is not sufficient just to formulate and propagate the vision because, as it 
is argued (Bouradas, 2005), “the vision must be communicated to people in order to 
understand and embrace it. To apprehend the distinctive image of a better future and 
to see their own improved position in the better anticipated future of the business. 
Needless to say, the communication of the vision cannot be done with frames on the 
walls and luxurious bows. That must be accomplished through interpersonal com-
munication, so that the employees can be convinced about the honesty, commitment 
and the passion of the senior management for this issue, except for the acknowl-
edgement of the vision” (p. 89). In other words, in order for a vision to be effective, 
it must be simple, understandable, and transmitted convincingly, since these fea-
tures help an organization’s members’ actions to be addressed, aligned, and inspired. 
Nonetheless, with an unclear vision, it is difficult to lead an organization’s members 
to take correct and proper decisions, and the greatest, insignificant decisions may 
create intense conflicts, consume energy, and destroy members’ moral. Or, as Kotter 
(2012) put it distinctively, “You are going to confront problems when you cannot 
describe within five minutes the vision that constitutes the motivation of an initia-
tive for changes, so as to get a reaction showing that you understand and care” 
(p.  8). It is true, though, that the success or failure of the vision’s transmission 
depends on many unknown factors such as how it will be transferred or how it will 
be perceived by the recipient. However, four basic steps provide useful guidelines 
for communicating the vision:
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•	 Focus on both the qualitative and quantitative elements of a vision. The basic 
elements for the effective transmission of a vision are clarity, inclusiveness, and 
honesty.

•	 Consider the conditions under which the recipients (stakeholders) will receive 
the vision’s message such as how, when, and where it will be transferred.

•	 Promote two-way communication. In order for the manager to be certain that the 
vision is understood by the members, he should give them the opportunity to 
freely express their views. Certainly, this action needs to be linked with “practi-
cal methods” for a climate of cooperation and mutual understanding to be 
created.

•	 Have a good understanding of the role of informal communication. This means 
that effective communication channels are established within an organization 
when managers use the informal organizing so as to complete the communica-
tion channels of the formal organization. Hence, it is essential that the upper 
hierarchical levels of an organization are in touch with the lower levels so as to 
capture any misunderstanding in the vision’s transmission.

1.2.3  �Characteristics of an Effective Vision

From the above, it becomes evident that the actual power of a vision is unleashed 
when most implicated parties in the organization comprehend its goals and direc-
tion. To make this happen, a vision must be effective, i.e., it needs to incorporate all 
the elements required for the goals to be achieved. According to Kotter (2012), an 
effective vision has the following characteristics:

•	 It is understandable, clearly describing a future image of the organization.
•	 It is feasible, consisting of realistic goals.
•	 It is clear enough, indicating in an unambiguous way the direction of the deci-

sions that needs to be taken.
•	 It is flexible, leaving room for individual initiatives and future actions as circum-

stances change.
•	 It can be transmitted, i.e., easily explained, within short amount of time.

1.2.4  �Development of Leaders/Managers Toward the Creation 
and Transmission of a Vision

At first we have to notice that scientists’ views diverge regarding the nature of lead-
ership capability. The smooth and efficient function of an organization and hence a 
hospital presupposes that harmonious cooperation between leaders and staff mem-
bers is assured. In order for this to happen, a leader should create effective commu-
nication channels with his/her staff members. Here, communication channels are 
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intended to mean that staff members should be kept informed of what is happening 
in the organization (hospital) and about the plans and future actions of the organiza-
tion. On one hand, there are those who claim that leadership capability is acquired 
(Skoulas, 1983, p. 83, Williams & Johnson, 2004)—you are not born a leader but 
you become one. Consequently, this capability can be obtained. Also, the art of 
leading is not static but dynamic. The leadership’s function is based on principals 
and mechanistic standards that constantly change. A leader must adjust to, and be 
familiar with, habits, cultural traditions, systems of values, and society’s expecta-
tions. On the other hand, there are researchers such as Professor Zaleznik who sup-
port the view that “leadership cannot be taught” (Zaleznik, 1977). This view can be 
valid for persons who are qualified with leadership abilities and in conjunction with 
interacting variables (such as followers’ goals, occasional activities) (Brown, 1981; 
Kourtis, 1977). A failure in the communication within an organization (a hospital) 
could lead to misunderstanding, agitation, and strong feelings of disappointment. 
Consequently, the role of the leader in the communication flow is crucially important.

If we take into consideration (a) the theory that “leadership is much more than 
technique” (Northouse, 2012; Zaleznik, 1977) that it is more than a combination of 
talent and capabilities (insight, boldness, concern, persuasion, etc.) which someone 
must have and (b) the fact that most people in leading positions are not born leaders, 
we can accept the opinion that “skill and foresight that an efficient leader should 
have, can be obtained through education and experience” (Williams & Johnson, 
2004; Zavlanos, 1998, p. 294).

By applying the above thoughts to hospitals, we may claim that the development 
of hospital leaders’ leadership capabilities is not accomplished after a seminar last-
ing just a few days or weeks or through the attendance of a bachelor or master’s 
program in a health unit’s management. Indeed, more education could actually help 
managers to a degree. The exploitation of the organization’s (hospital’s) workplace 
is also required, since the workplace and its environment are fundamentally signifi-
cant factors in the ongoing development of leadership abilities (Kotter, 2012; Saitis 
& Saiti, 2018).

But how can that happen in a hospital unit? A leader’s responsibility is not con-
fined to ensuring that the necessary conditions for the smooth operation of a hospital 
are in place. A good leader must take care of the staff member’s development simul-
taneously as a trainer. He/she must transmit to his/her collaborators the required 
knowledge and capabilities so that they can perform their work effectively.

For example, the doctor that starts practicing with a vast amount of knowledge 
and some practical experience, it is certain that he will need management support 
due to the complexity and frequent changes in the medical field, if they are to 
respond to their duties in a successful and efficient way.

In reality, a hospital manager should, on a daily basis, support all staff members 
through encouragement and guidance and by ensuring a working environment that 
allows them to improve themselves, that is, behaving toward them as though they 
are better at their work than they really are. This enhances the personnel’s confi-
dence and by extension increases the likelihood of reaching an exceptional 
performance.
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Since an individual does willingly what is really in their personal interest, a hos-
pital manager should stimulate his/her colleague’s interest in their duties. Or as 
characteristically is said, “most people are satisfied and incited from their work, 
when through it, evolve their knowledge, abilities and personality. Human develop-
ment boosts confidence and contributes essentially to professional evolvement and 
progress, and it satisfies the needs of integration and self-esteem” (Bouradas, 2005, 
p. 296).

Hence, a question arises: what are the basic points around which the education of 
staff members must revolve? Even though development is a personal issue (depend-
ing on one’s learning ability, their motivations, and personality), the development of 
employees in a hospital unit is strongly affected by the manager. This kind of devel-
opment program must include at least the following elements.

�Developing a Sense of Responsibility

Taking as granted that people (hospital staff members included) (a) are responsible 
for their actions, so awakening a sense of responsibility is a common feeling, which 
can drive employees to greater achievements, and (b) are more interested in a duty, 
as they feel more capable of completing it, then the manager must properly train his/
her subordinates about the way they practice their duties and how to encourage and 
guide them so they discover on their own the best way to reach the most satisfying 
outcome. In a sense, the manager provides a framework for freedom of initiative to 
his/her staff members by creating the feeling that they can make a valuable contribu-
tion using their own set of abilities. In order for a manager to enhance the sense of 
responsibility, he/she needs to assign responsibilities to the employees. Many man-
agers consider it difficult to assign responsibilities to trainers as they feel that they 
are overburdening their personnel or that they are not sure that the work will be done 
properly. Some may even agree with McGregor’s theory X, which assumes that 
most employees are truants and do not want to take over responsibilities. 
Undoubtedly, when we assign duties/responsibilities to inexperienced individuals 
for the first time, we will definitely discover that they will need more than the usual 
estimated time that we would have needed for those duties than if we had carried out 
the task on our own. In line with what has been done, we can support that managers 
should share responsibility with their staff members, since assignment contributes 
to the development of skills and abilities.

�Developing a Sense of Solidarity

The sense of solidarity among the members of a typical organization (and for a 
hospital unit) is a basic characteristic of an efficient organization since actions do 
not have consequences just for those who carried them out, but they have repercus-
sions for the entire organization. For this reason, as the sense of solidarity increases, 
the degree of personnel’s responsibility increases as well. Based on this perception, 
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the manager should know how to develop the feeling of mutual support among his/
her staff members. Of course, it is not easy for a manager to achieve perfect har-
mony among the employees, because they are different persons with varying atti-
tudes, perceptions, aspirations, and behaviors in the working environment. Despite 
the difficulties, a manager can confront unpleasant situations (jealousy, competi-
tion, creation of “cliques”), if he/she can preserve coordinated collaboration with all 
hospital personnel. Moreover, we must not forget that each staff member easily 
examines and judges everything from his point of view without taking into account 
the group’s needs. An individual usually sees what bothers or impedes him/her from 
carrying out their work. To conclude, the hospital manager’s duty is to give to his 
staff members the potential to understand that the effective operation of the hospital 
unit must lean on collective effort and all employees must harmoniously work for 
the accomplishment of their hospital’s common goals.

�Development of Work’s Excellence

The transmission of knowledge and experience to the correct use of available job 
tools is a characteristic example in this direction.

�Development of Work Execution Planning

The manager ought to teach his staff members that before starting a task, they must 
consider the way of completing it. Through this technique, they will be in the posi-
tion to know what they want to do, and in what way, in a predetermined time frame. 
Finally, we notice that the nontypical form of personnel’s education from the hospi-
tal unit’s manager is a voluntary activity, the success of which depends on the will 
of both sides: managers and employees.

1.3  �Objective or Aim1

1.3.1  �Different Approaches to Meanings

After defining “mission” and “vision,” there follows an urgent need to design indi-
vidual objectives. Objectives are the horizon toward the collective activity of a 
team’s efforts. An actual effective activity can exist when the organization’s 

1 In the  relevant literature (Cady et  al., 2011; Georges, Efthimiadou, & Tsytos, 1998; Mullins, 
2010; Sarsentis, 1996, p. 20; Zevgaridis, 1983, p. 20), there is a distinction between objective pur-
poses and aims. The objective purpose or general goal is perceived as a subjective prearranged 
desired state that cannot be evaluated accurately by third parties. However, “objective” also has 
a special quantitative or qualitative concept. It is about a countable description of a desired result 

1  Basic Dimensions of Strategic Management



9

members know what to do. We observe that the aim of an organization (and hence a 
hospital) is not related to its objectives. The objective of a hospital should be stable 
and could be to provide qualitative health-care services and medical care to all 
social groups while advancing medical research so as to promote medical treat-
ments. On the contrary, aims are specific but changing expressions of purpose at 
each moment, taking into consideration the existing changes (financial, social, tech-
nological) in the hospital’s environment.

Depending on the time horizon, aims are distinguished in the short term (1 year 
long), the middle term (2–4 years), and the long term (5 years and over).

Irrespective of time length, aims aspire to create a situation as a result of a col-
laborative action. They pursue changes that take the organization closer to its desti-
nation—changes which, once achieved, can become stepping-stones to new aims. 
These objectives are specific and changing expressions of the purpose at every 
moment in time.

1.3.2  �Categories of Aims

A hospital unit, as a structured organization, has aims which should be completed 
through certain procedures. In other words, a hospital’s survival can be attributed to 
the transformation of general pursuits and matters of health, which are institutional-
ized through specific and achievable goals. Of course, the aims of hospital organiza-
tions have been a point of reference for many researchers (such as Ginter, Duncan, 
and Swayne (2018), Hoy and Miskel (1987), Longest and Darr (2014), Paisey 
(1992), and Schulz and Johnson (1990)), and so far there is no commonly accepted 
list of categories for these goals. For the purposes of this book, we may adopt Alan 
Paisey’s view (1992), according to which three categories of aims must be taken 
into account by the organizations (and thus by hospitals):

•	 Personal aims that are formulated by health personnel and patients. These goals 
specify changes that people desire for themselves, working circumstances and 
employment terms.

•	 Hospital aims, which refer to structural changes and which individuals aspire to 
separately. There are changes in individuals’ behavior that contain changes in 
knowledge, skills, and habits. Hospital aims are mainly to do with changes in the 
provision of health-care services.

•	 Aims of resources that primarily refer to material resources which the employee 
needs in order for their task to become feasible. However, if the word “resources” 
is defined “as anything at the hospital’s disposal to achieve its goals,” then the 

within a  given time and  certain financial constraints. Since (a) many writers such as  Koontz, 
O’Donnell, and Weihrich (1980) use these terms interchangeably and (b) in everyday life we do 
not make the above distinction uniformly, the terms “objective purposes and aims” will be used 
interchangeably in this book.

1.3  Objective or Aim



10

aim of resources can refer to structural changes in terms of human resources and 
material resources that are or could be available to the hospital so as to satisfy 
individual and hospital aims.

Given that a hospital’s goals are many and material resources are limited, the 
hospital management should prioritize the kind of treatments that patients should 
have taken as both inpatients and outpatients. As hospital goals need to be set in line 
with the resources available, the pursuit of sensationalist performance statistics 
should be avoided so as not to stretch the human resources to breaking point.

1.3.3  �Strategy for Creating Aims

The way that aims are created has exceptional meaning. That is valid for the hospital 
aims and the resource aims as well.

But who is responsible for forming these aims? According to Paisey (1992), 
there are two strategies for an organization (and hence a hospital) to formulate 
goals: the “downward” (top-down) strategy is imperative, because it is formulated 
by a person or a small group collectively, and the “upward” (bottom-up) strategy, 
where hospital goals are underlined by the needs of health system (i.e., its users—
the patients). This strategy considers each one’s interests and expresses goals in 
coordination with the hospital members’ goals.

Even though both strategies have advantages and drawbacks, we think that in a 
democratic society the hospital aims should follow the upward formulation method, 
while resource aims must be defined by the central administration which funds the 
system. However, the efficient flow of information depends on the formulation of an 
organizational structure for the health-care system. In strictly centralized health-care 
systems, however, hospital aims are not formulated by the internal environment and 
by the widely accepted views of society, but instead by the central authorities (admin-
istration). Regardless of the type of health-care system and management structure 
(whether strictly hierarchical or flat), if the system follows an organization-enabling 
structure, the upward formulation method will be facilitated within hospitals and the 
strategic intentions will be communicated to the organizational members in an effi-
cient and effective way that establishes the basis for improved performance.

1.4  �What Is Strategy?

1.4.1  �Aims and Meaning

Many researchers have converged on the conclusion that the term “strategy” has its 
roots in the strictly hierarchical sector of the armed forces and consists of a strategic 
plan devised to gain a competitive advantage by putting the enemy in a difficult 
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position and thus weaken them so as to win the war (Bruce & Langdon, 2001; 
Georgopoulos, 2006; Papadakis, 2007; Saitis & Saiti, 2018; Whipp, 1998).

Although “strategy” is sometimes used in the traditional military sense and now-
adays implies a kind of competition, it is used even more to reflect the broader 
general ideas of an organization’s operation. In particular, a strategy establishes as 
a rule a general program of action and resources’ apposition for the achievement of 
certain aims. The formulation of a strategy involves organizational changes that give 
value to the organization (Boyd, 1991; Hughes & Beatty, 2005; Kaplan & Norton, 
1996; Koontz et al., 1980; Kukalis, 1991). It is related with long-term performance 
since it is based on long-term targets and determines the position of an organization 
within its environment.

1.4.2  �But What Is Strategy?

According to Dubrin (1997), the word “strategy” is defined as the “organization’s 
program or the apprehension program for the achievement of mission and aims in 
its environment” (p. 133). The strategy is a collective program of what the organiza-
tion wants to be (Boyd, 1991; Silbiger, 1993); it is a guide that makes the actions of 
an organization’s members more visible to managers and at the same time allows 
managers to ensure the suitability of these actions (Boyd, 1991; Koontz & Weihrich, 
2010; Salaman & Storey, 2005).

The term “strategy” (Anthony, 1965) is also viewed as a “procedure followed 
to take decisions for the objective purposes of the organization, for changes on 
these objective purposes, for the resources used in the achievement of objective 
purposes and for the policies that will govern acquisition, use and disposal of these 
resources” (p. 24).

There are writers who define this specific term as an action plan (which depicts 
the direction of the organization in the competitive environment” (Zavlanos, 1998, 
p. 126) and as a dynamic means which “contains the aims and plans of the organiza-
tion and an action program for the achievement of these goals and plans in this 
competitive environment” (Kanellopoulos, 1995, p. 86). It examines not only the 
organization’s aims but also the means of existence and the general direction of the 
organization which is based on the examination and analysis of differences between 
the organization’s position and its competitors (Goldstein & Pfeifer, 1993; Hill 
et al., 2015; Hitt et al., 2017; Kaplan & Norton, 1996; Melcher & Kerzner, 1988). 
Therefore, it is a process that, through operational activities (a sequence of steps), 
an organization attempts to achieve its aims and objectives.

Based on the above definitions, it is evident that strategy is not just a group of 
rules or programmed directions, but it is rather a full and integrated plan which an 
organization should implement so as to respond to its mission and reach its vision. 
It also determines the levels of targeted performance (Salaman & Storey, 2005, 
p. 104). It is a declaration of intentions which determine what we want to become in 
the future.

1.4  What Is Strategy?



12

1.4.3  �Thus, a Question Arises: Why Is Strategy Planning 
Important for Modern Organizations?

First, we should emphasize the fact that strategy is an important and integral part of 
each organization regardless of the size or type of activity that develops within the 
organizational environment. This is due to the fact that the environment in which an 
organization finds itself is becoming ever more complicated and changeable. 
Therefore, a strategy is a continuous process whereby an organization’s current data 
is analyzed to determine its future direction. In other words, strategy helps toward 
(and indeed enhances) an organization’s effective and superior performance. Among 
the basic roles of strategy that contribute to the success of an organization are 
(Papadakis, 2007, pp. 34–37):

•	 Gives an organization direction since strategy determines the long-term plans 
and targets to be implemented.

•	 Supports homogenous decision-making since the decisions for the achievement 
of targets lean toward a clear and acceptable strategy agreed by all stakeholders.

•	 Coordinates all the members’ activities, since the collective action is based on 
programmed actions.

•	 Helps reduce the impact of uncertainties in the external environment since, 
through a strategy, it is much easier for a manager to identify and distinguish an 
opportunity from a threat. For this reason, a strategy is absolutely necessary in 
times of intense changes.

•	 Gives a sustainable competitive advantage to the organization since it allows the 
successful and harmonic connection between the external environment and the 
organization’s internal capabilities.

Based on the above, we may support the view that a strategy ensures that the 
daily decisions are in accordance with the long-term targets of an organization. On 
the contrary, the lack of a strategy increases the likelihood that current decisions 
will have a negative impact on the future outcomes of the organization. Furthermore, 
a strategy is an important tool for an organization to interact with its environment, 
but most of all, it harmonizes the direction of organizational members’ efforts as 
they cooperate in order to achieve the organization’s goals (Bruce & Langdon, 
2000; Georgopoulos, 2006; Hart, 1992; Kaplan & Norton, 1996). It should be noted 
that strategy does not determine exactly how the targets will be achieved because 
this can be clarified by the implementation of support programs.

1.4.4  �Characteristics of an Effective Strategy

In the previous subsection, we mentioned that strategy can be a complete plan, 
applied by the organization to correspond to its mission and to reach its vision. In 
order for this plan to attribute to the success of an organization (a hospital), it must 
consist of these elements:
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•	 Contain simple and long-term purposes
•	 For the competitive environment of the organization to have been fully 

understood
•	 For an objective assessment of resources (human and material) of the organiza-

tion to have been carried out and the content, duration, adjustment process, and 
changing conditions to have been clarified

•	 For a formulated strategy to be implemented efficiently and transparently through 
a capable and steady management

•	 To ensure there is support for innovation through a proactive approach
•	 For members’ staff actions to be well coordinated since the implementation of 

any strategic plan is based on a number of interrelated actions

1.4.5  �Ways of Avoiding Bad Strategies

It is generally accepted that in times of financial crisis, such as the one we are going 
through, every incorrect decision, every wrong choice made by the administration 
of the public or private institutions may have dramatic repercussions, both for the 
present and for the future of specific organizations. This acceptance leads us to the 
following question.

1.4.6  �What Should a Leading Manager Do to Avoid Defective 
Strategies?

In the daily and weekly press, we often read texts about wrong choices received by 
skilled leading managers of large organizations. In particular, it mentions that dis-
tinguished leading managers of organizations (with enough experience and correct 
information) succumb to terrible mistakes and make wrong choices that ultimately 
lead to strategic mistakes. Of course, strategic mistakes derive from many factors 
such as the precaution mechanisms, a leader’s specific character, and the procedure 
by which a decision is received and implemented. However, in the case of a defec-
tive strategy, the issue should not be a fear of failure but how a leading manager can 
learn from their mistakes. In close relation to this problem, this long-term research 
showed that half of the organizational defaults could be avoided if in the entire strat-
egy development process a “Devil’s advocate” was present to evaluate things that 
could be done differently (Damoulianou, 2011; Mullins, 2010; Olson & Simerson, 
2015; Schermerhorn, Hunt, & Osborn, 2002). In an ideal world, there would be an 
independent person (or a group of people) that is/are completely neutral, i.e., they 
would not personally benefit in any way from the outcome and the strategy planning 
process. The challenge would then be to compose a report for the leadership of the 
organization, outlining what is missing from the strategy planning process. For this 
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reason, this specific person would have the right to pose questions to the manager 
responsible for strategy design, such as:

•	 Is this strategy feasible?
•	 Have you taken into consideration all the dissenter’s requests?
•	 Have you objectively mapped out the strengths and weaknesses of the 

organization?

In this way, it would help leading members to gain a fuller picture of members’ 
sentiments that incorporates all feedback (both positive and negative) through 
upward communication (Saitis & Saiti, 2018). Or, as it was characteristically put by 
Goleman (2001), “people who exhibit the Communication competence are effective 
in the give-and-take of emotional information, deal with difficult issues straightfor-
wardly, listen well and welcome sharing information fully, and foster open com-
munication and stay receptive to bad news as well as good” (p. 37).

Finally, we notice that the role of the “Devil’s advocate” is not to investigate the 
leading managers who are responsible for planning strategies. Instead, their role is 
to investigate facts and not the feelings and intuitions that accompany them. Thus, 
for this reason, persons who come to rushed conclusions should be avoided.

1.5  �Elements of Policy

1.5.1  �Meaning

For the objectives and purposes of an organization to become a reality, its adminis-
tration ought to take certain decisions that dictate a certain strategy and define ways 
of implementing it. On one hand, these decisions must be compatible with the strat-
egy’s content and programs. On the other hand, they must be coordinated and have 
cohesion. Meaningful policies can cover this necessity (Bouradas, 2001).

For Koontz et al. (1980), “policies were identified as guides to thinking in deci-
sion making. They assume that when decisions are made, these will fall within 
certain boundaries. Policies do not require action, but are intended to guide manag-
ers in their decisions commitments when they do make decisions” (p. 274). It is 
general declarations or perceptions guiding or defining the course of thoughts and 
energies when taking decisions (Koontz et al., 1980, p. 164). Based on this percep-
tion, “policy” defines an area in which a decision is going to be taken and ensures 
that the decision will be consistent with the organization’s goals. According to 
another view (Dubrin, 1997), the term “policy” is considered as a general guideline 
that must be followed for the organization’s decision-making and activities. Some 
writers converged on the conclusion that the term “policy” in fact refers to “docu-
mented guidelines that make the company’s strategy specific” (Papoulias, 2002, 
p. 135) and includes “guidelines, rules, and procedures established to support efforts 
to achieve stated objectives and are guides to decision making and address repetitive 
or recurring situations” (David & David, 2015, p. 46). For others, policies constitute 
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“general directions of activity in which objective purposes are joined” (Sarsentis, 
1996, p. 21) and also “general and unstable directives that make it easier for manag-
ers to make decisions, allowing them to use their judgment in specific restrictions” 
(Kanellopoulos, 1995, p. 82).

From the abovementioned definitions, it is evident that researchers in science 
administration do not agree on a commonly accepted definition of the term “policy.” 
However, we may perceive “policy” to be either “a general declaration” and “a gen-
eral guideline” or a “documented directive” and “general activity directive,” which 
is nothing more than the administrative mechanism which sets the framework for 
decision-making in relation to the objectives of the organization (hospital).

1.5.2  �Approaches to the Term “Policy”

Even though policies are designed to be consistent with strategic plans, they do 
leave room for interpretation by the competent single member or collective admin-
istrative body. There lies a critical point in the application of policies, since their 
interpretation by managers may possibly lead to directives that take the organization 
away from its goals. To illustrate the point, we will mention an example of policy 
and how this can be interpreted.

Example of a policy: “When you choose the leading manager in the field of 
health care, take into consideration only the candidates who are administratively 
capable or promising to become administratively capable with good personal char-
acter and are distinct for their social offer.”

The members of the Selection Committee who will be called to apply the above 
policy must answer the following questions:

•	 What do we mean by the term “administratively capable”?
•	 How can we evaluate the “administrative ability” of each candidate manager?
•	 What do we mean when we say that a candidate must have “good personal 

character?”
•	 What does “promising to be administratively capable” mean?
•	 What can we include in the meaning “social offer of the candidate”?

The above example not only shows the degree of difficulty in the interpretation 
of a policy but also proves why in many cases its implementation is administratively 
rather difficult.

1.5.3  �Difficulties in Understanding the Term “Policy”

According to what was previously mentioned, the term “policy” is most commonly 
regarded as a predefined frame in which managers must take decisions for issues 
concerning the organization’s operation. However, because the above term can be 
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an object of misunderstanding, we consider it appropriate to mention two examples 
from a hospital environment in order to better comprehend the term “policy.”

Example 1  Employment of medical personnel.

“No doctor of secondary care is allowed to have a private practice while being a 
hospital employee.”

Example 2  Granting permission to participate in a conference, postgraduate 
course, or research study.

“Every manager (Clinic or Hospital) or Science Council can grant hospital staff 
permission for participating in a Conference, Postgraduate course or Research study 
as long as it suffices to meet scientific reasons and the proper functioning of the 
hospital is not disturbed.”

By granting a hospital’s medical staff the permission to participate in a confer-
ence, master’s course, or research study, the scope of a manager’s personal judg-
ment remains fairly broad and that is why this case counts as a policy. On the 
contrary, a doctor’s employment policy does not leave any freedom for a manager’s 
personal judgment so it counts as a rule. By saying “rule,” we mean a certain course 
of action that must be followed by all members of the organization. It is a certain 
type of expression that is used to inform someone what they must or must not do. 
For example, the phrase “the use of mobile phones during class is forbidden,” which 
expresses a specific way of behavior, is a rule (Kanellopoulos, 1995). Therefore, 
rules allow organizations to put their employees in positions of responsibility, so 
they cannot act differently.

In conclusion, policies do not require action but do provide leading managers at 
all administration levels with the right to act in accordance with their judgment. 
Otherwise, if an instruction does not require a manager’s personal judgment during 
the decision-making process, then it is a rule.

1.5.4  �Is “Strategy” Different from “Policy”?

According to Koontz et al. (1980), “strategies and policies have a close relationship 
with each other” (p.  274). The abovementioned researchers claim that strategies 
express a general command of action and a development of effort and resources for 
the achievement of essential objectives. A strategy concerns the direction toward 
which human and material resources will be used in order to maximize the possibil-
ity of achieving a chosen goal. Policies, however, are thought’s guiders during 
decision-making. Hence, the essence of a policy allows an administrative manager 
to act according to his/her judgment. Furthermore, while policies do not demand 
action, their purpose is to guide administrative managers in their commitments 
when they take decisions.

Some policies and strategies that give a consolidated direction to the entire orga-
nization can essentially be coextensive. However, we can make a logical distinction 
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of these meanings by saying that policies guide leading managers’ thoughts during 
decision-making while strategies are the decisions that an organization has made to 
commit certain resources in order to fulfil a particular goal (Koontz et al., 1980).

1.5.5  �Policy Sources

Policies can be discerned into many categories (Koontz et al., 1980), among which 
are the following:

•	 “Authentic or created” policies deriving from the free will of the pertinent lead-
ing managers of the organization. The so-called policies basically come with the 
organization’s aims and are usually the creations of the superior management of 
the specific organization (Koontz et  al., 1980). We say “usually” because the 
opinion that “all policies” are designated by the superior leading managers of the 
organization is not absolutely correct. Of course, the higher the position of a 
leader in the organization’s administrative structure, the more important is their 
role in policy-making. And the highest leadership has a leading role in defining 
the general policies of an organization, which is rational, since the purpose of 
policies is to guide decision-making from managers of subordinate hierarchical 
levels. Nevertheless, even if staff members’ managers must apply the policies 
defined by their superiors, they still have the ability to determine policies them-
selves so as to guide their collaborators (Koontz et al., 1980; Mullins, 2010).

•	 “Mandatory or imposed” policies which are asserted by external factors such as 
government, trade unions, and various social teams (e.g., political parties, faith 
institutions, etc.) either in the form of direct provisions or through collective 
negotiations or with some other activities of various social actors that can form 
or dictate the policy of any organization, whether public or private.

1.5.6  �Factors for Effective Policy Implementation

In order to become effective and efficient, a policy must ensure certain conditions 
are met, among which are the following:

•	 To serve a specific aim of the organization
•	 To be explained to, and analyzed by, the organization’s members involved in its 

application in a conceivable way so that each member learns what to do, as well 
as how and when to complete it

•	 For a communication network to exist so that the manager responsible for the 
policy’s application can be constantly informed about the course of its imple-
mentation and the results

•	 To have the flexibility to adjust to every future change in an organization’s inter-
nal and external environment

1.5  Elements of Policy
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•	 To be achievable, that is, for the decisions of leading managers (and, by exten-
sion, the designation of aims) not to exceed the organization’s abilities

1.6  �What Is a Program?

The outcomes of the programming process are the programs, which are directly 
connected to the implementation of a specific task. Or, as Allen (1958) put it, the 
program gives a “gradual approach to the achievement of objective purposes” 
(p. 34). Referring to programs, Koontz et al. (1980) further inform us that a “com-
plex amount of aims, policies, procedures, rules, duties’ assignment, needed actions, 
sources to be used and other elements mandatory for the implementation of a given 
action are usually corroborated by the necessary funds and operation’s budgets” 
(p. 168).

Based on the above, we could say that programs of action refer to a sequence of 
steps which, if interrupted, can prevent its objective purposes from being achieved, 
especially when some elements (political procedures, budgets, etc.) are lacking in 
some way (e.g., integrity, quantity, quality).

A program is a significant tool for the organization (hospital) since it is the oper-
ational function of the organization’s strategy. It focuses mainly on guiding the 
lower levels in the organization’s structure and therefore aligns all staff members to 
the organization’s strategy (Kaplan & Norton, 1996; Longest & Darr, 2014). Indeed, 
the execution and the realization of a strategy is not easy as it should be linked to 
changes in contextual factors (Kaplan & Norton, 1996; Kukalis, 1991). Besides, a 
strategy without implementation and execution is not a strategy but merely an inten-
tion. Therefore, a program should be carefully designed, have continuity, and 
include all the necessary details such as time frame in order to better reflect the 
environmental complexity. And although the degree of influence of environmental 
complexity and uncertainty on strategic choices depends, among other things, on 
the perceived sensitivity of managers to the organization’s environment (both 
internal and external), a program remains a crucial and necessary tool for the execu-
tion of the organization’s strategy.

With particular reference to the health-care sector, planning and programming 
are even more important because hospitals have a societal orientation, public 
accountability, responsibility, and a crucial role within a community—aspects that 
are very much under the spotlight in emergency situations such as an earthquake or 
the outbreak of an epidemic. The planning and programming of a hospital’s actions 
reaffirm the provision of health-care services on a continuous basis as they align all 
employees to the achievement of targets and thus help hospitals to best serve the 
community, no matter the circumstances. Indeed, a hospital’s program coordinates 
all the departments and units, assigns roles and responsibilities among staff mem-
bers, and links all levels of the hierarchy to the execution of the strategy. Within this 
framework, hospitals ensure the commitment of the upper levels of leadership to the 
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realization of its strategy while, through this mobilization, the cooperation of the 
hospitals’ human resources is enhanced. Thus, hospitals are better able to meet the 
challenges of social accountability, trust, efficiency, and effectiveness.
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Chapter 2
Environment and Health-Care Units

Key Chapter Concepts
•	 The effective functionality of modern organizations is judged by their ability to 

respond directly to the continuous and rapid changes in their internal and exter-
nal environment.

•	 Health-care targets and material resources need to be aligned realistically. In 
other words, targets should not be set that exceed either human or system capaci-
ties for whatever reason (e.g., to impress financers, etc.). Effectiveness depends 
on the abilities of the managerial mechanism that programs, organizes, and coor-
dinates all hospital actions.

•	 Organizational culture indicates the way in which activities are carried out in the 
organization and thus influences the work done by its members. The type of an 
organization’s dominant culture seems to be determined by the degree to which 
the elements of one type prevail over other types of culture. The shaping of a 
positive culture in a health-care unit it is not simply a matter of stating some 
values or principles in the form of interventions and wishes.

•	 A strong/positive culture can bestow great benefits upon organizations (hospitals 
included) that enable them to preserve and develop such a culture if it exists or to 
create it if it is absent.

•	 A health-care unit should be open to society in general so as to develop and cul-
tivate between them a cooperation with mutual respect and a common target for 
treating civilians in terms of high-quality health-care services.

2.1  �Environmental Dependency of Health-Care Units

As we may see further in this book, health-care units (and hospitals) are open sys-
tems and have a continuous interdependence and interaction with their operating 
environment. The word “system” embraces a number of elements and relations that 
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exist between them (Papoulias, 2002, p. 4) and includes basic components such as 
inputs, outputs, feedback, limits, and processes (Hoy & Miskel, 1996).

The perception of a system’s results is of particular significance when imple-
menting strategies/programs because it drives an organization’s leaders to seek out 
significant external influences/threats and to create units that will be ready to 
respond effectively to the trials presented by the outside world (Borenstein, 
Badamgarav, Henning, Gano, & Weingarten, 2004; Boyne, 2003; Papoulias, 2002). 
With particular reference to the health-care system, the environmental influences, 
which are numerous and varied (e.g., technological, economic, etc.), transfer vari-
ous tensions in the external environment through a feedback mechanism that affects 
significant elements of the system such as the structure, the people, the duties, and 
their inter-relations within health-care organizations (hospitals). For example, 
changes that are provoked in the economic field shape new social structures that 
shape new interests which lead to conflict among social groups. Within this frame-
work, through its political activities, the State introduces reforms which inevitably 
prompt counterreforms (Michopoulos, 1998; Saiti, 2013) or, as Bouzakis (1994) 
implied, reforms in social fields such as health care and education have a close and 
direct relation with the economic, political, ideological, cultural, and educational 
fields of power (p. 30).

Thus, the complexity of the relations and organizational transactions with the 
external environment is being recognized as one of the most crucial problems since 
the variety of social, economic, and technological transfers determine the extent to 
which a hospital can function effectively. Therefore, when the central administra-
tion of the health-care sector sets its strategies, it should analyze not only the exter-
nal but also the internal environment of the hospital units in order to identify more 
accurately the true capacity of these units.

This analysis aims to identify which of those variables are a strength of the hos-
pital and which are a weakness. At this point it should be mentioned that a variable 
can be characterized as a strength when it constitutes an element of improvement in 
the services provided by a particular hospital. Ensuring the availability of essential 
tools such as medical monitors and patient records may be considered as examples 
in this regard. On the contrary, a variable can be characterized as a weakness when 
a strategy cannot be implemented or it is undesirable. A shortage of resources and a 
high turnover of both medical and nursing staff are among the potential obstacles to 
the smooth and effective functioning of a hospital and hence can be characterized as 
a weakness.

In summary, we support the view that, in order to avoid the negative influence 
of any weakness, it is absolutely necessary for the central administration to carry 
out a careful and detailed analysis of both the external and the internal environ-
ment, while the second step in the environmental analysis is to determine those 
actions that may be performed better and hence improve the efficiency of the hos-
pital’s operation. Although it is very complex and difficult to analyze an organiza-
tion’s environment, Hoy and Miskel (1996) suggested there are three general, but 
at the same time useful, dimensions which require special scrutiny by the central 
administrators:
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	1.	 The degree of uncertainty. The greater the complication and instability of the 
environmental conditions lead to a greater uncertainty in hospital operations.

	2.	 The extent of the organizational ethos (the degree to which the environment is 
organized and structured) is another variable for consideration since the environ-
ment generates substantial limitations and consequently demands compliance 
and commitment.

	3.	 The extent of resource scarcity, since scarcity generates competition with other 
social organizations for the same resources.

No doubt, these environmental dimensions not only threaten the smooth and 
effective performance of hospitals but also bring to the surface the necessity for 
strategic programs to be developed in the health-care sector. It should be mentioned 
that, out of all types of health-care units, the most important one is the hospital since 
it has the closest two-way influence and interaction with the health-care system. For 
this reason, in the following sections, we will make special reference to, and give 
more emphasis to, hospitals.

2.2  �Studying Health-Care Units/Hospitals

2.2.1  �What Is a Hospital?

A hospital is an organized social unit that could be public or private (nonprofit or 
profit) which derives from the human need for cooperation and the feeling of secu-
rity among people that live in society. But what is a hospital?

From the relevant literature, it is clear that there is no single widely accepted 
definition of the term “hospital.” The difficulty in determining the meaning arises 
from the fact that a hospital is a complicated and dynamic entity which is impossi-
ble to describe precisely and to define comprehensively.

The American Hospital Association (AHA) defines a hospital as “a health care 
facility that has an organized medical and professional staff, inpatient beds available 
24 h a day and the primary function of providing inpatient medical, nursing and 
other health care services for surgical and non-surgical conditions and usually pro-
vides some outpatient services, especially emergency care” (Abdelhak and Hanken, 
2016, p. 726). Within the same framework, the World Health Organization (WHO) 
defines hospitals as “health care institutions that have organized medical and other 
professional staff and inpatients facilities, and deliver services 24  h, 7 days per 
week” (www.who.int/hospital/en/).

Abdelhak and Hanken (2016, p. 4) define a hospital as a health-care unit that 
provides health-care services to patients, including health-care organizations (and 
clinics) and health-care professionals. Abel-Smith (1976); Chletsos (2011); Hosking 
(2004); Ifantopoulos (2006); Li, Benton, and Leong (2002); and Snook (2004) 
define hospitals as health-care units that provide health-care services (inpatient and 
outpatient services). However, while their operation, organization, type, and 
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development have undergone tremendous change over time, one thing is certain: a 
continuous effort is being made to improve the quality of their services and to make 
them accessible to all citizens. Indeed, Feldstein (1977) claimed that any changes 
occurring in health-care services are mainly due to changes in, and the growth of, 
public and private insurance in health-care systems. Furthermore, Douglas and 
Ryman (2003), McKee and Healy (2002), and Noether (1988) mentioned that 
changes in the population trend and developments in technology and pharmaceuti-
cal research have forced hospitals to be more competitive mainly in terms of provid-
ing better quality services while limiting or even reducing their cost so as to improve 
the efficiency of their operation and consequently attract more patients.

Indeed, in recent years hospitals have increasingly been adopting management 
techniques that will give them the flexibility to improve the quality of the health-
care services they provide. Significantly, in the same period patients have become 
more demanding as they become better informed through the rapid explosion of 
information made available on the Internet regarding the quality of medical care. 
For this reason, hospital policies are becoming more patient-focused so as to raise 
their level of satisfaction, offer more qualitative services, and hence gain more 
patients in an increasingly competitive hospital sector. As a result of this rapid 
increase of hospital competition, over the last 5 years the main goals of hospitals 
have been to attract more patients, reduce costs, and improve the efficiency of their 
operation in order to ensure their sustainability.

In addition, as the main contributor to public well-being in terms of the popula-
tion’s health, hospitals are continuously under pressure from the political arena to 
meet the increasing and more diverse demands for health care while at the same 
time striving to absorb and implement advances in knowledge and technology.

There are different types of hospitals in terms of ownership which can be broadly 
classified according to their main source of funding. If a hospital receives most of its 
funding from the public purse, then it is governmental and it is governed by elected 
officials. If not, then it is a nongovernmental organization. This can be (a) private, if 
it is funded by investors whereby it is governed either by an individual partnership 
or a corporation, or (b) nonprofit whereby the owners and hence the main source of 
funding come from the church or unions such as community hospitals.

Clearly, none of the above definitions/categories provide a comprehensive defini-
tion of a hospital and certainly do not capture the objective of this entity in its 
entirety. On the contrary, each specific scientific analysis can only represent a one-
sided view of a multifaceted reality. A hospital’s multifaceted nature can be attrib-
uted to its perception by different sciences (e.g., psychology, economics, etc.). 
However, as each scientific discipline conducts its own research on hospitals, they 
each deal with a certain category of problems from a different perspective.

In the case of vague objectives such as the definition of a hospital or the analysis of 
a research method, we may observe that the research is based exclusively on the 
researcher’s expectation and interpretation. It is therefore rational for many researchers 
to see the same research object from many different perspectives and to define the 
research object differently. Besides, the phenomena of a hospital and each activity taken 
within its internal environment can be expressed from multidimensional perspectives so 
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it would be completely impossible to fully cover the object’s meaning. No matter how 
researchers define the term “hospital,” in practice it seems that hospitals act within a 
social context for the achievement of its aims and express their actions in a collective 
way. Within this framework, according to the systemic view, a hospital is an open sys-
tem because it exists and functions within a broader environment (which consists of 
other systems of various scales that influence and are influenced by it).

During the communication process with the external environment, a hospital 
accepts inputs from it (e.g., patients) by executing the function of entrance. It then 
transforms them into the internal environment by executing the process of transfor-
mation or processing and provides the output process (product or service) by exe-
cuting the process of output (Fig. 2.1).

According to the above figure, a hospital consists of many elements/subsystems 
that are in continuous interdependence and interaction. However, the aims and 
needs of a subsystem are often in conflict with the aims and needs of other subsys-
tems. Hence, if we consider a medical doctor as a subsystem of the hospital (sys-
tem), we may expand the study in the investigation of arguments and conflicts that 
may derive from the conflict between personal and organizational aims. Thus, the 
existence of these subsystems causes the complexity of the hospital as a health-care 
unit which in turn prevents it from functioning in a steady state.

2.2.2  �Hospital Aims

The targets of hospitals are a reference point for many scientists. However, there is 
no accepted ranking/prioritization of these targets. For the purpose of this book, our 
preference will lean toward the view of Becker and Sloan (1985), Hanlon (2001), 

External Environment

Hospital Limits

OutputInput
Elements – Subsystems of Hospital

Feedback

Fig. 2.1  Presents a hospital as an open system and its functions
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Marchinko and Hetico (2013), Mullins (2010), Paisey (1992), and Perry, 
Staudenmayer, and Votta (1994) according to which organizations and hence hospi-
tals generally consider three main groups of targets:

•	 Personal targets—those which derive from the health-care workforce or the 
patients. These targets consider changes which people desire for themselves such 
as working conditions and terms of employment.

•	 Health-care targets—which refer to changes of structures and strive to be ful-
filled by the human subsystems (medical personnel, patients, etc.). They are 
changes that occur in behavior: changes in knowledge, abilities, and habits. 
Health-care targets tend to be adjusted to keep pace with the changes in patients’ 
behavior/demands.

•	 Targets for resources—these refer to the material substructure which is necessary 
to facilitate the work of health-care personnel in order for health-care services to 
not only exist but meet the needs of the patients. Certainly if we define the word 
“resources” as anything available in a hospital in order to achieve its aims, then 
hospital targets can be considered to refer to changes in the structures of both the 
human and the material resources which are or could be available in hospitals for 
satisfying personal and hospital targets.

Since the health-care targets are many while the material resources are limited, 
the management of hospitals should aim to prioritize those resources in a way that 
optimizes the efficient and effective provision of quality health-care services to 
patients. Clearly, health-care targets and material resources need to be aligned real-
istically. In other words, targets should not be set that exceed either human or sys-
tem capacities for whatever reason (e.g., to impress financers, etc.).

2.2.3  �Hospital Functions

In a hospital, as in every social organization, we may define certain functions such 
as groups of actions that are interrelated and directed toward the achievement of a 
certain project (Arah, Klazinga, Delnoij, Ten Asbroek, & Custers, 2003; Becker & 
Sloan, 1985; Blair, Nix, Payne, Rotarious, & Whitehead, 2004; Scott & Davis, 
2016; Yasin, Alavi, Kunt, & Zimmerer, 2004). We may mention that there are many 
controversial views about the distinction of the organization’s functions. This con-
tradiction could be attributed to the fact that there is no organization that has the 
same structure, function, targets, working conditions, culture, etc. as another one, 
even if they are in the same sector.

With particular reference to the functioning of hospitals, we may distinguish 
three groups, namely (Cuellar & Gertler, 2006; Li et al., 2002; McConnell, Chang, 
Maddox, Wholey, & Lindrooth, 2014; Swayne, Duncan, & Ginter, 2006; Tomasik, 
2013), the function of services which is related to a specialized workforce and the 
provision of services (in health care), the function of choice which is related to the 
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delegation of health-care services, and the function of legalization which is related 
to the political organization of the society.

Based on the type of jobs (mainly medical) that are carried out in a hospital, we 
may identify two further groups of functions: productive functions which are related 
to the efficient and effective provision of health-care services and assistant func-
tions which are related to the managerial functions.

According to some researchers, a hospital has three functions, namely:

•	 A socializing function through which a hospital maintains and promotes the 
sociocultural system whereby it adjusts its provisions to the values, rules, etc. of 
the social environment

•	 A choice function according to which the provision of health-care services is 
related to their assessment and their effective and efficient provision

•	 A security function which is related to the family and the economy, in as much 
as the hospital provides its staff with job security

Indeed, hospital leaderships design such policies so as to satisfy patients’ needs, 
to cover as much as possible from the large variety of qualitative health care and 
reduce any inefficiency in their operations. For this reason the basic dimensions of 
hospital management focus on the following (Arah et  al., 2003; Hosking, 2004; 
McConnell et al., 2014; Snook, 2004):

•	 Study the hospital environment carefully so as to have the best possible picture 
and to determine the targets.

•	 Develop the actions that should be taken to closely monitor their performance.
•	 Weigh up the possibilities and focus on the quality of their operations.
•	 Ensure staff are motivated so as to boost the job satisfaction of the health-care 

providers.

In summary, in each hospital there are a number of related actions executed by 
people who are specialized. The goal of these actions is to achieve the hospital’s 
targets.

2.2.4  �Conditions for Effective Hospital Performance

As we have already mentioned, a hospital is a social organization or a social system 
that consists of a number of functional elements, each of which executes a particular 
job, all co-functioning and interrelated for the achievement of certain targets. For 
the realization of those targets, a hospital should function in an effective way.

But what is an effective hospital? First we may emphasize that hospitals work in 
a very complicated environment with many internal and external factors and, as a 
consequence, it is difficult to determine common targets. Furthermore, a hospital is 
not just an organization where the social dynamic is being developed but is also an 
institution with an orientation toward continuous assessment. It is an orientation 
that pervades every aspect of the health-care system (Papanaum, 1995, p. 40).

2.2  Studying Health-Care Units/Hospitals
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In other words, effectiveness in the field of health-care management is a compli-
cated term since there are no defined criteria, such as the types of conditions treated, 
etc., that can capture the full complexity of hospitals (Guzzo & Dickson, 1996; 
Snook, 2004) nor can some of the key targets of hospitals be calculated. Moreover, 
from relevant research in recent decades (Arah et al., 2003; Blair et al., 2004; Boyne, 
2003; Counte & Meurer, 2001; Hit & Middlemist, 1979; Lezotte, 1992; Mamouz, 
Rousseau, & Hudon, 2016; etc.) regarding the effectiveness of hospitals, there is no 
specific theory which can explain what it is that distinguishes an effective hospital 
from an ineffective one. However, no one can deny the view that, in order for an 
organization to be sustainable, it has to be effective. And in order for this to happen, 
a given organization (such as a hospital) should satisfy certain criteria of perfor-
mance (Argyris, 1957; Likert, 1961). Within this framework, we may consider that 
a hospital is effective if the observed results of its actions succeed or attain its initial 
targets (Arah et al., 2003; Boyne, 2003; Campbell, 1977; Gilley, Dixon, & Gilley, 
2008; Guzzo & Dickson, 1996; Perry et  al., 1994) or, as Mortimore and Whitty 
(2001), Ouston (2003), Stoll (2003), and Stoll and Myers (1998) suggested, that an 
effective organization and hence hospital is one which provides a level of health-
care services that exceeds expectations.

This raises a question: What are the factors that characterize a hospital as 
effective?

Although there is no simple combination of factors that can produce an effective 
hospital, many researchers have recognized certain common procedures and charac-
teristics of the most effective organizations and those that have been improved. 
Indeed, many researchers have converged on a list of factors/keys of effectiveness 
(Counte & Meurer, 2001; Hit & Middlemist, 1979; Sammons, Hilliman, & 
Mortimore, 1995; Yasin et al., 2004). While these keys are neither exhaustive nor 
necessarily independent of each other, they can offer a useful summary of the most 
common factors that have been found to be associated with the effective perfor-
mance and operation of organizations (Borenstein et al., 2004; Boyne, 2003; Guzzo 
& Dickson, 1996; Scott & Davis, 2016; Yasin et al., 2004).

Despite the difficulties in explaining the term “effective hospital,” we consider it 
useful to refer to some of the factors that may contribute to the effective perfor-
mance of a hospital. These factors are:

•	 Leadership. The chief executive managers of a hospital, apart from their bureau-
cratic role, are there to inspire the health-care workforce by example of their own 
work ethic and establish an appropriate climate in which all their human resources 
can flourish. Moreover, they are responsible for strategic planning, for setting the 
hospital’s policy, and for determining the general guidelines by which staff 
should carry out their duties in order to achieve the hospital’s targets and fulfill 
its vision. Indeed, the hospital leadership is responsible for planning and deter-
mining guidelines that aim to ensure the organization will meet continuously 
changing demands and adapt seamlessly to any changes in the internal and exter-
nal environment in a sustainable manner.
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•	 Structure and organization of the health-care services. All procedures of the 
health-care services should be clear and express the targets and the expectations 
of the hospital.

•	 Stability of the health-care workforce. A high turnover of health-care staff inhib-
its the cohesion, knowledge exchange, and continuity of the workforce. This is a 
negative influence on their morale and consequently on their performance. 
Moreover, regular changes in health-care personnel present the leadership of the 
hospital with a major problem as they confound their plans for the implementa-
tion of creative actions.

•	 Organization support. An effective hospital needs comfortable spaces for the 
residence of the patients, functional buildings, and modern labs. Moreover, it 
needs a capable medical and nursing force as well as administrative staff. While 
all these alone cannot secure the qualitative provision of health-care services, the 
lack of them certainly contributes to a hospital’s ineffectiveness.

•	 Communication. Effective communication among hospital staff and patients can 
contribute significantly in an effective way to the achievement of a hospital’s 
goals.

•	 Positive climate. In a hospital with a positive climate, the emphasis is on the 
appraisal of health-care staff (rather than their punishment) and on an efficient 
communication between staff and patients. All these are a positive influence on 
achieving targets and boost a hospital’s performance.

It should be mentioned though that the above factors and many others have orga-
nizational meaning (and hence are significant) only when there is a connection 
between them which is based on the values and the principles prescribed by the 
hospital leadership. This means that effectiveness depends on the abilities of the 
managerial mechanism that programs, organizes, and coordinates all hospital 
actions.

2.3  �Meaning and Content of the Environment

In the previous section, we mentioned that a hospital is an open system, i.e., the 
organization cannot survive without an exchange of information with the wider sys-
tem in which it belongs. Hence, a hospital is a subsystem of a wider system, while 
each element of a hospital is also a subsystem of it. For example, the people who are 
staff members of a hospital can each be considered to be a subsystem of it. Moreover, 
we may accept the view that the performance of a system depends not only on its 
subsystems but also on the capacity of the wider system in which it belongs. This 
means that the performance of a doctor might change when employed in another 
organization. Furthermore, even the efficiency of a hospital can be affected when 
significant numbers of staff move on. In general, when a hospital is “better” than 
another one, this tends to be because the one with the more efficient performance 
has more appropriate working conditions.

2.3  Meaning and Content of the Environment
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So what is the difference between two chief executive managers in two different 
hospitals where one is considered to be more efficient than the other one? The effi-
cient manager is the one who can perceive the meaning of the wider environment 
within which the hospital is functioning. The chief executive managers in a hospital 
may often think that they are simply performing a bureaucratic or directorial role, 
but if they understood that no organization is independent of the environment in 
which it operates, then their hospital would be more efficient. Due to this signifi-
cance, the leadership of a hospital should carefully examine the wider environment 
of the hospital in order to be able to better understand the organization’s context. For 
effective hospital management, it is necessary for the manager to be able position 
the hospital in society’s value chain.

But what do we understand by “environment”?
First, we should underline the fact that the term “environment,” like many other 

terms in organizational science, is a meaning that cannot be fully defined. And this 
is because of the contradiction among scientists in the systemic theory regarding the 
elements that combine to make up the environment of a social organization (Hoy & 
Miskel, 1996, p. 204). “The environment of an organization is anything that can be 
outside its limits…” (Bolman & Deal, 1984, p. 44; Robey, 1982, p. 121) and any-
thing that does not belong in the system (Scott, 1981, p. 165). Since these defini-
tions are without any practical meaning, the study of an environment should be 
limited to an examination of the environmental elements that are interrelated with 
an organization. In the particular case of a hospital, it is not necessary to write down 
all those physical and social factors that operate outside its limits. However, the 
study of environmental forces that influence its function one way or another is cru-
cial. The basic sectors of a hospital’s environment are presented in Table 2.1.

Table 2.1 illustrates the wide variety of factors that influence both the structure 
and the functioning of a hospital and determine its efficiency. These factors can be 
grouped into three categories:

•	 Those inside the hospital (internal environment)
•	 Those outside the hospital which have a direct relation with the function of the 

hospital (special environment)
•	 Those outside the hospital which have an indirect influence on the hospital func-

tioning (external environment)

Indeed, a hospital is in a continuous process of exchanging information and ener-
gies with its external environment. Moreover, it is clear that hospital leaders have a 
complicated role to perform and that a crucial factor is the continuous need for 
information, mainly on organizational and functional issues at all levels (local, 

Table 2.1  Basic system functions of a hospital’s environment

Hospital system 
functions

Internal environment (human factor, building, etc.) which determines the 
limits of a hospital
Special environment
External environment
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national, international). Consequently, health-care management should carefully 
examine the environment of hospitals in order to better understand their capacity to 
serve society. In the relevant literature (Guzzo & Dickson, 1996; Hoy & Miskel, 
1996; Payne, 1991; Scott & Davis, 2016; Thomas, 1974), researchers usually con-
verged in their interpretation of the terms “internal environment” and “external 
environment.” This perhaps underlines the fact that the factors encountered in a 
social organization, in their process of survival, stem out from the efforts of other 
organizations (subsystems, supersystems) to survive and develop. These conflicting 
factors between organizations (systems) need to be carefully examined by manage-
rial science.

2.4  �The Internal Environment of Health-Care Organizations 
(Hospitals)

The internal environment of a health-care organization, as in every type of organiza-
tion, consists of specific factors (elements) which, one way or another, influence the 
organization’s functioning, behavior, and effectiveness. Hence, it is necessary to 
analyze in detail the specific environment of health-care organizations so as to be 
able to estimate their strengths and weaknesses and consequently to determine those 
actions which will contribute to an improved functionality. For instance, one strat-
egy for success may be to gain a good knowledge of the procurement procedures of 
local medical suppliers so as to ensure the unit has an adequate supply of the 
resources necessary to effectively provide health-care services.

Although many health-care units may function in the same district or region, 
there might be differences between them in terms of the quality of the health-care 
services they provide. Why? Simply because each unit has a certain set of strengths 
and weaknesses which influence its effectiveness. In order for the managers to for-
mulate rational and effective strategies, they should analyze not only the external 
but also the internal environment of the health-care unit (hereafter referred to as 
“hospital”) so as to determine the strategy which will help to overcome any weak-
nesses and improve the quality of the unit’s health-care provision. The internal fac-
tors that need to be analyzed and that will either empower or hinder a proposed 
strategy are structure, location, culture, and resources.

2.4.1  �Structure

Structure is the way in which a hospital is organized “in terms of the flow of com-
munication, power and work” (Child, 1972; Georgopoulos, 2006; Levine & White, 
1961; Scott & Davis, 2016). In other words, an organization’s structure is a system 
of working relations, accountability, and power within which all working functions 
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of the organization are implemented and each position in the health-care unit is 
linked with defined duties, rules, and an expected framework of behavior (Carter, 
1971; Child, 1972; Michopoulos, 1998; Ouinn, 1980; Schneeweiss, 1998).

By focusing our attention on hospital management, we may notice that the term 
refers to a specific area (or function) of a hospital for which a manager has the 
power to execute certain activities. The effective functioning of a hospital forces the 
need for a manager to be present since the implementation of an organization’s aims 
demands, among other things, a capable leadership that can coordinate all the fac-
tors that play a role in the hospital and thus continuously shape and maintain a 
favorable working environment. The manager of a hospital also serves the purpose 
of helping his/her colleagues to properly understand the hospital’s expectations and 
policies.

Among other expectations of leadership, the basic and most important one is to 
ensure the greatest possible staff performance for the achievement of the hospital’s 
goals. For this reason, we may support the view that the role of a hospital manager 
is very important, one which is heavily dependent on their duties and the position 
they hold in the hospital’s hierarchy. Such a role has a strong communicative func-
tion as the manager plays a central role between the upper levels of the health-care 
system and the staff members. Each program of health-care policy created centrally 
and directed from the top of the hierarchical pyramid to all hospitals is “filtered” 
through the hospital’s management. How well it gets implemented depends on how 
it is presented to staff, and this depends on the psychological approach and the abili-
ties of the manager. Hence, the degree of success in bringing about a positive change 
in the health-care system, and more specifically in achieving the hospital’s aims, 
depends on the appropriate selection of managers. Indeed, in a well-organized hos-
pital the manager/leader’s most important role is the management of human 
resources. Moreover, no matter how well and rationally planned the communication 
and structural system is, it cannot achieve its expected outcome without appointing 
appropriate people in the managerial positions.

A leader should have a vision and be able to coordinate their staff to achieve 
common goals. Furthermore, a manager should function as a positive example for 
staff members who are easily influenced by his/her behavior. In general, it is essen-
tial to encourage the willing contribution of others in order to get a task imple-
mented, with the higher aim of increasing the hospital’s effectiveness. As the focal 
point for sending and receiving messages within a hospital, it is the manager/lead-
er’s responsibility to create a climate conducive to communication, to encourage 
his/her colleagues to show their understanding, to express their opinions freely, and 
to offer feedback. If they receive a complaint, they should examine the issue 
carefully, keep themselves continually informed about the matter, recognize possi-
ble wrong behavior, and end up with an action plan. Moreover, if they are con-
fronted with a conflict, they need to investigate the case carefully and in depth, 
identify the roots of the conflict, and propose a solution that would be mutually 
agreeable to both sides. As a mentor, the manager/leader needs to establish a strong 
cooperation with the staff of the hospital, developing friendly and sincere relations 
so that they will be able to help and guide them in all difficult situations. Finally, as 
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a motivator of his/her staff members, the manager/leader should apply the incen-
tives that the hospital can offer and combine them with his/her communication 
skills in order to motivate the staff toward an improved performance. By recogniz-
ing and acknowledging the efforts of their staff members, the manager/leader can 
create an appropriate motivational climate that will ensure their commitment and 
thus help meet the hospital’s higher goals.

2.4.2  �The Location

The location of a hospital’s facility is often influenced by external factors such as 
the transportation network that serves the medical personnel, political and social 
patterns, the financial and social circumstances of an area, etc. Even the location of 
the city in which the hospital operates plays a role since, as we have already men-
tioned, financial, social, and other factors have an impact on its operation. For 
example, natural factors such as cold, heat, noise, etc. may have a negative influence 
on personnel’s health and by extension on their performance. In other words, both 
the neighborhood of the hospital and the demographic composition of the region’s 
population are of great significance. For instance, if a hospital is located in a work-
ing class neighborhood or where the majority of occupants are migrants, then it may 
face issues (such as patients with inadequate health insurance, language barriers, 
etc.) which another hospital located in a better and socially more homogeneous area 
would not have to deal with.

2.4.3  �An Organization’s Culture

�Meaning and Content

It is generally accepted that the effective function of modern organizations is judged 
by their ability to respond directly to the continuous and rapid changes in their envi-
ronment. For this reason, modern organizations tend to prefer lean organization 
structures, since they more readily facilitate the delegation of responsibilities to the 
lower levels of the organization’s hierarchy. Therefore, “front line” managers who 
are more aware of the organization’s actual operational situation are able to make 
decisions more responsibly and swiftly, in comparison to those decisions taken (for 
the same issue) by the senior hierarchical levels.

Although lean structures contribute to speedier decision-making, however, it is 
not a panacea for enhancing an organization’s effectiveness, simply because the 
culture of the organization may be a hindrance (Williams & Johnson, 2004). A 
member of a public or private organization, at every administrative level, constitutes 
an integral part of the organization’s culture. Therefore, it is of considerable impor-
tance for each manager to thoroughly know the organization in which he/she works, 
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not only from an operational viewpoint but also to better understand the fundamen-
tal values, perceptions, and beliefs on which the specific organization is based.

But what do we mean by an organization’s “culture”? First, we must emphasize 
that the various interpretations of “culture” bring about confusion and difficulties 
regarding the perception of the term (Daskalakis, 2009; Grint, 2005; Hofstede, 
1980; Koen, 2005). There is no commonly accepted definition of culture from an 
anthropological point of view. On the contrary, we find many controversial defini-
tions. There should not be any surprise in the fact that there are multiple definitions 
for the culture of an organization. For instance, researchers such as Schein (2010, 
pp. 7–10) and Taylor (1911) define an organization’s culture as a “standard model 
with underlying assumptions which have been found, discovered or developed from 
a specific group of people as they learn to confront problems that occur during their 
adjustment to the external environment and their internal execution and which have 
functioned well enough during their implementation, so that they can be considered 
valid and therefore be taught to the new team members as the proper way to per-
ceive, think and feel these kinds of problems” and as “a wholeness that encom-
passes knowledge, beliefs, art, ethics, justice, customs and all other skills and 
controversies that an individual obtains as a society member” (Kontis, 1994, p. 236). 
From these definitions it appears that culture is an outcome of learning through a 
team experience and has a meaning only for a specific social group. Thus, an indi-
vidual is not born with a form of culture. He does not have any ideas, thoughts, 
habits, and patterns of behavior, meaning that culture is a concept that is learned 
during an individual’s lifetime and through interaction with other people. 
Consequently, the learning and transmission of culture, through language, are its 
main characteristics. That is why anthropologists consider learning about culture to 
be equivalent to the process of socializing (Hickson, Hinings, McMillan, & 
Schwitter, 1974; Koen, 2005; Koulougliotis, 1992; Trompenaars & Hampden-
Turner, 1999).

Some other researchers such as Bouradas (2001) and Georgopoulos (2006) con-
sider culture as “a system of common values, beliefs, basic acknowledgements, 
meanings and non-formal rules which, as a common reference framework of collec-
tive, cognitive programming, connects people by defining how they think and 
behave, what they do, how they do it and why” (p. 544) and as “a sum of beliefs, 
expectations and values which are common to the members of an organization 
(business), making it unique. It creates behavioral rules and clarifies the accepted 
behavior of all staff members, from the leading managers to the employees at the 
operating level of the managerial hierarchy” (p. 144). In some way, culture gives the 
organization its sense of identity, that is, “this is who we are… this is what we do… 
this is the reason of our existence” (Georgopoulos, 2006; Hofstede, 1980).

There are those who see culture as “a plan of beliefs and anticipations shared by 
the organizational members” which produces “rules which in a dynamic way shape 
the behavior of people and groups in the organization” (Schwartz & Davis, 1981, 
p. 33) and as “the ideology of the organization” which contains a number of items 
(e.g., values, perceptions) and distinguish it from other organizations (Mintzberg, 
1979, 1983; Mintzberg, Lampel, Quinn, & Ghoshal, 2003).

2  Environment and Health-Care Units



37

Reflecting on the above definitions, we may say that culture:

•	 Has a wide concept, its boundaries are almost undefined, and is used in a variety 
of ways. Due to the multiple associations that the term has, many researchers 
appear to use it interchangeably with terms such as “education,” “intellectual 
cultivation,” and “cultural center,” among others.

•	 Is present in the organization’s environment through the activities of 
individuals.

•	 Is cultivated only where there are people, i.e., it has a social context. This feature 
shows that culture is not inherent but is a result of learning. It is taught to an 
individual throughout their lifetime and through their interaction with other 
people.

•	 Influences the behavior of a social team’s (the organization’s) members through 
types or patterns imposed and encouraged by the social system.

Hence, culture indicates the way in which activities are carried out in the organi-
zation and thus influences the work done by its members. It is claimed that the way 
in which the work is completed is a result of certain special characteristics of the 
organization (Beyer & Trice, 1987; Deal & Kennedy, 1982; Hofstede, 1980; Peters 
& Waterman, 1982; Schermerhorn, Hunt, & Osborn, 2002; Williams & Johnson, 
2004), such as:

•	 The history, since an organization’s own philosophical tendencies were undoubt-
edly established at the time the organization was founded, and these characterize 
it. For example, in the case of a hospital founded 150 years ago, its “founding 
fathers” would have set out a process by which the hospital’s leadership makes 
decisions and would have put the appropriate structures in place so as to ensure 
that those decisions could be implemented effectively.

•	 The size, since small organizations face different administrative challenges com-
pared to bigger ones. In a small hospital, the supervisors may adopt centralized 
management methods simply because they have a small number of staff mem-
bers. On the other hand, managers of big hospitals with a large number of staff 
members have the luxury of delegating responsibilities to members of the hospi-
tal community.

•	 The agent, since public organizations (hospitals, schools) normally focus their 
attention on the assurance of legal rights and on the fair use of resources to show 
accountability to the taxpaying citizens. In contrast, the management of private 
organizations has greater freedom in decision-making and in the use of resources.

•	 The purpose, since the foundation of specific organizations is interweaved with 
the production of goods or the provision of services, which have the characteris-
tics of routine and repetition. For instance, if we consider a simple artisanship of 
shoe production, there is no scope for creativity at the production plant. But, if 
we consider the activities of a research center, clearly its success is based on the 
creative thinking of its members. In these cases, there is great importance in the 
level of freedom regarding “the way things happen in the organization” for the 
achievement of specific goals.
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�Culture of Health-Care Units

A formal organization such as a hospital has, without doubt, specific characteristics 
that secure a special position in the competitive environment and at the same time 
constitute its culture.

According to Anthopoulou (1999, p. 26), “a culture is the climate and the atmo-
sphere of an organization.” In other words, it is a combination of some external 
elements that affect the needs and the provisions of a hospital or health-care unit 
(e.g., rooms for patients) and other external elements related with the human rela-
tions and emotions (such as the sense of satisfaction).

The culture of health-care units may be defined as a result of attitudes, values, 
behaviors, and practices which are dominant in a health-care unit (Matsagouras, 
2000, p. 172). Hence, as the values and perceptions that constitute a health-care 
unit’s culture become clearer, then the stronger is the dominant culture that deter-
mines the orientation, ethics, interpersonal relations, values, etc. of the organization 
members.

The culture of a health-care unit does not have a standard form. It is continually 
restructuring and reshaping through the interventions and interactions of the organi-
zation members, as they interact with the local community and as the influences of 
everyday life take effect. It is a self-perpetuating cycle of interventions between the 
existing health-care unit’s culture and its members (Kontakos, 2009, p. 82).

Based on the above, and given that culture is the driving force behind procedures, 
changes, and the implementation of innovative actions (Chrispeels, 1992; Fan, 
2000; Hofstede, 1980; Koen, 2005; Mullins, 2010), it is evident that the develop-
ment of a “healthy” culture is an absolute necessity.

�Types of Culture/Subculture in an Organization

As we mentioned above, culture is developed only in social groups. In practice, this 
means that each social team has its own culture and not only does different things 
but also sees things differently. In this sense, there is no “common” reality that all 
people experience in the same way. Thus, it explains why persons of different social 
teams (Child, 1972; Denison, 1990; Koulougliotis, 1992; Sackman, 2011; 
Schein, 2010):

•	 Find it difficult to comprehend each other
•	 Have different perceptions of the same reality
•	 Tend to evaluate the behavior of other people in terms of their own culture

At a national level, this phenomenon constitutes the national culture which, 
according to Hofstede (1980), Grint (2005), Mullins (2010), Pheysey (1993), and 
Schein (2010), can be distinguished into the following four types:

•	 Avoidance of uncertainty. In this type of culture, it is clear what is permitted and 
what is not. Basic elements of this type of culture are legality, class, and clarity.
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•	 Individualization. In this culture, competition and the tendency for independence 
prevail.

•	 Distance based on validity. A basic feature of this culture is respect for the senior 
managers in society, who are accepted by others and are acknowledged to have 
the right to power.

•	 An emphasis on “women’s” values. Women’s values are the key features here: 
friendship, collaboration, partnership, etc. (Kantas, 1995, p. 75).

By transferring the above thoughts to the level of an organization (hospital, busi-
ness), we may see that researchers such as Charles Handy (1981) and others 
(Bouradas, 2001; Cardador & Rupp, 2011; Denison, 1990; Hofstede, 1980; 
Panagiotopoulou, 1997; Sackman, 2011; Williams & Johnson, 2004) described four 
types of culture in an organization and gave them symbolic names of ancient 
Greek gods.

The Culture of Power (Zeus)  This type of culture expresses elements of a bossy 
and centralized leader. Thus, when superior managers confront a problem, they take 
quick decisions, based either on their long-term experience or on their instinct. For 
organizations with a power culture to be successful, it is essential for their leader to 
be powerful and capable. This is particularly true for small organizations.

The Culture of Role (Apollo)  This type of culture is the opposite of the power 
culture, and we can see it mainly in large organizations characterized by bureau-
cracy. In these organizations, rationalism and legality in the actions and decisions of 
superior managers prevail. Furthermore, the impersonal bureaucratic process guar-
antees standardization and stability. We have to notice that the culture of role has an 
advantage in the decision-making process based on a rational framework of rules. 
However, this type of culture has drawbacks, as such organizations tend to have dif-
ficulty in responding quickly to changes imposed by their external environment.

The Culture of Work (Athena)  This model of culture is noticeable in organizations 
with a tendency for creativity and innovative thought. People working in an organi-
zation with this model tend to respect each other’s knowledge, experiences, and 
ability for generating new ideas for the successful completion of a given task. The 
power of these people comes from their contribution to the results achieved. The 
basic characteristics of this model are meritocracy, team work, and creativity. It 
therefore functions positively in environments of radical change because its 
fundamental benefit is the discovery of multiple solutions for each separate prob-
lem. However, it has its drawbacks: it is difficult to maintain control since the hier-
archical structure of organization is not being implemented.

The Culture of Individualism (Dionysos)  This type of culture is based on the pro-
motion of independence and individualism. Here, organizations serve the needs of 
their members, allowing them to act according to their personal aims. People of this 
category do not easily accept hierarchies or show much respect for others, and when 
they work in teams, they aspire for more independence and flexibility.
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According to Handy (1981), no one model of organizational culture is better 
than the others, since each one has its own advantages and disadvantages. So, the 
secret of success is to ensure that each organizational culture has a functional mix-
ture that reflects the organization’s size, stage of development, and the circum-
stances of the organization’s external environment. In the real world, a “mixture” 
often means that a dominating culture of an organization “borrows” elements from 
other cultures. For example, an organization based on the power culture can, as it 
grows, borrow the control elements of efficiency from the role culture. Also, for an 
organization of the role culture to better adapt to radical changes, it can create a 
responsible work team by adopting methods from the work culture (Williams & 
Johnson, 2004).

In conclusion, the type of an organization’s dominant culture seems to be deter-
mined by the degree to which the elements of one type prevail over other types of 
culture.

Subculture and Its Significance

Different cultures do not only exist among national societies but also in a social 
team (organization). The individual forms of culture appearing in a social organiza-
tion (e.g., hospital, school, company) are called subcultures (Beyer & Trice, 1987; 
Daskalakis, 2009; Osborn & Baughn, 1994; Schermerhorn et al., 2002). According 
to Martin and Siehl (1983), there are three kinds of subculture appearing in an 
organization:

•	 The increasing subculture, which will support and significantly boost the basic 
values of the dominating culture

•	 The rectangular subculture, in which its members simultaneously acknowledge 
the basic values of the dominating culture and other different values which are 
not conflicting with those of the dominating culture

•	 The non-culture, including values which contradict some of the basic values of 
the organization (Kantas, 1995, p. 87)

Nevertheless, if the above types of subculture coexist to varying degrees, then it 
is possible for problems to arise in the organization since each of these subcultures 
significantly influences the attitudes and behaviors of the organization’s members. 
However, these problems can be addressed. For example, in a non-culture it is 
possible to “effect some useful functions for the dominating culture by showing the 
limits between an acceptable and unacceptable behavior and by providing a safe 
shelter for the development of renewing ideas” (Martin & Siehl, 1983, p. 63; Kantas, 
1995, p. 97). It should be noted that the organization’s administration needs to inter-
vene in a timely manner in cases where non-culture exceeds the organization’s lim-
its of undesirable behavior, that is, when it contains values in direct contradiction to 
some of the fundamental values of the organization.
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�Significance of Organizational Culture

It has already been mentioned that organizational culture indicates the way in which 
things happen in the organization. Thus, it formulates the general behavior of the 
organization’s members. According to Beyer and Trice (1987), Bouradas (2005), 
Hickson et al. (1974), Hofstede (1980), Iordanoglu (2008), Mintzberg et al. (2003), 
Osborn and Baughn (1994), and Schermerhorn et al. (2002), a strong, united, and 
appropriate culture can:

•	 Affect the ability of an organization to establish a strategic direction and, by 
extension, to gain the most benefit from a strategy’s implementation. For instance, 
a strategy of change in the health-care sector will never achieve sustained success 
if it is not supported by a culture of creativity and the discovery of new ideas.

•	 Support or prevent change. In the case of an organization with a positive culture, 
its staff members are proud of their work because they participate in the constant 
refinement of procedures, and they feel free to achieve their goals and gain job 
satisfaction when procedures are completed. They are also open to change, and 
they trust themselves and can work autonomously without any supervision. In an 
excellent working environment, the expectation is for performance to reach high 
levels. High performance begins when the person is committed to team work, 
strives for perfection, and embraces change in the organization. On the contrary, 
when the culture of the organization is negative, its members waste their time on 
contradictions and noncreative activities. In addition, these members can be 
characterized by their low morale, a resistance to change and improvement, a 
reluctance to make the effort to implement the project at hand, and low cohesion. 
In a negative working environment, changes do not happen easily and the “part-
ner issues” provoke negativity and often lead to the psychological distancing of 
members from the employing organization.

•	 Assure the appropriate attitudes and behaviors of the organizational members, 
since a strong culture implies a strong sense of social discipline among its 
members.

•	 Lead the organization members in a common direction. It removes uncertainty, 
since a united and strong culture helps the organizational members toward a 
common aim, through collaboration and coordination.

Summarizing the above, we can claim that a strong/positive culture can bestow 
great benefits upon organizations (hospitals included) that enable them to preserve 
and develop such a culture if it exists or to create it if it is absent (Beyer & Trice, 
1987; Hofstede, 1980; Papoulias, 2002; Schermerhorn et al., 2002). Of course, the 
popularity of the term “organizational culture” is, to a great extent, due to the num-
ber of additional books referring to successful business cooperatives. The underly-
ing message from all these analyses is that efficient organizations have powerful and 
special cultures and that the basic role of a managerial leadership is to establish 
organizational culture.
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When referring to “strong and special cultures,” we mean that effective 
organizations:

•	 Respond directly to the challenges of the environment and avoid wasting much 
time on programming and analyzing.

•	 Are distinguished for excellent interpersonal relationships and respect among 
administrators and employees. In the internal operations of a hospital unit, there 
are common values, expectations, etc. which connect the members of the specific 
unit with each other.

•	 Encourage their members to submit ideas and take initiatives.
•	 Share the same fundamental values.
•	 Have lean structures, which enhance interactive communication between man-

agers and employees and encourage the decentralization of power and responsi-
bility to the lower hierarchical levels of the organization (Hickson et al., 1974; 
Iordanoglu, 2008; Mullins, 2010; Peters & Waterman, 1982; Trompenaars & 
Hampden-Turner, 1999).

By concentrating our interest on hospitals and having in mind that health contrib-
utes significantly to the social, cultural, and financial development of a country, a 
change in the mission, aims, strategies, or policies might fail if it is not compatible 
with the accepted culture of the hospital. Since this culture functions as a mecha-
nism of cohesion and communication between members and incites the organiza-
tional members to common objectives, we can support the view that, particularly in 
a centralized system, the central management ought to show an awareness of the 
hospital’s culture and then proceed to improve its circumstances if it wants to 
acquire strategic command, that is, to ensure the successful implementation of 
health policies.

�Creating a Positive Culture in a Hospital or Health-Care Unit

It is generally accepted that a social organization (and hence a hospital or a health-
care unit) presents a general atmosphere that determines the reactions of its mem-
bers toward the whole. Indeed, those who have worked in different organizations, 
whether public or private, quickly realize that they each present a different working 
environment which can either be pleasant and creative or depressing and repellent. 
As Halpin (1966, p. 31) mentioned, in an organization such as a hospital, you may 
see employees working pleasantly and in harmony and this happy atmosphere is 
transferred to the patients, in another you may sense an atmosphere of dissatisfaction, 
and in a third you may detect a false setup that tries to hide its real state of affairs. 
Based on the above, we may support the view that the environment of a hospital or 
health-care unit constitutes its unique character and it is the element which differen-
tiates the organization from other units, even if the remaining characteristics are 
the same.

Hence, a health-care unit that functions within a positive working environment 
creates a good reputation for that particular unit and quickly draws the attention of 

2  Environment and Health-Care Units



43

the community. Moreover, it creates and enhances commitment and devotion to the 
well-being of employees, and, as a result, the mood of the employees becomes more 
conducive to contributing new ideas and knowledge and consequently the quality of 
the health-care services provided is raised. The greater commitment of the staff 
members within a positive working environment establishes the feeling of trust 
between them and the manager, and hence both enjoy a more rewarding cooperation.

So what factors contribute to a positive culture in a hospital/health-care unit?
The field of health care is rather unique since it is a large yet relatively unnoticed 

part of society, though it serves all citizens and covers their health-care needs. Units 
in this field require managers who can manage with sensitivity and compassion. 
Through their leadership role, they have the biggest influence upon, and are ulti-
mately responsible for, shaping a positive environment for their health-care unit 
(Beyer & Trice, 1987; Bouradas, 2005; Hickson et  al., 1974; Iordanoglu, 2008; 
Mintzberg et  al., 2003; Mullins, 2010; Peters & Waterman, 1982; Schermerhorn 
et al., 2002; Trompenaars & Hampden-Turner, 1999). While there are a variety of 
activities that shape this role, a manager’s first priority is to manage the cooperation 
they have with their staff members since functional and constructive cooperation 
contributes significantly to the creation of a positive working environment (Beyer & 
Trice, 1987; Hampton, Summer, & Webber, 1987). Hence, the leader should be 
aware that the creation of a positive culture—through which human relations are 
promoted and the cohesion of staff is sustained—cannot be left to luck. The leader 
should him-/herself be an example for imitation since their behavior has a great 
value for the transferal of attitudes and values to the other organizational members 
(Schein, 2010). Based on the above, the leader should be aware of:

•	 The needs of the staff members. Leaders’ opinion of, and behavior toward, the 
work of the organizational members is of great importance as it can motivate 
them to take initiatives. At the same time, the leader should not ignore a com-
plaint of a colleague, no matter the significance of it, since in many cases little 
complaints, left unheeded for a period of time, can grow and develop into 
unpleasant situations. For this reason, he/she should encourage those employees 
who have complaints to discuss their issue openly because it is by discussing the 
problem that solutions can be found.

•	 The personality, the tendency, and the special abilities of staff members when 
delegating responsibilities and the need to behave objectively toward all staff 
members. In other words, a fair working environment avoids any discrimination 
and adopts a transparency in the delegation of work.

•	 The basic psychological needs of staff members. The need for recognition from 
society, the need to be creative, etc. constitute some of the basic psychological 
needs of each employee and especially each person in the field of health care. If 
we accept that the efficiency of each employee depends, to a great extent, on the 
degree to which their needs are satisfied, then the leader/manager should try very 
hard to sustain an appropriate psychological climate in their health-care unit.

•	 The induction of newcomers in the health-care unit. The leader/manager should 
be in the “front line” in helping (new) colleagues to be better in the execution of 
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their work and by inspiring them to confront new challenges. In other words, the 
leader should be in the position to encourage staff members to try new ideas and 
to acquire abilities and skills.

•	 The democratic thinking which the leader should make substantial use of during 
the decision-making process by applying the method of participatory leadership. 
In any case, in a democratic society decision-making is closely linked to the 
participation and cooperation of leaders/managers with staff members, so a 
leader should not be inflexible. On the contrary, they should be distinguished by 
their flexibility and be conciliatory in the way they implement their policy with-
out diverging from the purpose of the health-care unit or the legislative 
framework.

•	 Collegiality, which refers to the social atmosphere within an organization, the 
friendly environment, the sense of community being shaped among employees. 
Collegiality may be expressed through established teams that cooperate and cel-
ebrate their successes together and within which they can be themselves 
(Iordanoglu, 2008).

Therefore, the shaping of a positive culture in a health-care unit is not simply a 
matter of stating some values or principles in the form of interventions and wishes. 
On the contrary, it demands a series of planned activities and especially requires 
committed leaders with appropriate leadership behavior so that leaders can be an 
example for all staff members and thus help create a climate of mutual trust.

2.4.4  �Resources of a Health-Care Unit (Hospital)

A hospital’s resources include all the available elements used to achieve its aims. 
The available resources—human, material, and information resources—are catego-
rized as follows:

Human resources: this is the most important element in the analysis of the inter-
nal environment of a hospital and contributes substantially to the hospital’s aims 
being achieved and strategies implemented. The human resources apply the other 
available material resources as required for the hospital to function. In fact, these 
human resources (medical, nursing, and administrative staff) constitute the only 
animate and dynamic element of a hospital that possesses desires, emotions, values, 
and habits. All these make up the control factors of human resource behavior.

Material resources: these are the resources which a hospital imports from the 
external environment. This type of resources may be split into three main categories:

–– Substructure (buildings, furniture, machines) which are used for the provision of 
health-care services and characterized by long-term use

–– Financial resources which refer to the funding available not only to cover func-
tional needs but also creative activities

–– Material resources (such as medical supplies, etc.) which are characterized by a 
continuous flow of supply and demand and constitute an essential element in the 
smooth functioning of the unit and the provision of health-care services
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Information: In the case of a hospital, this is information that describes the 
behavior of all those factors relevant to its internal and the external environment. 
The gathering of such information helps the management to take rational and cor-
rect decisions and/or to better adapt to new standards. In particular, the decision-
making and the implementation of those decisions demand the effective management 
of information in terms of searching, processing, saving, and transfer. Every man-
ager/leader needs to engage with the management of information. First, they receive 
the information from the upper management levels and/or from agents of the exter-
nal environment, which they then process and analyze. If necessary, they may trans-
fer part or all of that information to other staff members of the hospital. In many 
cases this information is not readily available so the manager needs to search for it.

2.5  �Special Environment of Health-Care Units

2.5.1  �Cooperation of the Health-Care Unit (Hospital) 
with Other Units and with Agents of Local Government

A basic duty of the management of a hospital is to create and maintain bonds with 
other hospitals located in the same district or region. Moreover, all hospitals should 
demonstrate to the various societal groups of the district/region that they are part of 
a wider whole (Zacharis, 1985). The close cooperation of different hospitals is con-
sidered a crucial factor for the exchange of views, knowledge, and experiences 
regarding medical issues but also regarding health-care issues in general. Cooperation 
between the hospitals of a district/region concerns their users—the various societal 
groups of that district/region—and so is not accomplished simply by establishing 
links between hospitals but also by presenting them to society as a single and inte-
gral part of society’s infrastructure. The transfer of information is very important, 
especially in the field of health care, since this sector is very sensitive and is closely 
linked with human well-being. However, it should be noted that it is difficult to 
establish and maintain cooperation among hospitals since there are many different 
ways of cooperating. To overcome these difficulties, there needs to be close coop-
eration between hospital managers.

A hospital is a central part of the local community, especially if the unit is located 
in a rural part of the country. The local community and the environment are both 
information sources (perhaps the most important sources of information), and for 
this reason, any possibility for collaboration with these entities should be explored.

Hence, in order for the hospital to be appreciated by the local community, the 
management should develop a close cooperation with local agents, such as the 
following.

Local Government  This cooperation can be expressed in different types and forms, 
and its primary purpose is to solve different problems encountered by the health-
care units, e.g., noise pollution, improvement/expansion of the building’s structure, 
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etc. The latter examples illustrate the positive results that cooperating with local 
government can bring to a hospital and subsequently to citizens in the area.

Production Units  These units could be units in medical technology, pharmaceuti-
cal companies, or medical consumables. The cooperation between hospitals and 
these production units requires caution and should take place within a clearly 
defined and targeted framework, set up primarily to satisfy the aims and the needs 
of the hospital.

Patients’ Association  The main purpose of this association is to liaise between the 
doctor and the patient to ensure that patients’ rights are respected but also to help 
improve the patient experience. For example, due to the asymmetric flow of infor-
mation, patients may not have all the necessary information they need to adequately 
understand the diagnosis of their disease and their subsequent therapy since it is the 
medical staff who determine “what” therapy is offered as well as “how,” “when,” 
and “where” (Chletsos, 2011, p. 61; Ifantopoulos, 2006, p. 248 and p. 318).

Volunteers of Social Work  First, we should note that volunteers could be members 
of the same community or can be members of different communities or societies. 
Although there are no standard criteria for determining who could be a social vol-
unteer, the reasons that push him/her or a group of people to care for others or for 
the common good are many and varied, such as moral satisfaction, a feeling of 
social collegiality, creative use of their free time, the opportunity to develop abilities 
and special knowledge, etc. Hence, volunteerism is a free action, according to which 
the offering of help is within the framework of equality from citizen to citizen, with 
no expected return. Therefore, it is about a spontaneous participation in a social or 
privileged project with no material reward and stems from one’s personal interest 
for an improved common well-being.

To conclude, a hospital should be open to society in general so as to develop and 
cultivate between them a cooperation with mutual respect and a common target of 
providing civilians with high-quality health-care services. For this to happen, the 
role of the manager should not be restricted only to the internal environment but 
should be expanded to encompass the social environment. Besides, we should not 
forget that a hospital is an inextricable part of society which develops, evolves, and 
exists to serve society and its members.

2.6  �External Environment of a Health-Care Unit (Hospital)

It has been mentioned above that a hospital is an open system since it consists of a 
number of elements such as medical, nursing, and administrative staff, buildings, 
etc., which function through a number of coordinated actions in order to achieve 
certain goals while at the same time a hospital is continuously interacting with other 

2  Environment and Health-Care Units



47

(sometimes larger) systems, other sectors, and options of social life. This all means 
that the members of the hospital take responsibilities and roles within the hospital 
so as to achieve certain goals. In this process the duty of the manager/leader is to 
proactively shape the expectations that local citizens have of the hospital, to seek 
cooperation and support for the hospital’s activities, and to establish its public 
image. Of course, the ultimate goal is to secure the hospital’s effectiveness.

Traditionally, according to classical management, an organization is considered 
to be effective when the organization’s goals are achieved with the least possible 
waste of resources. Today, “the quality of the real role of an organization can be 
measured only through the democratic application of a free action…” (Beck, 1992, 
p. 4635). In practice, this means that a hospital should not restrict its activities to its 
internal environment but should expand its active participation in society.

2.6.1  �Environmental Powers of a Health-Care Unit (Hospital)

The external environment of a hospital refers to the wider social, political, techno-
logical, economic, cultural, and environmental forces that have a direct influence on 
it. The main factors that exercise influence on a hospital are the following.

Social Factors  The wider social environment impacts upon a hospital in different 
ways. Each society has its own moral values, habits, and perceptions, and this is 
evidenced by the different health-care systems worldwide and the historical changes 
that have occurred in the health-care sector. The rules, habits, and the perceptions of 
a society will naturally influence the functionality of a hospital and the services it 
provides. Thus, the culture of a society influences a hospital’s function and reflects 
the lifeblood of that society.

Political/Legislative Factors  It is generally accepted that the health-care system of 
a country functions within a specific national political system and a health-care 
policy that is usually planned by the central administration of the system. Political 
factors usually influence hospitals through the legislative framework that is set up 
for health-care services which all health-care organizations are required to 
implement. Indeed, the legislative framework has a significant impact on how the 
organs of hospitals function. For example, among other things, it determines the 
methods used for recruiting and selecting medical and nursing staff, the medical 
treatments provided to patients, as well as the hospital’s policy for training and 
developing staff.

Economic Factors  Hospitals, like all other social organizations, are heavily influ-
enced by the general economic conditions of each country since their survival and 
their smooth functioning depend to a large extent on the financial resources made 
available by the central administration of the health-care system, which in turn 
determine the quality of the health-care services provided. Moreover, if we consider 
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that the health-care sector contributes significantly to the social and economic 
development of a country, we may support the view that the state of a health-care 
system provides a valuable indicator as to the state of economic development of that 
country.

Cultural Factors  The cultural setting of a country is a basic and crucial factor in 
the development of its health-care system as it adds the “human touch” to its physi-
cal infrastructure. For example, the culture of a society influences the type of medi-
cal staff, their behavior toward each other, and even their behavior toward their 
patients. Naturally, the behavior of the medical staff will influence the perceptions 
and behavior of the patients.

Technological Factors  The introduction of modern technology is the most signifi-
cant environmental factor to radically influence the structure and the provision of 
the health-care services. For example, advances in biomedicines and biotechnolo-
gies in the sector mean that medical conditions can be identified sooner and medical 
procedures have become less invasive. Subsequently, patients’ hospital visits are 
made shorter, and thus the hospital is able to serve more patients in a given time-
frame. Of course, technology requires investment which a manager of a hospital 
needs to consider along with other essential needs—material and the human 
resources. A hospital needs to adjust to new technologies, and this adjustment calls 
for an improved management and programming of the hospital’s activities. Here, 
we take the term “technology” to mean the systematic application of scientific or 
organized knowledge, the development, and the spread of the new technology 
(knowledge) so as to increase the importance of innovating to remain competitive 
(Dubrin, 2009, p. 483).

Ecological Factors  These factors concern the physical capital and the ecological 
characteristics and issues that affect it, where “physical capital” is understood to 
mean elements such as the air, light, noise, etc. If the spirit of cooperation among 
hospital community members is considered an important element in a hospital’s 
smooth functioning, then the creation of an appropriate physical environment for 
staff would be a positive factor in facilitating their efficient performance. Besides, 
according to relevant research (Terry, 1970), the physical environment directly 
influences the qualitative and quantitative performance of an organization’s human 
resources.

Thus, the multiple environmental forces that stem from different factors impact 
upon and influence the shape and the functioning of hospitals.
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Chapter 3
Process of Strategic Management

Key Concepts  All management functions should be interconnected and interre-
lated on a continuous basis in order to implement an effective strategy.

•	 It is extremely important for a hospital to analyze the environment (all types of 
environments) in which it operates so that it can know the extent of its situation 
and its capabilities before determining its strategic goals.

•	 An important tool for analyzing a hospital's internal environment is the SWOT 
Analysis.

•	 The effective evaluation of a hospital's strategy requires a systematic environ-
mental assessment and feedback on the hospital's performance (both in terms of 
quality and quantity).

•	 Since hospitals are complex organizations with individual characteristics, they 
need to measure their performance and outcomes on a systematic basis so as to 
maximize patient value and remain focused on a more 'patient-centered' approach.

3.1  �Introduction

It was mentioned earlier in this book that the management of an organization, 
whether public or private, can design a strategy only once it has previously gained a 
sufficient perception of the environmental conditions within which it functions. In 
particular, the stating, analysis, and assessment of the current strengths and weak-
nesses reveal the real picture of an organization’s internal environment. The results 
of this investigation, together with the outcomes of a study of the external environ-
ment (e.g., analysis of the political and economic factors), allow the (upper) man-
agement of a particular organization to devise a strategic plan for the future 
development and survival of the organization.

At this point it should be emphasized that it is not possible to separate develop-
ment from survival. On the contrary, they are interrelated and work in parallel. For 
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example, the central administration of a health-care system cannot move toward 
improvements in the provision of the health-care services if there is no parallel 
change in the conditions of the functioning of health-care units (hospitals). Such 
changes may require adjustments in the system’s level of financing.

In view of the above, the design of a strategy should allow for a number of ele-
ments, such as the environment within which an organization functions, the avail-
able resources (human and material), etc., and should define a specific approach 
through which management can proceed to actions that support the achievement of 
specific targets. For the materialization of those targets, the organization should bal-
ance the strengths and weaknesses of the internal environment with the emerging 
opportunities and threats of its external environment. Thus, the process of strategic 
management results in a carefully devised strategy, followed by its implementation 
(Georgopoulos, 2006; Mintzberg, 1987, 2012; Porter, 1986; Steiner, 1979; Sun, 
Wang, & Luo, 2018).

By focusing our interest on the process of strategic management, according to 
the relevant literature such as Hillestad and Berkowitz (2004); Hitt, Ireland, and 
Hoskisson (2005); Koontz, O’ Donnell, and Weihrich (1982); Liedtka (2000); 
Mintzberg (1987, 2012); Papadakis (2007); Porter (1986); Steiner (1979); Sun et al. 
(2018); Swayne, Duncan, and Ginter (2006); and Team FME (2013), this process 
mainly involves the following steps:

•	 An analysis of the organization’s environment
•	 The formulation of a strategy
•	 The implementation of that strategy
•	 An assessment and review of the outcomes

It should be mentioned that the particular process belongs to the rational model 
of strategic management (see Table 3.1)—a basic tool for analyzing the strengths, 
weaknesses, opportunities, and threats, known as SWOT.

3.2  �Analysis of an Organization’s Environment

3.2.1  �Investigation of the External Environment

We have already mentioned in the previous chapter that the external environment 
has two key features: firstly, the social, economic, and other such factors that are 
beyond the control of the organization yet influence its function and, secondly, the 
fact that it tends to change continually and become more complex.

Table 3.1  SWOT analysis of the organizational position

Internal environment current situation External environment future situation

What is it?
Good Strengths Opportunities
Bad Weaknesses Threats
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Given that a strategy should take into consideration an organization’s position in 
its environment, the research and the analysis of its external environment should 
focus mainly on determining and analyzing the political, economic, and technologi-
cal trends that are outside the organization’s sphere of control and are able to influ-
ence, in any way, the effectiveness of its activities.

The analysis of those external factors would help identify key parameters and 
boundaries within which an organization could devise an effective strategy. Before 
such a strategy can be formulated, we need answers to the following questions:

When do the external factors influence the organization?
To what extent do these factors influence the organization?
How do these factors influence the organization’s development?
Focusing our attention on the field of health care, the basic sectors of research for 

studying and analyzing the external environment of health-care units are standard 
(see Chapter 2). However, they also depend on any specific social circumstances 
that may exist within the society that uses the health-care system. For example, the 
state of a national economy can be considered as a substantial pre-consideration 
when working out how to shape and implement a health-care reform.

Moreover, the political, cultural, and social development of a country has an 
international dimension—due to the high speed of information flow—so subse-
quently it can be expected that national health (and indeed other) strategies will 
receive scrutiny from the international community. Due to such phenomena, the 
philosophy and orientation of health-care units’ activities needs careful consid-
eration. Ideally, a central administration should carefully consider the signifi-
cance of all the factors in an objective way and then formulate their strategy 
accordingly.

3.2.2  �Investigation of the Internal Environment

The elements of an organization’s internal environment, with a special emphasis on 
the environment of a hospital, have been presented in Chapter 2. As has already 
been mentioned, understanding the factors of an organization’s internal environ-
ment that influence the organization’s functioning is a fundamental issue for strate-
gic analysis.

Thus, the relevant managers of an organization responsible for determining strat-
egies need to make a careful analysis of the organization’s environment. Through 
this analysis, an assessment of the environmental and organizational factors takes 
place whereby a diagnosis and estimation of the strengths and the weaknesses of the 
organization is made. This analysis can be achieved through the SWOT analysis 
(strengths, weaknesses, opportunities, threats).
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3.2.3  �SWOT: An Assessment of a Health-Care Unit

All the relevant data and information gathered by the managers is organized into a 
rational structure by using the SWOT analysis.

Then the managers can estimate the internal strengths and weaknesses of the 
organization as well as the opportunities and the threats that appear in the organiza-
tion’s external environment and so identify the main issues that the organization is 
faced with and then go on to formulate an appropriate strategy by considering the 
significant issues highlighted by the above analysis (Burgelman et  al., 2018; 
Georgopoulos, 2006; Lueg & Julner, 2014; Mintzberg, 1987, 2012; Porter, 1986; 
Reeves, Duncan, & Ginter, 2000; Steiner, 1979; Sun et al., 2018). Information on 
the required elements can be gathered by the managers through interviews (Ganivelli, 
2016; Koontz & Weihrich, 2010; Nilsson, Baathe, Andersson, & Sandoff, 2017; 
Zavlanos, 1998). From the perspective of a health-care unit, the points below give 
an example of the sort of feedback that hospital managers might expect when con-
ducting a SWOT analysis:

	A.	 Strengths

The hospital has modern infrastructure.
The hospital has specialized, fully equipped laboratories.
The hospital has a full complement of human resources (medical and nurs-

ing staff).
The medical and nursing staff are given incentives.
The hospital’s main operating theaters have the latest technological equipment.

	B.	 Weaknesses

Despite incentives, the hospital still experiences a relatively high turnover of 
medical and nursing staff.

The hospital has no quick way of recovering its functional expenses.
Medical and nursing staff do not receive systematic training.
The hospital is not using its new technologies in an effective way.
Bureaucratic procedures are preventing the hospital from operating smoothly.

	C.	 Opportunities

Harmonious relations with the patient associations contribute to the hospital’s 
effective performance.

The merging of clinics and/or the creation of an executive board for dealing with 
difficult situations would improve the quality of health-care services that the hospi-
tal provides.

Globalization is helping, through the expansion of Internet services, to allow 
medical knowledge and expert opinions to be exchanged rapidly with other hospi-
tals across the world.

New technologies (e.g., computers and precision instruments in the surgeries) 
give medical (and nursing) staff the opportunity to perform surgeries less invasively 
and in a more timely manner, thus reducing patient discomfort and recovery time.
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	D.	 Threats

An increase in the number of uninsured patients may be a problem for the sus-
tainable functioning of the hospital.

The national debt may impose cuts in the hospital’s finances.
Major catastrophes in quick succession, such as an earthquake, a high-rise fire, 

etc., may jeopardize the hospital’s effective operation.
The increasing cost of new technologies is putting a strain on the hospital’s 

finances.

3.2.4  �Understanding the Current Circumstances 
of a Health-Care Unit

�Assessment of the Internal Environment of a Hospital

In assessing a hospital’s current environment, managers determine the characteris-
tics of their hospital’s strengths and areas of weakness that require improvement. At 
this point it should be emphasized that in order to ensure managers gain a full and 
sufficient overview of their hospital, they should follow certain rules for an effective 
SWOT analysis. Basically, a diagnosis of the strengths and weaknesses of a hospital 
should cover the following areas:

•	 Medical and nursing staff, which includes the knowledge and the abilities of the 
hospital staff, the general sense of job satisfaction, any incentives they have, the 
existing culture, etc.

•	 The process of health-care service provision, which includes the methods of 
treatments, the quality of medical technological equipment and labs, the use of 
new biotechnology, etc.

•	 The financing of a hospital, which includes the amount and the timing of income 
received for the functional expenditures of the hospital, the sources of income, etc.

•	 The administrative function, which includes the knowledge and abilities of the 
manager/leader, the spirit of cooperation between managers and staff, the hospi-
tal’s bureaucratic procedures, etc.

�Assessment of the External Environment of a Hospital

For the assessment of the external environment of a hospital, managers determine 
the factors that can be opportunities or threats for their hospital. In the second chap-
ter of the book, we mentioned that the factors related to the external environment of 
a hospital are:

•	 Social environment, which includes moral values, beliefs, habits, and other 
social characteristics such as the expectations of the members of society, popula-
tion movements, etc.
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•	 Technological environment, which includes the availability and use of new tech-
nology in the field of health care

•	 Economic environment, which includes those external influences that could 
impact upon the hospital’s finances

•	 Political and legislative environment, which includes the formulation of health-
care policy and more generally the legislative framework for health care

A prompt recognition and awareness of the trends and signals of the external 
environment provide the health-care manager with an integrated view of the infor-
mation needed for the strategic management of their unit and so help to identify the 
most appropriate use for all the available resources so as to confront the possible 
threats that undermine the sustainability of the hospital. In sum, an examination of 
the internal and the external environment of an organization allows its manager to 
understand its circumstances. Through this examination, a hospital manager can 
easily answer the question: “What really is the current status of the hospital?”

3.3  �Process of Strategy Development

It is a common perception that each organization, no matter its size or the extent of 
its activities, adopts some objectives and formulates a strategy. It determines a plan 
of activities that aims at a variety of achievements. During the process of strategy 
implementation, the actions and the decisions of the management are of great 
importance since the survival and the development of the organization depend on 
the formulation of an appropriate strategy.

A review of the relevant literature (Burgelman et al., 2018; Campbell, Balabanova, 
& Howard, 2016; David, 2011; Georgopoulos, 2006; Lueg & Julner, 2014; 
Mintzberg, 1987, 2012; Nilsson et al., 2017; Papadakis, 2007; Porter, 1986; Reeves 
et al., 2000; Sarsentis, 1996; Steiner, 1979; Sun et al., 2018; Zavlanos, 1998) shows 
that the process of strategy implementation can be broken down into the follow-
ing steps.

Step One  Determine the organization’s mission—as we have already mentioned in 
Chapter 1, the “mission” answers basic questions regarding the existence of the 
organization such as:

•	 Who we are.
•	 What we are.
•	 What we want to achieve.

Step Two  Determine specific targets—again, as has been previously mentioned, 
after the mission has been determined, it is absolutely necessary to establish the 
organization’s targets. And this is because a member of the organization needs to 
know that their role has a context. Hence, the organization’s targets should be:

•	 Within the framework of organization’s mission
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•	 Clear and sufficient and express the dynamic of the organization
•	 Countable and real

Step Three  Develop the strategy. After the specific targets have been determined 
and the necessary elements gathered (strengths and weaknesses), managers are 
called to create alternative strategies and subsequently choose the best possible one. 
It is worth mentioning that the development of a strategy is a process that involves 
quantitative assessment but also follows a type of conditional behavior and the esti-
mations of a conditioned rationality and feeling (Douglas & Ryman, 2003; 
Mintzberg, 2012; Nickols, 2016; Reeves et al., 2000; Sarsentis, 1996; Steiner, 1979; 
Team FME, 2013). To make this clearer, there follows a description of targets in two 
fundamental activities of a hospital with a parallel description of the expected 
advantages and possible problems.

3.3.1  �Provision of Health-Care Services

�Targets

	(a)	 Improvement in the provision of health-care services

Expected Advantages
Stability of medical and nursing staff
Systematic training of the medical and nursing staff
Possible Problems
Increase in hospital expenditures
Possible reactions of the medical and nursing staff

	(b)	 Introduction of new biotechnology to the hospital’s health-care system

Expected Advantages
Easier and more effective patient treatments
More robust medical research
Increased high-value health care
Possible Problems
Possible damages
Possible problems in the training of staff
Increase in expenditures due to the maintenance of the new biotechnology

3.3.2  �Administrative Function

�Targets

	(a)	 Improvement in the administrative procedures

Expected Advantages
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Faster flow of paperwork within the hospital and hence delivery of a better 
health-care outcome at lower cost

Less bureaucracy for the administrative, medical, and nursing staff
More secure data storage (printed and electronic)
Possible Problems
Increased cost of equipment maintenance
Possible conflict with/complications in internal functions

	(b)	 Decentralization of power

Expected Advantages
Enhanced sense of responsibility for the lower hierarchical level of the hospital.
Faster solutions to problems.
The upper hierarchical level is freed up from routine issues.
Good comprehension of strategies among different internal units.
Possible Problems
Weakness in the ability of less senior staff to solve issues with specialized 

knowledge
Danger of heterogeneity in the functioning of the different clinics within the 

hospital
Discrepancies in the interpretation of the legislative framework
Lack of consistency in the implementation of strategies
From the above we can see that the formulation of a strategy in the field of health 

care is determined by the health-care unit’s targets, its strengths and weaknesses, 
and by the conditions presented by the external environment. Note that there is an 
interdependency between the strategic targets and the advantages or weaknesses of 
the health-care units, whereas the general environment is an independent variable in 
the health-care system.

Regarding the choice of the best possible strategy, we may support the view that 
the choice of the best proposal can be according to the rational approach in a com-
parison with the advantages and disadvantages of all the available solutions. In 
order for this to happen, managers should consider each proposal in light of the 
following questions:

•	 To what extent does the proposal help to achieve the organization’s objective?
•	 Would there be any undesirable consequences (e.g., a negative reaction from 

employees) from implementing the proposal?
•	 What would be the cost of implementing the proposal?

Essentially, each alternative strategy needs to be assessed against at least three 
basic criteria: its appropriateness, its cost in real terms, and the degree to which it is 
accepted (Theriou, 2005, pp. 278–280).

Clearly, the proposal that yields the more positive answers will be selected by the 
decision makers as the best possible strategy.

Step Four  Develop policies, whereby the upper hierarchical levels of an organiza-
tion (hospital management in our case) provide general guidelines that facilitate 
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managers in making their own decisions and using their own judgment within spe-
cific limitations (the meaning of the term “policy” has been presented in the first 
chapter).

A key challenge facing hospital managers in developing a strategy is to win the 
cooperation of their medical staff in implementing it. Indeed, enhancing the creativ-
ity and the autonomy of the medical staff is crucially important for the shaping and 
implementation of a hospital’s strategy since it is mainly the medical staff who tend 
to resist change due to greater (perceived) complications and so, in a sense, they 
exercise a rather autonomous profession. Therefore, it is necessary to win their 
strong commitment toward their hospital/health-care unit in order for any given 
strategy to be effective. This can be achieved through fruitful communication and 
through shared values and targets (David, 2011; Kirkpatrik, Wofford, & Baum, 
2002; Mintzberg, 2012; Porter, 1986; Reeves et al., 2000; Speziale, 2015; Steiner, 
1979; Swayne et al., 2006).

Ultimately, a well-formulated strategy answers the question: “Where does the 
hospital want to go?”

3.4  �Strategy Implementation

A crucial point in an organization’s strategic management is the strategy’s imple-
mentation phase. The process of strategic management does not stop by choosing 
the best possible strategy but continues with its implementation through specific 
activities and actions. At this stage managers will learn whether or not their strategic 
decision will be accepted and implemented by the organization’s members. While it 
is presumed that the previous steps in the strategy’s formulation of the strategy fol-
lowed due process, the degree of the strategy’s implementation is the crucial factor 
that characterizes it either as an effective one or merely as a good intention, at best. 
Therefore, it is not enough for a strategic decision to be rational and show the best 
possible way of achieving a target. It needs to consider the factors (e.g., expendi-
tures, environmental conditions, internal matters, etc.) that could possibly prevent 
the desired outcome from being achieved.

Therefore, the implementation of a strategy is a functional process that is 
typically:

•	 Complicated because it often involves substantial changes in people, roles, activ-
ities, organization structure, the control system, etc.

•	 Difficult because a new strategy usually demands that the organization moves in 
a new direction. This tendency causes fear in organization members with per-
ceived unpleasant consequences for some people and hence they react negatively 
to the proposed changes. In the relevant literature, we see that “organizations 
often show commitment and devotion to the status quo even though this causes 
non satisfactory results” (Georgopoulos, 2006, p. 262). In light of this reaction, 
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managers should put more effort into convincing organization members to accept 
the proposed changes.

But which activities should the organization’s management put forward in order 
to implement the strategy in an effective way?

First, we may emphasize that in the relevant literature (Ganivelli, 2016; Kaplan 
& Norton, 2004; Kaval & Voyten, 2006; Mintzberg, 2012; Nilsson et  al., 2017; 
Sarsentis, 1996; Speziale, 2015; Sun et al., 2018) a few methods of strategy imple-
mentation are mentioned. These include:

•	 The strict management method, according to which, the upper management 
decides on an appropriate strategy and the lower levels of management closely 
oversee its implementation. In this case, there is a swift implementation of the 
strategic decisions but a low level of acceptance and of course a reaction that is 
either abrupt (direct resistance) or silent (indirect resistance).

•	 The method of training whereby the organization’s staff receive training on the 
skills they may be lacking to implement the strategy. The success of this method 
depends heavily on the degree of the employees’ training since the training aims 
to achieve a greater degree of acceptance and certainly a more effective imple-
mentation of the strategy.

•	 The method of information and participation whereby the organization members 
are informed of the organization’s problems and the strategic plan devised to 
address them. The whole process (from strategy formulation to implementation) 
is explained, along with the impact expected across the organization’s sectors/
services. The success of this method is increased when the message is transferred 
in its entirety, convincingly and with no distorting interventions.

In view of the above, we are urged to consider the types of activity that an orga-
nization’s management should adopt when implementing a strategy.

First, a careful programming should be made that includes a determination of the 
human and the material resources needed to implement the strategy. With particular 
reference to the programming of human resources, we may claim that the most 
important step for the effective implementation of a proposed strategy is the selec-
tion of the appropriate staff in significant job positions. For example, managers who 
are responsible for strategy implementation should (a) be distinguished by their 
management and leadership abilities and skills so as to be able to influence, motivate, 
and show sensitivity to other staff members and (b) be in absolute accordance with 
the upper management and fully accept the content and targets of, as well as respon-
sibility for, the strategic plan’s implementation. The same can be said for the staff 
who will be responsible for implementing the management’s decisions.

Second, it is necessary for an appropriate structure to be in place that will facili-
tate a good cooperation between the different departments’ services and that will 
certainly coordinate and exercise control effectively. It should clarify in detail who 
will do what, where, how, and when it will be completed. Regarding staff coordina-
tion, we may note that, due to the cooperation of numerous staff in different sectors, 
the implementation stage demands the coordination of all groups and individuals of 
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the organization so as to avoid misinterpretations, conflicts, and consequently a loss 
of time, money, and human efforts.

Third, a communication network is absolutely necessary so that those who are 
responsible for implementing the strategy can be informed continually about the 
process of execution and its outcomes. Indeed, a two-way communication network 
not only contributes to the development of good human relations and the responsi-
ble updating of staff as a whole (managers and nonmanagerial employees) but also 
helps to win the trust of the organization’s members and so strengthen their commit-
ment to the strategy’s implementation phase. Indeed, the so-called administrative 
gap between the hospital management and the medical staff referred to by Mintzberg 
(2012, p. 3) can be bridged only through a fruitful collaboration. This collaboration 
can be achieved through efficient communication channels that subsequently estab-
lish a positive hospital climate.

Finally, the successful execution of a decision presupposes a stable leadership 
that will ensure continuity in the organization’s policy planning but also ensure 
continuity in the organization’s functionality. For instance, the central hospital man-
agement needs to ensure, on an ongoing basis, that the necessary financial resources 
are available for staff salaries, equipment purchases, etc. This need is particularly 
strong during a strategy implementation phase. In the case of a hospital, additional 
finances beyond normal running costs are usually needed to implement the pro-
posed strategy effectively, either due to the increased functional costs or due to the 
proposed investments in buildings/materials and/or technological equipment. In 
parallel, a hospital also needs financial resources in order to advance its medical 
research and to deliver the greatest benefit and high-value health care to individuals 
(patients) and so meet the needs of society in an efficient and effective way. Indeed, 
a sufficient budget and hospital workforce are the key factors that contribute signifi-
cantly to the equitable delivery of health-care services to the whole of society. In 
any case, a lack of financial support for a hospital and the non-execution of activities 
necessary for the optimum success of its strategy may undermine the whole imple-
mentation process.

3.5  �Strategy Assessment

3.5.1  �Significance of Assessment

In the first section of this chapter, we mentioned that the process of strategic man-
agement involves an analysis of the organization’s environment, the formulation of 
a strategy, the implementation of that strategy, and an assessment and control of the 
strategic outcomes. In the final step of assessment, once the first outcomes have 
materialized after a certain period of time, managers are able to evaluate the strat-
egy’s implementation according to predefined criteria. This is necessary because 
during this period of time it is possible for radical changes to have taken place, 
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either in the organization’s internal or external environment (or both), on which the 
formulation of the chosen strategy was based. In practice, this means that managers 
use strategic control in order to:

•	 Ensure that the strategic progress is being adhered to
•	 Evaluate whether or not the environmental changes pose immediate or future 

problems for the organization’s function
•	 Make necessary adjustments in order for the organization to achieve the desired 

outcome (Campbell et al., 2016; David, 2011; Dubrin, 1997; Freisen & Johnson, 
1995; Georgopoulos, 2006; Mintzberg, 2012; Nickols, 2016; Porter, 1986; 
Steiner, 1979; Team FME, 2013)

With particular reference to hospitals/health-care units, their environment is in 
a near-constant state of change due to the rapid pace of technological advances 
and growing patient demands, which are a driving force for greater innovation in 
clinical procedures and an expanding knowledge network, which in turn calls for 
the advancement of medical research. Indeed it is the environment that mainly 
causes managers to regularly review and assess the strategy implementation pro-
cess and adapt it as required. Certainly, managers know all too well that if they 
focus only on long-term results—the main outcome of strategic management—
then the immediate or near-term impact is likely to be negative and extremely 
difficult to reverse (Dubrin, 1997; Freisen & Johnson, 1995; Georgopoulos, 2006; 
Kaplan & Norton, 2004; Koontz et  al., 1982; Mintzberg, 2012; Porter, 1986; 
Swayne et al., 2006).

However, hospitals (and health-care units in general) face difficulties in satisfy-
ing the continuous growing needs of individuals and to keep abreast with the rapid 
challenges and changes in their external environment. For this reason, more than 
any other types of organization, hospitals need to measure their performance and 
outcomes on a systematic basis so as to maximize the value for patients and move 
swiftly to a more “patient-centered” approach.

In order for a strategy to be assessed effectively, certain prerequisites should be 
in place, among which are the following:

•	 Prompt and sufficient feedback (both in terms of quantity and quality) so that 
managers can readily identify any changes needed and update the strategy 
accordingly.

•	 The organization’s environment should be monitored on a continuous basis for 
any changes that may arise. If one does, any potential conflict it may have with 
the strategy needs to be investigated and, if a threat exists, for the strategy to be 
adapted so that such an external threat would have minimal or no impact on the 
activities of the organization. In order for organization members to accept any 
proposed changes, the focus should be on the activities and the outcomes that are 
important for the future survival and prosperity of the organization.
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3.5.2  �The Process of Assessment

The strategy assessment process has four main steps (Dubrin, 1997; Georgopoulos, 
2006; Hambrick, 1981; Mintzberg, 1994; Nickols, 2016; Papadakis, 2007; Steiner, 
1979; Team FME, 2013):

Determine the standard level of performance. This is defined by the organiza-
tion’s targets and constitutes the basis (or the unit measure) for calculating the 
results. It expresses specific desired outcomes such as performance levels, targets, 
behavioral characteristics, and activities. They are not the same in every organiza-
tion since different organizations have different aims. Moreover, there are some 
standard frameworks to consider such as time frame (which states the time duration 
for completing a project), the budget for executing a given project, and the standards 
of behavior expected of the organization members. It should be noted that all stan-
dards of an organization should be realistic, commensurate with the organization’s 
capacities, and, most importantly, acceptable to employees.

Measure the current level of performance. After determining the standard level 
of performance, the organization’s current performance then needs to be measured. 
Managers usually use four ways of gathering information in order to measure actual 
performance: (1) personal observation, which provides “first-hand” information 
about the current state of the organization, (2) statistical reports, (3) verbal accounts 
that stem from meetings or conversations with staff, and (4) summary reports drawn 
from documented written reports of staff members (Freisen & Johnson, 1995; 
Hambrick, 1981; Hillestad & Berkowitz, 2004; Kanellopoulos, 1995; Koontz et al., 
1982; Koontz & Weihrich, 2010; Thomas, Clark, & Gioia, 1993). At first glance, 
measuring actual performance may seem relatively easy. However, there are cases 
(such as measuring the performance of medical staff or a research clinic) where 
measurement is ultimately quite difficult. This is because at this stage of the assess-
ment process, in many cases, subjectivity becomes a factor. Therefore, much effort 
needs to be made in order to establish assessment criteria that are not only quantita-
tive but also sufficiently qualitative.

Compare the current level of performance with the standard level. At this stage 
of assessment, the actual performance is compared with the standard performance. 
This comparison helps the organization managers to identify possible deviations 
from the expected outcomes.

Correct any deviations. Based on the findings of the previous step, if there are 
any negative deviations, the management needs to devise a remedial course of 
action that overcomes those deviations and so gets the organization back in line with 
its strategy. The corrective actions may demand changes in the behavior of some 
employees, in the organization’s activities, in a revision of standards, in a redistribu-
tion of duties among staff, etc. At this point it should be emphasized that any posi-
tive deviation should also lead to corrective action since it indicates that perhaps the 
initial targets set are not in line with actual performance achieved by the available 
staff and material resources, and so those targets should be revised accordingly.
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Chapter 4
Strategic Planning in the Health-Care 
Sector

Key Concepts
•	 Strategic planning and programming is the initial and the mandatory managerial 

tool for any (health-care) organization. It is a rather complicated and difficult 
process that helps the organization to set its standards and orientation.

•	 The importance of planning and programming in health care underlies the fact 
that through this managerial function, the State pursues the best possible 
capacity-enhancing investment in human resources with the least possible cost in 
terms of personnel, time, and money.

•	 During the fulfillment of activity programs, managers discover new elements or 
the objectives change. Consequently, programmers proceed with corrective 
changes and naturally return to previous steps of this managerial function.

•	 As a managerial system, MBO gives an organization’s members the opportunity 
to have a participatory role in, and increase the sense of freedom and flexibility 
toward the achievement of, the organization’s goals. At the same time, as the 
system has its disadvantages, how these disadvantages impact upon a given orga-
nization depends on the way MBO is implemented.

•	 For effective strategic planning and programming in the field of health care, it is 
necessary to consider all the dimensions mentioned in the applied models of 
strategic planning and programming.

4.1  �Approaches to Strategic Planning

4.1.1  �The Nature of Strategic Planning and Programming

Planning and programming, as an administrative function, includes all those activi-
ties of managers that define the organization’s goals and the appropriate means in 
order for those goals to be achieved. Such administrative actions constitute the 
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functional programs of the organization, which were covered in the previous chap-
ter. Furthermore, the function of planning and programming contains a specific type 
of planning, namely, strategic planning (Koontz & Weihrich, 2010; Mintzberg, 
1987; Petridou, 1998).

According to the relevant literature, “strategic planning and programming” has 
been defined in a variety of ways:

–– “A plan that completes the main aims of an organization, the policy and actions 
in a consequent total” (Quinn, 1980, p. 7)

–– “The function of the development of strategic programs on a long-term timeline, 
which contain the definition of the business’s mission, its strategic aims and 
strategies that will contribute to the achievement of these goals, since its position 
will be valued in the external environment (Petridou, 1998, p. 99)

–– “The procedure through which the organization forms its mission, its vision, its 
long-term goals and its strategies” (Bouradas, 2001, p. 51)

–– “The establishment of basic programs forming the organization’s destiny” 
(Dubrin, 2009, p. 114)

Based on the above definitions, it is clear that strategic planning and program-
ming includes actions that:

•	 Guide the functional activities of the entire organization
•	 Provide the organization with the ability to redefine its strategic position and 

circumstance in its environment

By focusing our attention on the significance of strategic planning and program-
ming, it is clear that its basic aim is achieved “with the prediction and influence, to 
a degree possible, of the evolvement of the external environment, resulting in the 
reduction of uncertainty and the minimization of dangers, taking advantage of 
future opportunities more easily, if it confronts well the reaction to each change” 
(Petridou, 1998, p. 199). Of course, it is too difficult, if not impossible, for one to 
predict the future accurately. However, “one can look forward and think what could 
possibly happen, in order to be better prepared to confront it” (Stylianidis, 2008). 
No doubt, this concern with the future of the organization, that is, its strategic plan-
ning, demands “the collection of much information and the creation and investiga-
tion of a wide range of alternative actions, by putting emphasis on the future 
consequences of short-term decisions. As McCuskey (2003, p. 6) wisely points out, 
since the strategic planning is the procedure through which organizations use the 
available information so as to develop plans in order to succeed in their mission, 
prediction constitutes an excellent tool in the organization managers’ hands in order 
to enrich this procedure.

Consequently, while planning tends to focus on the achievement of predefined 
goals, prediction helps the organization’s managers to envision multiple aims 
(Bordeaux, 2001; Friebel, 1999; Stilwell, 1999). At the same time it is clear that the 
procedure of prediction comes first before the procedure of planning, giving the 
organization’s managers the chance to check many scenarios and choose the most 
appropriate one for their organization.”
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In conclusion, we may claim that in the case of strategic planning and program-
ming, managers focus on the changeable external environment of the organization 
by recognizing changes in the organization’s direction, by developing all organiza-
tional members’ skills, and of course by creating competing advantages. And that is 
why, as has already been mentioned, planning and programming is bound to be 
more difficult in the future because of the radical social, economic, and technologi-
cal changes in organizations’ external environment. Given that “a new era of 
changes has been characterized by the extended application of science in each 
aspect of the human being” (Kanellopoulos, 1995, p. 98), it is rational for the man-
agement of modern organizations to be motivated to work more on the procedure of 
strategic planning and programming. This implies a more dynamic rather than a 
static approach to planning and programming.

The strategic planning and programming process results in the development of 
strategic programs, which define long-term goals and certify an organization’s posi-
tion in its environment. These future programs are determined by the upper levels of 
the managerial hierarchy. Strategic programs have an advantage over other types of 
programs because, as Kefis (1998) has claimed, a strategic program:

•	 Is a scientific approach to confronting an organization’s problems
•	 Offers basic quality information about issues of strategic importance, helping to 

reach rational decisions
•	 Contributes to the achievement of the organization’s targets
•	 Reduces uncertainty about the future direction and evolution of the 

organization
•	 Constitutes an element of democratic management established by the senior 

managers of the organization
•	 Provides the appropriate tool for preparing the organization for the environmen-

tal challenges of the time

To sum up, the above benefits are positive elements for the sustainability and the 
welfare of the organization, given that the entire process of strategic planning and 
programming—which we are going to analyze below—is systematic, methodical, 
consistent, and collective, allowing an organization to optimize the productivity of 
its members.

4.1.2  �The Process of Strategic Programming

Strategic planning and programming essentially consists of activities that lead to the 
establishment of an organization’s aims and the selection of appropriate strategies 
that bring about the realization of those aims. It sets in place basic programs that 
shape the organization’s direction.

Nevertheless, for the purposes of this current chapter, we may support the view 
that the rational clarification of strategic programming is based on a five-stage 
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process (Dubrin, 1997, 2009; Hill, Jones, & Schilling, 2015; Kanellopoulos, 1995; 
Kotler & Rath, 1984; Saitis & Saiti, 2018). These stages are the following.

Investigate the External Environment  The external environment of an organiza-
tion supplies the resources it needs in order to function, regardless of whether the 
organization is public (e.g., university institution/State hospital) or private (busi-
ness/enterprise). The management of the organization should follow the develop-
ments (social, economic, ecological) taking place in its environment.

Clarify the Mission  The mission’s definition must be a long-term vision, based on 
what the specific organization aspires to become (Dubrin, 2009; Kanellopoulos, 
1995; Mintzberg, 1994). Besides, as we have already mentioned in the first chapter, 
when an organization’s management decides to reformulate its mission, it should be 
answering fundamental questions such as “Who are we?”, “What are we?”, and 
“What do we want to accomplish?”.

Determine the Organization’s Objectives  The answer to the question “What do we 
want to accomplish?” constitutes the organization’s objectives and derives from an 
investigation of the external environment and the organizational capacity. 
Organization’s goals and objectives must be feasible, realistic, countable, and 
clearly formed (Dubrin, 2009; Petridou, 1998; Saitis & Saiti, 2018).

Determine the Organization’s Strategies  The answer to the question “where the 
organization wants to go” determines the organization’s strategies.

Create the Strategic Programs  At this stage the management continues with the 
establishment of strategic programs. The question that arises is: What must a man-
ager know in order to correctly program the activities of their (health) organization? 
Beyond their experience, they must be trained in management issues and be well 
versed in different techniques (e.g., in decision-making, communication, etc.) so as 
to:

•	 Comprehend the methods of planning and programming and determine their key 
objectives and goals

•	 Be able to manage their available time effectively to address the problems of the 
hospital and to choose the best possible solution

•	 Develop the appropriate level of collaboration with their colleagues that is neces-
sary for establishing a good atmosphere and climate in the health organization

Based on the above, we may support the view that planning and programming in 
the health-care sector is crucially important, because through this managerial func-
tion, the State (of whichever country) can distribute the available resources based on 
a plan and thus health care can become a key factor for the social, financial, and 
cultural development of the country. Furthermore, it gives the State the ability to 
adapt health-care policy according to different environmental conditions.
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Historically, the non-systematic or informal type of planning and programming 
is as old as mankind itself, whereby each conscious decision was typically made 
prior to the decision about the actions that are followed. However, planning and 
programming started to become a conscious and systematic duty in each organized 
human effort as the notion of the “army as a team” emerged toward the end of the 
eighteenth century (Bell, 1998; Georgopoulos, 2006; Kefis, 2005; Kourtis, 1977).

Scientifically speaking, Taylor (1911) was the first to emphasize the need for the 
systematic use of planning and programming in each team effort, claiming that 
“each activity of the worker must be done after a programmed activity of the orga-
nization’s management” (Taylor, 1947, p. 26 cited by Kourtis, 1977, p. 81). Despite 
the fact that Taylor’s theory became acknowledged by many sectors of social activ-
ity, the application of planning and programming was initially limited, at least dur-
ing the first decades of the twentieth century. Its application and implementation in 
either the public or private sector appears to have been stunted for two main reasons: 
firstly, this administrative function had some disadvantages (e.g., the limitations of 
an individual worker’s initiative, an inability to anticipate future situations) as high-
lighted by several writers (such as Hayek (1945) and Von Mises (1944)) and, sec-
ondly, this function was used systematically by the governments of conservative 
regimes during 1920–1940 (Kourtis, 1977).

A key development that took place in the economic, technological, political, and 
social sectors in the mid-twentieth century was the recognition by organizations that 
planning and programming is a fundamental tool in managing all team efforts. Or, 
as Gide and Rist (1930–1931, p. 113, cited by Kourtis, 1977, p. 82) characteristi-
cally put it, “in order for a formal organization to achieve its objective aims, it must 
be guided by a ‘visible hand’, namely, the institution of planning and 
programming”.

The inclusion of planning as an actively pursued managerial function in a typical 
organization such as a hospital is a relatively recent phenomenon. More specifically, 
in the postwar era the acknowledgment and recognition of the significance of plan-
ning resulted in its application to all public organizations and services. Nowadays 
we are in an economic, technological, and social era where the function of planning 
and programming is a necessary tool in all organized efforts of social life. And that 
is because it is socially acceptable for the external environment of organizations to 
undergo radical transformations, a fact that forces them to adjust to each environ-
mental change (Beer, 1980; Drucker, 1967; Mintzberg, 1994; Pearce & Robinson, 
2011; Williams & Johnson, 2004). In other words, in order for organizations to 
survive the threats posed by increased competitiveness in a globalized world, they 
need to have continuous and systematic planning and programming.

As has already been mentioned in the previous chapter, planning and program-
ming necessarily occurs prior to other managerial functions because all partial 
activities (organizing, directing/leading, controlling) aim to achieve the organiza-
tion’s targets, as defined during the planning and programming process.

Today people will share knowledge through meetings/schedules/diaries/action 
plans in a way that undoubtedly entails planning and programming. But what is 
“planning and programming”?

4.1  Approaches to Strategic Planning
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First, we have to emphasize that planning and programming do not have identical 
meanings. According to the relevant literature (Bantaloukas, 1964; Hill & Jones, 
2012; Hill et al., 2015; Mintzberg, 1987; Pearce & Robinson, 2011; Perloff, 1961; 
Zevgaridis, 1983), planning—in the broader sense of the term—refers to the general 
concept of the goals of a future effort. It is about a pursuit of those things we want 
to accomplish in the future, in relation to the means we have decided to commit to 
that purpose. Of course, this pursuit is framed by the commitment of the organiza-
tion, so that both human and material resources may be utilized in a rational and 
effective way, leading to the achievement of the organization’s goals. So, in the 
action plan we have the scope of the organization’s activities and their overall aim, 
without a precise specification of details. In general, we may say that planning 
assists an organization’s managers to think in broader terms and to prepare for 
developments instead of following them.

On the other hand, programming—in the wider sense of the term—refers to the 
scope of a particular activity (or group of actions) and the means of implementing 
and/or adapting them to alternative programs of an organization. Through program-
ming, managers predetermine in detail the targets, aims, methods, and means of 
action, even the place and time of each task’s implementation.

From the above, it is evident that the term “planning” may be attributed to a 
wider set of concepts than the term “programming” since in programming the aims 
and means of their achievement are described in detail while in the case of planning 
the setting of goals is general and unspecified.

With this clarification, let us turn to our central question. Concerning the 
approach about the meaning of the term “planning and programming,” researchers 
such as Dubrin (1997) define this managerial function as a “process of setting goals 
and objective purposes and proof of how they respond to them” (p. 128). An orga-
nization’s managers systematically manage the future, rather than being guided by 
intuition and chance.

Koontz, O’ Donnell, and Weihrich (1982) have a similar viewpoint, since they 
perceive “planning and programming” as “a spiritual, demanding process. It requires 
conscious determination of action paths, it even requires the decisions to be based 
on purpose, knowledge and estimated appreciation” (p. 156). By this definition, we 
may claim that planning and programming requires managers to think thoroughly 
about what they want to do and how in a predefined timeframe. Thus, any wastage 
of human and material resources is reduced and a measure of control is exercised on 
the actual result.

Certainly, a precise optimal (best guess) forecast1 of the future is rarely achieved, 
since uncontrolled factors can interfere even in short-term plans and programs. As 

1 We define a forecast/prediction as the estimation of a future activity or action, based on past and 
present data. It is a fundamental prerequisite of planning and programming since, in the first phase 
of this function, data are being gathered and calculated and estimations are taking place which lead 
to assumptions about where the current situation will go. This assumption is evaluated in light of 
the objectives and then proposed by the senior management of the organization. In the framework 
of scientific prediction, certain methods are used as mathematical-statistical methods, algebraic 
methods, etc.
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Mintzberg (1987) claims, “for someone to make a path in uncharted waters, it is the 
perfect way to crash on an iceberg” (p. 26). However, despite the uncertainty inher-
ent in scientifically predicting an organization’s future, Fayol (1949) considers fore-
casting as the beginning of each managerial activity since it provides the basis on 
which planning and programming is formulated and then implemented. Otherwise, 
an action of an organization that has not been programmed simply constitutes a 
random activity that produces nothing other than “chaos” (Goetz, 1949, p. 63). In 
other words, the lack of planning and programming prevents an organization from 
effectively mapping out a path that is appropriate for its purposes. Thus, between 
these contradictory views, the integration of flexible planning and programming 
may be used as an antidote to the drawback of planning and programming’s 
functionality.

Based on the above, the importance of administrative planning and programming 
appears to lie in the interrelations of tools and goals, in specifying the expected 
outcomes, in the analysis of in-between actions and the relevant means (tools) and/
or cost. In addition, planning and programming is a premise for the remaining man-
agerial functions—making decisions, organizing, directing (leading), and monitor-
ing. Planning and monitoring in particular are two directly interdependent functions 
of management, since a programmed action that is not monitored ends up with 
random results. Conversely, it does not make any sense to put effort into monitoring 
a situation without plans in place and programs to implement them. In the end, the 
use of planning and programming assists managers to make decisions about the 
future within the framework of a wider perspective.

To sum up, we may claim that planning and programming:

•	 Constitutes the main and fundamental function of management.
•	 Is a complicated intellectual process that sets the direction that an organization 

should follow and facilitates control.
•	 Initially involves deciding between alternative solutions about a future direction 

of action.
•	 Generally aims to help the members of an organization to collaborate in a harmo-

nious way without overlapping actions and time-wasting and subsequently reach 
the best possible result. Relevant studies have mentioned that the quality of pro-
gramming in an organization, its procedures, and the appropriate application of 
plans and programs are more likely to contribute to a higher performance than 
organizations that act without specific plans (Erskine, 1991, p.  61; Robbins, 
1991, p. 193).

In conclusion, the function of planning and programming, even recently, has 
become a mandatory and necessary tool for an organization’s members as many 
positive elements emerge: the formulation of goals, the coordination of efforts, the 
reduction of overlaps, the eradication of actions without purpose, and a minimized 
possibility of failure.
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4.2  �Elements of Strategic Planning and Programming

In order to better understand the function of planning and programming, it is useful 
to mention the basic elements of a function such as procedures, types, prerequisites, 
the limitations of the development completed, and adequate plans and programs.

4.2.1  �Process of Strategic Planning and Programming

The process of planning and programming contains certain steps that are repetitive 
and interdependent (Daft, 2007; Dubrin, 2009; Hill et  al., 2015; Kanellopoulos, 
1995; Koontz et al., 1982; Tzortzakis & Tzortzaki, 1999; Zavlanos, 1998) and are 
as follows.

Determine the Objectives of the Organization  The first step of the planning and 
programming process is to determine the organization’s goals. With the term 
“goals,” we mean “desires or the mission to be achieved by the organization in order 
to survive” (Kanellopoulos, 1995, p. 78). They constitute the starting point for all 
the other managerial activities, since—as we previously mentioned—by determin-
ing an organization’s goals (objectives) we identify the point that an organization 
desires to reach. Generally speaking, the importance of determining an organiza-
tion’s objectives cannot be underestimated since, without objectives, it is not pos-
sible to have motives (desirable situations) and we cannot take advantage of any 
opportunities or take decisions that would lead to a desirable outcome.

Identify the Organization’s Current Situation  In this step of planning and pro-
gramming, managers evaluate the organization’s current situation. They examine 
not only the organization’s internal strengths and potential but also the influence 
coming from its external environment. At the same time, they assess how well the 
organization—based on specific prerequisites—would be able to attain the defined 
objectives and goals in the future. This point of planning and programming is a 
powerful tool for management, because the development of prerequisites for the 
organization’s future environment is based mainly on the forecasting of facts and 
circumstances (conditions) that may affect the achievement of its goals.

Record Alternative Solutions or Suggestions  The third step of the planning and 
programming process involves the study of the available data and the recording of 
alternative suggestions for the fulfillment of the organization’s objectives. By “alter-
native solutions or suggestions,” we mean the possible directions leading to the final 
solution of a problem. Each alternative solution or suggestion has different conse-
quences, costs, and prerequisites. So the recording of several (i.e., 3–5) alternative 
solutions is considered to be a vital condition, since, through these alternative sug-
gestions, we may conduct a deeper analysis of the problem.
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Choose the Best Alternative Solution or Suggestion  In this step, the evaluation of 
the alternative solutions takes place, that is, the advantages and disadvantages of 
each solution are evaluated and then the best solution for the organization is chosen, 
according to the managers’ judgment and assessment.

Implement the Program of Action  Managers should apply the chosen program of 
action. Given that, despite the effectiveness of plans and programs, they alone can-
not ensure the success of the organization, managers should coordinate the partial 
actions, obtain the necessary resources, and generally motivate the organization 
members.

Evaluate the Results  In this final stage, managers first evaluate the results of the 
action programs in order to verify if the intended goals were achieved. They then 
analyze new data for plans and programs that would be best for the future of the 
organization.

Lastly, we note that the steps of planning and programming are not always fol-
lowed in the order presented above because, during the fulfillment of activity pro-
grams, managers discover new elements or the objectives change. Consequently, 
programmers proceed with corrective changes and naturally return to previous steps 
of this managerial function.

4.2.2  �Basic Types of Program

Programs can be grouped into three main categories:

•	 Strategic programs: They are determined by the upper level of the managerial 
hierarchy and define the organization’s place in its environment and long-term 
goals.

•	 Functional programs: They are formulated by managers of the middle and lower 
levels of administration, focus on the internal function of the organization, and 
define short-term and specific goals.

Hence, a health-care manager/leader, for example, can program the weekly 
activities in 30 min if they implement the following (Saitis & Saiti, 2018, p. 36).

Objectives (O)  What results do you want to obtain by the end of the week? Write 
them down and rank them according to their significance.

Actions (A)  What must you do to achieve your goals and objectives? Write down 
the necessary activities and put them in order.

Time (T)  How much time do you need for each activity? In order to have a realistic 
program, give yourself more time than you initially estimate. That will give you the 
additional time you need to confront unforeseeable problems.

4.2  Elements of Strategic Planning and Programming
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Program (P)  Check your calendar carefully before you decide when you can carry 
out each activity. Most people underestimate the contribution a program makes, but 
you will not achieve much if you do not program (schedule) your time to carry out 
your work (Dubrin, 2009).

At this point it must be emphasized that functional programs may have the fol-
lowing characteristics (Daft, 2007; Hill et al., 2015; Dubrin, 2009; Mintzberg, 1994; 
Petridou, 1998; Saitis & Saiti, 2018):

•	 Understandable, clear, sufficient and simple: firstly, because people perform bet-
ter when they know what is expected from them and what their area of responsi-
bility is and, secondly, because in this way actual results can exceed the initially 
prescribed goals at the end of a given time period. Thus, the clarification of tar-
gets facilitates the managerial function of control.

•	 Determined through the participation of all the managers/executives at all man-
agement levels: plans and programs are conducted based on an information net-
work in which all the levels of the organization’s management are included. 
Clearly, the general policy of the organization necessarily has to be determined 
by its senior management. However, this does not mean that managers and staff 
at the lower hierarchical level cannot contribute to the shaping of the organiza-
tion’s policy. On the contrary, their contribution is significant: first because they 
can, with their experience and special knowledge, give useful information to the 
senior executives (of the upper hierarchical level) and second, by participating, 
will contribute to the best possible implementation of programs. Besides, experi-
ence shows that the plans and programs of an organization are more likely to be 
successful when the people called to implement them have an active participa-
tion in their formulation. To conclude, planning and programming should start 
from the top of the hierarchical pyramid of the organization, but then should be 
completed by managers/executives of lower managerial hierarchical levels.

•	 Flexible (elastic): their implementation presupposes certain resources (both 
human and material), clarity and sufficiency in terms of content, time duration 
and controlling agent, and their capacity to adjust to unpredictable and changing 
circumstances. That said, flexibility certainly should not come at the expense of 
the stability needed to orientate an organized activity.

•	 Coordinated in the long term according to the strategic program: the complex 
nature of the many interrelated actions and productive plans and programs must 
not lose sight of the future aim.

•	 Specify and accurately determine the time and order for the implementation and 
execution of the prescribed actions.

Based on the criteria of time duration, programs are distinguished into:

•	 Short-term programs: usually 1–3 years’ duration. The time duration of short-
term programs is determined by the organization’s long-term perspectives.

•	 Long-term programs: usually from 3 to 10 years and are set up to confront major 
unpredictable issues. The purpose of long-term planning is to facilitate the orga-
nization’s aims and the distribution of resources in order to fulfill its goals. 
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Managers may turn to forecasting tools to increase forecasting accuracy, such as 
sensitivity analysis, regression models, and even computer-based regression 
models. In this way, they may make some (though limited) improvements.

Despite some weakness, long-term planning improves the effectiveness of stra-
tegic decisions. It assists managers in confronting the long-term down effects of 
decisions and causes them to think about their organization’s potential to influence 
or exploit emerging trends, before the results become evident in the profit/loss 
account. The issues raised by long-term planning often lead to correct and rational 
decisions, empowering the long-term competitiveness of the organization (Saitis & 
Saiti, 2018).

The long-term planning and programming may have a more positive outcome in 
certain circumstances, such as a high rate of market development, easily predictable 
tendencies, etc. If these circumstances are absent, then a given plan may be less 
effective.

As regards the criteria of flexibility, the programs are distinguished into:

•	 Rigid or inelastic programs: these are sufficiently well-defined programs that do 
not give room for misunderstandings, which would otherwise require readjust-
ments. However, in practice it is doubtful whether a long-term program can now-
adays remain fixed, since the element of uncertainty is strong.

•	 Flexible or elastic programs, which determine general guiding directions and 
allow for adjustments to be made based on the current circumstances of the orga-
nization and its environment. No doubt, having the option to change a program 
without incurring extra costs or substantial modifications is of great value. In 
practice, though, “flexibility is only feasible within margins” (Koontz et  al., 
1982, p. 184).

Based on the above, we may conclude that (Saitis & Saiti, 2018, p. 38):

•	 Programs of all categories are linked to the targets of the organization and to 
either general or specific purposes

•	 Managers of all hierarchical levels should be responsible for determining and 
implementing the programs

•	 Due to environment uncertainty, long-term programs must have some degree of 
flexibility so as to allow the organization room for maneuver in confronting 
unforeseeable and potentially adverse situations

4.3  �Strategic Planning and Programming in the Field 
of Health Care

In the field of health care (mainly in public health care), the planning and program-
ming process can be distinguished into the following.
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The Determination of Health-Care Policy  As part of general governmental policy, 
health-care policy aims to (a) satisfy the needs of individuals for their own benefit 
and (b) satisfy the societal needs and consequently the social, financial, and cultural 
development of the country.

The Determination of Health-Care Targets  These programs determine (a) the 
specific targets that each health-care organization will try to accomplish, (b) the 
available resources, and (c) the ways in which these programs will be 
implemented.

The Determination of Work that Should Be Executed to Achieve the Organization’s 
Targets  Depending on the type of health-care plan and program, certain programs 
of action are determined which, according to their time duration, can be distin-
guished into:

–– Short term (micro planning): programs to implement changes that are due to take 
place in a short timeframe (usually up to a year)

–– Long term (macro planning): programs for long-term changes of the health-care 
system that mainly aim to define and describe the intended health-care changes

These plans and programs follow the same fundamental principles and procedures 
as those mentioned in the previous unit of the current chapter. The tendency is for 
programming at the lower levels of the managerial hierarchy to be limited to func-
tional programs that determine the details and the manner of implementing the orga-
nization’s aims and targets and are referred to in the health-care unit’s strategic 
program.

4.3.1  �Development and Significance of Health-Care Planning

Historically, the roots of planning and programming are old enough. However, the 
developed aspects of a method appeared for first time in the former Soviet Union in 
the 1920s (Khoi, 1985; Psacharopoulos, 1999). Thereafter, many countries attempted 
to connect health-care development with their economic development.

In the Western countries, the idea of planning and programming in health care 
spread after the Second World War (Cohn & Geske, 1990). Indeed, by the 1970s 
development strategies about health care had extended to many parts of the world. 
The essential value of health care became more widely acknowledged and accepted 
as it was recognized that only when the population of a country is healthy and has 
an acceptable level of well-being can the productivity of that country increase. This 
is because healthier workers produce better outputs, both in terms of quantity and 
quality. According to one view (Khoi, 1985), the main reasons that prompted the 
State to extend planning and programming to the health sector were the following.
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The Population Explosion  The population increase was accompanied by a similar 
increase in State expenditure, a factor that led to the creation of health-care services. 
At this point it should be mentioned that, in parallel to public expenditure on the 
health-care sector, public expenditures on education are of equal importance. 
Capital is indeed crucially important for economic development, but human capital 
remains the key ingredient for a country’s successful and sustainable economic 
development. A country cannot attain high rates of development without the suc-
cessful utilization of its available resources and the establishment of fundamental 
values. Only a healthy and educated population can increase both the quality and 
quantity of the workforce’s outputs and succeed in putting the country on a path to 
sustainable productivity.

The Consideration of Health Care as an “Investment”  The theory of human capi-
tal considers health care as an investment since its specialized personnel serve to 
keep citizens healthy who, in turn, are better able to participate in the national econ-
omy and thus contribute to the social and economic development of the country. 
Indeed, the theory of human capital is based on the principle that if an individual 
invests in him-/herself (e.g., in their health), then this investment will yield returns 
in the future, e.g., through prolonged good health, increased productivity/creativity 
at work, and (potentially) increased financial rewards. This explains why nowadays 
developed countries strive to maintain modern, efficient, and effective health-care 
systems. According to Meier (1970), Schultz (1961a, 1961b, 1972), and Tyler 
(1977), this type of capital is the most important because such investment is the 
most fruitful and efficient for the economic development of a country.

With particular reference to the implementation of planning and programming in 
the health-care sector in lesser developed countries of Latin America and Africa, 
international organizations such as the UN, UNESCO, and the World Bank (among 
others) have played a significant role. Therefore, we may claim that health-care 
planning and programming in these countries became a very important managerial 
component in the field of health care, through which the aims of health care are 
inaugurated, translated into programs, and implemented. Effective planning is nec-
essary in lesser developed countries where health care constitutes a primary factor 
for the development of their productivity and the distribution of funds, coming from 
very limited national resources. Uncoordinated planning is often accompanied by 
inefficiency, a scarcity of resources where they are most needed, and poor results. 
Most importantly it can culminate in life-threatening scenarios locally and negative 
(albeit less severe) consequences at a global level.

Sound decision-making, a keystone for correct planning, is not an easy task to 
approach due to the difficulty in predicting incidental consequences stemming from 
different choices. Hence, correct planning in health care is feasible only if the nec-
essary elements are available to the planners, such as a reliable population census 
and forecasting systems. Unfortunately, these elements are rare in most of the lesser 
developed countries.

4.3  Strategic Planning and Programming in the Field of Health Care



82

Closing the current unit, we emphasize that the importance of planning and pro-
gramming in health care underlies the fact that through this managerial function, the 
State pursues the best possible capacity-enhancing investment in human resources 
with the least possible cost in terms of personnel, time, and money.

4.3.2  �Applied Models of Strategic Planning in Health Care

The direct acknowledgment of planning and programming in the health-care sector 
across the world has resulted in the development of long-term programs. Initially, 
there was no specific method and technique for determining such plans and pro-
grams in health care. However, by the late 1960s, planning and programming in the 
field of health care was following a similar pattern to that used by governments in 
planning the national economy. The relevant literature (Lambropoulos & Stavlioti, 
2006; Lourie, 1996; Karageorgou, 1983; Psacharopoulos, 1999) reveals two models 
that may be applied to the field of health care.

The Manpower Approach  This approach recognizes the needs of an economy and 
of a population regarding health-care standards. It assumes that an economy needs 
specialized human resources and presupposes that the population should be healthy, 
while the education level of the population should have particular specializations 
and not left at a general level. This may be considered to be a rational approach that 
facilitates the State’s correct utilization of both human and material resources for 
the sake of economic development. However, the main drawback of this approach is 
that “it is totally mechanistic …” (Psacharopoulos, 1999, p. 127).

The Cost/Benefit Approach  Here, specific production goals are determined which 
require certain levels (standards) of health care.2 In this model the State must invest 
resources in the health-care field so as to gain the greatest benefit and returns for the 
least possible cost. This method seems to have more advantages because it offers 
important information about the connection between health care and the labor mar-
ket and consequently contributes to the setting of priorities in investments in propor-
tion to their performance.

However, this method has the following drawbacks: (a) income is not only deter-
mined by the level of health but also by other factors (education, social class, indi-
vidual skills), and (b) the benefits of health care are not only economical but also 
social/cultural.

2 Indeed, the health-care sector is one of the two most significant factors (the other being the educa-
tion sector) in improving the rate of economic development. These two sectors are interrelated, and 
they are both determinants of increased economic efficiency, mainly through capital accumulation, 
higher living standards, and increased labor productivity.
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In view of the above, evidently planning and programming in health care is 
difficult—even more difficult than in other sectors of an economy. Therefore, in 
order to reach an appropriate level of planning and programming in health care, it is 
necessary to consider all the factors mentioned in the above models.

4.4  �Management by Objectives (MBO) and Health-Care 
Sector

4.4.1  �Meaning and Significance of MBO

As has already been mentioned, the target of an organization such as a hospital is 
indissolubly related to its aims. A hospital’s target should be stable, for example, “to 
provide high-quality health-care services to individuals.” On the contrary, aims 
should consist of specific yet different expressions of the target, taking into consid-
eration the underlying context (economic/social/technological changes) in the hos-
pital’s environment.

Based on the above, we may claim that expressing the specific objectives of an 
organization is a complicated managerial task. This problem caused many manage-
ment experts (such as Drucker, Barnard) to put the emphasis on managing by objec-
tives, known as MBO (management by objectives). MBO is an organized effort (or 
“philosophy” or “system”) according to which leading managers/executives, in col-
laboration with their staff members, determine the organization’s objectives and 
targets that should be achieved (Erskine, 1991; Kanellopoulos, 1995; Morrisey, 
1976; Odiorne, 1979). It is a way of determining targets at all organizational levels, 
with the flow beginning bottom-up but also running top-down. It is a participatory 
approach to the setting of objectives and targets which not only facilitates the estab-
lishment of more difficult objectives and targets but also ensures the positive coop-
eration of all individuals who have drawn up the program or have determined the 
objectives and targets. And this is perhaps the most crucial and significant part of 
this management system because, by allowing employees to determine the objec-
tives and targets, either among themselves or together with their managers, it not 
only reinforces an important advantage, namely, staff motivation, but also allows 
the organization itself to benefit from their experience and knowledge (Mullins, 
2010; Petridou, 1998; Silbiger, 1993).

Historically, Peter Drucker is considered as the “father” of MBO. In particular, 
in his work The Practice of Management (1954), he mentioned, among other things, 
that each organization needs management based on objectives that will guide man-
agers/executives, contribute to the promotion of teamwork, and encourage self-
control. During the same time period, researchers such as Douglas McGregor (1960) 
endorsed “the personal value of staff members” (p. 113) without predetermined tar-
gets and aims. Edward Schleh (1961) mentioned the need to determine organiza-
tional objectives as well as the targets of all managers of the organization. Certainly, 
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we must add the so-called classical writers of managerial thinking that have 
contributed to MBO because a long time before 1954 Fayol (1949), Urwick (1943), 
and Barnard (1938) had already discerned the meaning of objectives and targets.

To sum up, the above process provides staff members with an active role, 
increases the sense that they exercise (at least some) control over their environment, 
and decreases their dependence on their managers.

4.4.2  �The Process of MBO

The process of having the objectives defined, understood, and accepted by all orga-
nizational members follows a standard procedure which is usually broken down into 
the following stages (Humble, 1972; Koontz et  al., 1982; Kanellopoulos, 1995; 
Mullins, 2010; Petridou, 1998; Silbiger, 1993; Tzortzakis & Tzortzaki, 1999):

•	 Stage 1: Preliminary actions of the higher management for the adoption of MBO. 
At this initial stage, the higher management of the organization communicates 
with the lower hierarchical levels and clarifies a sufficient and effective program 
of MBO; explains thoroughly why they are adopting the program, why it is nec-
essary for staff, and what it is expected to achieve; clarifies the relations between 
the departments participating in the program; and identifies and determines spe-
cific areas of responsibility relative to the MBO activities at each managerial 
level.

•	 Stage 2: Discussion over the requirements of the execution of the project. At this 
stage, the manager meets their staff members to discuss the requirements of the 
work to be executed. Initially, the manager informs their staff about the organi-
zational goals and the departmental goals and then asks their staff to make sug-
gestions about the goals concerning staff duties.

•	 Stage 3: Development of the staff member’s special aims. Here, the staff member 
develops their own goals for executing the task assigned to them by the more 
general objectives of MBO.

•	 Stage 4: Discussion of the staff member’s special goals. The manager meets the 
staff member and discusses the special goals which the latter has proposed to 
execute the project.

•	 Stage 5: Determination of standards and control points. The manager and staff 
member then discuss and agree upon the standards and control points necessary 
for the completion of the project.

•	 Stage 6: Evaluation of the results. After the completion of the project, the man-
ager and the staff member jointly evaluate the task assigned to the employee. The 
evaluation must be impartial and the discussion should be low-key. If the results 
are positive, the staff member must gain recognition for their work.
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4.4.3  �Advantages and Disadvantages of MBO

As with every management system, MBO has certain advantages but also some 
weaknesses and deficiencies (Dubrin, 2009; Humble, 1972; Petridou, 1998; 
Zavlanos, 1998). In particular, the advantages of MBO are:

•	 It helps to clarify the organization’s roles and structure and consequently 
improves the communication level between managers and staff members

•	 It helps to develop effective techniques of control and coordination
•	 It contributes to the development of employees in an organization’s hierarchical 

structure
•	 It facilitates the setting of objectives and the function of programming
•	 It contributes significantly to efficiency in leadership, since a strong system of 

staff motivation is created
•	 It clarifies exactly what is expected of each employee and ensures that they will 

be involved in determining the results to be accomplished
•	 Employees are rewarded according to the part(s) of these expectations that is 

(are) fulfilled
•	 There is regular communication and support

However, the system is weak/less effective when:

•	 The objectives are difficult to determine
•	 The necessary and continuous support from the organization is not in place
•	 The thought processes are heavily bureaucratic
•	 Leading managers/executives cannot adapt the objectives to new/emerging data
•	 The assessment of staff members’ work is not impartial
•	 Importance is given only to the quantitative objectives and measurable perfor-

mance standards, which reduces staff outputs and human relationships to a 
mechanical process

•	 Greater emphasis is put on short-term goals at the expense of long-term ones

If we take a closer look at the abovementioned disadvantages of MBO, we may 
notice that they arise due to the ways in which this specific system of management 
is applied and not because of its philosophy.

4.4.4  �Factors for the Effective Implementation of MBO

An MBO program will be implemented successfully (Kanellopoulos, 1995, 
pp. 405–411) when:

•	 There is substantial organizational support. Given that an MBO program “is an 
everyday management activity and not just an academic exercise for [the] formu-
lation of goals once a year” (Kanellopoulos, 1995, p. 405), the leading managers 
of an organization should:
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	(a)	 Periodically discuss with each staff member the objectives that were set in 
the original program

	(b)	 Assess the progress made toward those objectives being achieved
	(c)	 Help and support each staff member so as to overcome any difficulties in the 

performance of their work

•	 The organizational members are trained appropriately, mainly in terms of the 
managerial skills (e.g., skill of formulating objectives) necessary for the success-
ful implementation of MBO. We note that such a training program should be 
carefully designed so as to give the trainees full knowledge about the motivation 
behind MBO and the specific skills necessary for the implementation of MBO, 
such as the drafting and shaping of goals as well as the appropriate managerial 
attitudes, perceptions, and behavior in exercising authority that are consistent 
with the philosophy of managing by objectives.

•	 The managers encourage and motivate staff members through multiple incen-
tives (these can be material or immaterial).

•	 Each employee gives their consent to adopt MBO, since such a consensus dem-
onstrates that the employee acknowledges their willingness to participate in 
MBO. Certainly, it is important for employees not to have the impression that the 
MBO system is merely a technique used by their superiors (managers) to control/
monitor their performance.
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Chapter 5
Strategic Changes in the Health-Care 
Sector

Key Concepts
•	 The need for change is imposed by a pool of strong environmental forces linked 

to the advancement of technology and international economic integration, lead-
ing to a globalized economy that has an impact on every organization—whether 
public or private, large or small—creating new threats and/or opportunities.

•	 Organizational change is a dynamic process that includes a transitional phase 
from an existing organizational state to another desired one that allows the orga-
nization to operate more sustainably and effectively.

•	 The terms “change” and “innovation” are not identical. The different types of 
changes are interdependent, that is, a change in one type often also means a 
change in another type.

•	 Resistance to change can be eliminated only when trust, commitment, and col-
lective responsibility are evident within an organization.

•	 The key elements that can contribute to the success of change in the health-care 
sector are the following: high-quality leadership, a strong leadership team spe-
cifically to manage change, and continual administrative and financial support.

5.1  �Introduction

We live in an era of rapid changes brought about by the pace of technological 
advancement and the dynamics of modern social and economic developments that 
are shaping the way people relate to each other and to organizations. An issue that 
derives from the constantly changing environment is that organizations need to 
move quickly to follow the changes occurring around them, to find ways of operat-
ing flexibly in their field of activity, regardless of whether they are looking for new 
production technologies or new information technologies. In simple words, organi-
zations should be prepared for innovation and change, based on their survival within 
a world of increased competition (Kotter, 2012). The need for change is imposed by 
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a pool of strong environmental forces linked to the advancement of technology and 
international economic integration, leading to a globalized economy that has an 
impact on every organization—whether public or private, large or small—creating 
new threats and/or opportunities.

Subsequently, in order to manage threats in the best way possible and to take 
advantage of the opportunities that emerge from an organization’s environment, 
modern organizations are subjecting themselves to dramatic changes in the organi-
zational, functional, and personnel-related fields of their activities (Daft, 2007).

Some organizations have responded to global forces by adopting simple struc-
tures that promote communication and collaboration (Daft, 2007). Others have 
trained their staff to operate electronic equipment, and yet others have adopted 
changes concerning areas such as the working environment, procedures, the struc-
ture of operations, and the organizational culture. However, in many cases the 
efforts for change have had negative consequences, resulting in “a huge waste of 
resources and fearful, desperate and devastated professional people” (Kotter, 
2001, p. 19).

The health-care sector is no exception to the rule. In such a dynamic society, the 
improvement of its organizations is imperative because, as open systems, they are 
affected and influenced by their external environment, that is, the society in which 
they operate. For instance, a change in the manner of providing health-care services 
results in a change in the composition of health-care personnel. This change not 
only affects the health-care unit’s managers and other personnel but also its patients. 
The relations between individuals at various levels of power and their manner of 
communicating affect the interpersonal relationships of health-care unit members. 
This inevitably brings with it a change in the culture of the health-care unit. If an 
imported change in a health-care unit proves to be sustainable, it indicates that any 
altered expectations among its members are a reflection of a positive culture that 
exists in these units. In other words, organizational changes in the health-care sector 
are reflected in a change in behavior of the hospital unit’s members (and those of 
health-care units in general).

To summarize, the rapid changes that occur in the organization’s environment 
(whether social, economical, or technological) lead it to adopt specific adaptation 
strategies that will ensure its sustainability and effective functioning. Changes in an 
organization—which may involve the adoption of new types of organizational 
structures, processes, policies, technologies, and/or culture—are not easy to apply 
because the organization members often need time, information, and experience of 
the implications at first hand before they become willing to accept the new set of 
circumstances, even if it is for their own good.

While health workers’ sense of rejection has been addressed earlier in the book, 
in this section we will be looking at ways of dealing with their reaction to changes 
in their organization. In practice, introducing dramatic changes in an organization in 
a way that generates the least possible resistance is a key managerial (leadership) 
responsibility of the organization.

The next section of this chapter looks at various strategies for change and at how 
they allow these processes to be addressed in a more effective way.
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5.2  �What Is Change

5.2.1  �Definition of the Term “Change”

Based on the fact that organizations are living organs and function within an envi-
ronment that is dynamic and therefore changeable, organizations should continu-
ously monitor the changes occurring in their environment in order to respond 
efficiently and effectively.

With particular reference to the definition of the term “change,” there are differ-
ent approaches to describe what we mean when an organization claims to experi-
ence change. Based on the relevant literature, there are some elements in the 
different definitions of “change” that are common, such as the notion of transition—
when an organization changes from one state to another.

According to Giannouzas and Carzo (1968), the term “change” is defined as the 
“transition from a stable pattern or behavior to another stable pattern or situation” 
(p. 609). In accordance with the abovementioned writers, in order to facilitate the 
implementation of change, there must be a variable that is significant or powerful 
enough to overcome steady-state forces. Another definition is given by Papalexandri 
and Bouradas (2003) who define organizational change as a “conversion from an 
existing state to a new one” (p. 442). Based on this perception, the change refers to 
both the transformation of an organization’s elements (e.g., structure, procedures, 
culture, etc.) and to the process of transition from the existing situation to the 
new one.

According to another perspective (Hytiris, 2006), change is seen as a “transition 
from one state of reality to another or, put another way, the transition from a given 
set of conditions to a different one” (p. 336). Moreover, Daft (2007) suggested that, 
in fact, organizational change comes about with the adoption of something new.

From the above, we may say that organizational change is a dynamic process that 
includes a transitional phase from an existing organizational state to another desired 
one that allows the organization to operate more sustainably and effectively.

5.2.2  �Types of Change

Different types of organizational changes are identified in the relevant literature, 
which help to understand and handle them better. These organizational changes can 
be grouped according to the following criteria (Daft, 2007; Kouris, Souliotis, & 
Philalithis, 2006; Nadler & Tushman, 1998; Papalexandri & Bouradas, 2003): (1) 
their importance, (2) the change they induce, and (3) their implementation time.

	1.	 Changes of importance are categorized as:

•	 Limited, i.e., organizational changes that have low political and social impor-
tance (these usually involve changes in the auxiliary body of the organiza-
tion’s services).
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•	 Strategic or structural changes that have a high political and social importance 
and directly affect the core of an organization’s activities by significantly 
affecting both the services it provides and the image of the entire organiza-
tion. Papadakis (2009) defines a “strategic change” as an organization’s adop-
tion of new methodologies, technologies, and/or strategic options for the 
organization, with the aim of restructuring/adjusting it to its ever-changing 
environment in order to exploit new opportunities and create or preserve a 
competitive benefit (p. 154).

Strategic change is effectively a plan to change the present state of an orga-
nization to an improved one through a set of procedures that involve the par-
ticipation of all members of the organization. This specific type of change is 
characterized by a systematic and long-term commitment to change in the 
organization. Such strategic changes require continuous effort as well as sig-
nificant resources (human and material) to materialize (McGee, Thomas, & 
Wilson, 2005). Indeed, if a strategic change is treated as an isolated event that 
is disconnected from the ongoing development of an organization, it may 
“provoke such a separation that can demolish each organism” in it 
(Abrahamson, 2000, pp. 75–79; Papadakis, 2009, p. 154).

	2.	 Any changes induced in the organization can be categorized as:

•	 Reactive—such changes are brought about in response to an external stimu-
lus, fact, or force and aim to help the organization adapt to its evolving envi-
ronment. For instance, demographic changes in the population and economic 
pressures are elements that prompt reactive changes in a health-care system.

•	 Proactive—these changes are the result of predictions made about an organi-
zation’s environment and about how the organization is expected to be 
affected by them. Such changes are distinguished by their systematic (ratio-
nal) character and usually bring better results compared to reactive changes.

	3.	 With regard to implementation time, an organizational change can be gradual or 
radical. Gradual change, which is part of a medium-to-long-term plan, repre-
sents a series of continuous improvements that maintain the overall balance of 
the organization and often affect only one part of it. Gradual change is only 
feasible through the existing structure and the same management processes. It 
may include, for example, improvements in technology or service provision. On 
the other hand, radical change pursues rapid changes that will directly transform 
the entire organization. That practically means the creation of a new structure 
and new management processes.

The above changes affect vital individual and/or collective activities of an orga-
nization and determine their effectiveness. These sectors (Daft, 2007; Hytiris, 2006; 
McCann, 1991) are:

•	 The organizational sector, which refers to the managerial part of an organization 
and includes the structural changes, strategic management, policies, working 
relationships, information systems, etc.
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•	 The technological sector, which relates to changes occurring in the productive 
process of the organization, e.g., changes in mechanical equipment or 
facilities

•	 The productive sector, which usually relates to changes in the products manufac-
tured (new products) or in the services provided, which in turn contribute to an 
expansion of the organization’s circle of operations

•	 The human resources sector, which refers mainly to the attitude, culture, aspira-
tions, skills, and behavior of the employees

From the above, it is clear that the different types of changes are interdependent, 
that is, a change in one type often also means a change in another type. This inter-
dependence does not come as surprise since—as previously mentioned—social 
organizations are open systems and changing one part often has repercussions for 
other parts of the organization.

5.2.3  �Is “Change” Different from “Innovation”?

By studying the relevant literature, it is clear that attempts to quantify “change” 
have led researchers, on the one hand, to correlate it with terms such as “innova-
tion,” “development,” and “reform” and, on the other hand, to produce negative 
results such as delays, inconvenience, and regression (Iordanides, 2006).

Concentrating our interest on analyses of the terms “change” and “innovation,” 
we may note the following:

As we have seen in the previous section, “change” is defined as the transition 
from a given state of things to a different state. Organizational change is regarded as 
the adoption of a new idea or behavior from a typical organization (Pierce & 
Delbecg, 1977).

On the other hand, the term ‘innovation’ is regarded as a constant need to change 
(Daft, 2007) “such as the adoption of an idea or behavior new to the industry, mar-
ket or to the general environment in which the organism belongs” (Daft, 2004, 
p. 444).

Furthermore, researchers such as Russell and Russell (1992) claim that “innova-
tion is a procedure of change of one or more elements of the organization, which is 
completed at the initiative of its members and aims to confront problematic situa-
tions, connected directly to the particularities of the specific organization and the 
environment in which it operates. Therefore, any changes imposed on the organiza-
tion by external factors (e.g. the adoption of regulations by the State) are not part of 
its innovative action, since they have not been developed through the organization 
members’ initiative and do not take into consideration the organization’s special-
ties…” (cited by Giannakaki, 2005, p. 245).
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Though the term “innovation”1 implies change, it does however differ from that 
of “change” since the former refers to any new or varied activity in an organization 
conducted on the initiative of its members.

Based on the above, we may say that “change” and “innovation” are not identi-
cal terms.

5.3  �Reasons for Change

If an organization such as a health-care unit desires to achieve a sustainable perfor-
mance, then monitoring its external environment and adjusting to its requirements 
is the only way toward efficiency and development. However, an organization’s 
external environment is not the only one that is dynamic. An organization’s internal 
environment is also dynamic and may provide the driver for change.

External factors causing change usually come from:

•	 The political/legislative sector. Changes in legislation that govern the way health-
care services are provided may be a reason for change.

•	 The economic sector. For instance, if there is a cut in the budget of the health-
care sector due to a budget deficit in the national economy, it becomes necessary 
to initiate a series of changes in the way the country’s health-care units are run, 
so as to compensate (e.g., reduce, or even cancel, orders for new equipment).

•	 The technological sector. Advances in technology allow organizations to improve 
their support infrastructure so as to increase their capacity to serve their clients/
customers/patients.

Internal factors that cause change are the following (Papadakis, 2009; 
Zavlanos, 1998):

•	 The structure of an organization’s systems. The existence of subsystems creates 
a complexity in a health-care unit which does not allow the organization to func-
tion with a stable balance. Indeed, the way an organization is structured plays a 
big part in how it will achieve its targets and establish a balance in its internal 
relations and interactions.

•	 The human factor. A change in the upper managerial levels of an organization 
may bring a change in its culture and orientation and so may bring about changes 
in personnel and/or procedures.

1 Relevant to the term “innovation” is the term “strategic innovation” and to one view (Papadakis, 
2009) is considered as “the discovery of a new way of conducting business activities which not 
only differs significantly from tradition but also is in conflict with it” (p. 224). It should be noted 
that strategic innovation does not refer necessarily to an important innovation but rather to an 
innovation within the framework of an organization’s strategy. Strategic innovation falls into two 
categories: the routine unattractive elements of labor—usually with a low profit margin—and the 
new developments of labor (Christensen, Raynor, & Anthony, 2003).
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According to the systemic approach, an organization (a health-care unit in our 
case) is an open system, i.e., it consists of a number of interrelated elements that are 
interactive and cooperate so as to achieve the organization’s targets. Within this 
framework the organization is in direct contact with its environment and has a 
mechanism of control that continuously monitors the nature and the quantity of 
inputs and outputs.

5.3.1  �Resistance to Change

Although change is indeed part and parcel of an organization, most of the time its 
members resist it. No matter the type of change, whether gradual or radical, specific 
or strategic, it causes certain reactions. Among these, according to the relevant lit-
erature (Papadakis, 2009; Papalexandri & Bouradas, 2003; Williams & Johnson, 
2004; Zavlanos, 1998), the most significant and common reasons for resisting 
change are the following:

At an individual level: At this level, the reasons for resisting change have their 
origin in basic human characteristics, the most important of which are the following 
(Bouradas, 2001; Nadler, 1983; Williams & Johnson, 2004; Zavlanos, 1998):

•	 The fear of the unknown. Given that each change leads to a new set of circum-
stances, it is reasonable for people to have difficulty in comprehending what the 
consequences resulting from that change might be. Change gives people a feel-
ing of insecurity which in turn provokes a feeling of fear that makes people resist 
change. It should be noted here that certain changes, such as a raise in salaries or 
a reduction in working hours, may not trigger any resistance among organiza-
tional members if they consider those changes to be beneficial for them.

•	 The fear of losing established rights. Any established rights that could be put at 
risk with the introduction of a change will draw resistance from the organiza-
tion’s members. Indeed, any changes in the established rights of people require 
a certain amount of time for staff to be convinced that those changes are benefi-
cial and then accept them. After all, their existing rights would have been accu-
mulatively earned by staff and so they would not be willing to surrender them 
easily.

•	 Habit. Human beings are creatures of habit and have a tendency to resist change 
simply because they have been used to conducting their work in a certain way 
and any change could potentially disrupt the status quo. For instance, changing 
the working schedule of medical/nursing staff, even for a valid reason, may 
invoke a defiant, uncooperative response.

•	 The loss of control. Individuals may react badly to change because they fear that 
this change may restrict their freedom to carry out their work as they would like.

•	 The fear of an increased workload. Individuals most often react to change when 
they fear that this change will bring extra work.
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At a group level: Factors that may provoke resistance to change are the following 
(Katz & Kahn, 1978; Papadakis, 2009; Saitis & Saiti, 2018, p. 49):

•	 The organization’s structure
•	 Adjustment in functionality such as a change in the evaluation system
•	 The inaction of the team
•	 The organization’s culture
•	 A threat to employees’ degree of autonomy
•	 The reallocation of resources

From the above, it is clear that the organizational climate and the bonds among 
the organization members are crucially important and significantly influence strate-
gic issues. Despite any initial resistance, people will ultimately accept the changes 
if they feel reassured by, and trust for, their managers. Leaders should have a deep 
understanding of the feelings, needs, and visions of the organization members. In 
order for this to happen, members should be allowed to express their feelings and be 
provided with the appropriate channels to do so. Hence, the right balance is essen-
tial. Only when trust, commitment, and collective responsibility are evident within 
an organization will it be able to move forward toward a sustainable future.

5.3.2  �Confrontation of Change

As has already been mentioned, people react positively to changes that, up to a 
point, seem reasonable. When the reaction of an organization’s members is nega-
tive, i.e., when change is resisted, there are some managerial methods that can be 
used in order to neutralize such a reaction (Dubrin, 2009; Hytiris, 2006; 
Kanellopoulos, 1995; Papalexandri & Bouradas, 2003; Zavlanos, 1998). The basic 
approaches for tackling resistance to change are given here:

•	 Communicate scheduled changes that are essential/advantageous. One way to 
reduce any resistance is to communicate to staff members why a planned change 
is essential and/or advantageous. Certainly, introducing even minor changes 
without justifying them only causes anxiety and confusion among employees 
and gives them reason to resist.

•	 Gradually implement the change. Given that any change imposed suddenly 
induces a fear of the unknown, implementing it gradually can allay this fear, as 
the organization’s management has the opportunity to prepare employees, 
through effective communication channels and training, to develop new skills 
and behaviors so as to accept the proposed change.

•	 Provide effective and comprehensive information. This method consists of the 
managing directors of the organization systematically informing (e.g., through 
conferences, speeches, etc.) all relevant stakeholders about the content of the 
strategic plan. In this way, organization members can get familiar with the pur-
pose it serves and what the organization stands to gain from it. In order for the 
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information approach to be positive, organizations should have the right to 
express their objections. This helps to create a good organizational environment 
in which employees feel they have a say in matters concerning their work.

•	 Allow employees to participate in the change’s design. Employee involvement in 
drawing up the plan for change facilitates their commitment to actively support-
ing it, simply because they know that this plan is the result of their views. We 
note that this method requires the participation of employee representatives in 
committees at all managerial levels. However, the degree of participation in the 
planning of change for each group of employees depends on the activities of each 
project.

•	 Train employees appropriately. By providing employees with the knowledge and 
skills that a given change requires, they are more likely to accept that change, as 
they would better understand its content and benefits and, most importantly, 
develop the attitudes and behaviors that the new state of affairs requires.

•	 Negotiate with the actors of change. When a change has negative consequences 
for the employees, a negotiation technique is imperative (Papalexandri & 
Bouradas, 2003, p. 427). This is because two-way communication helps to better 
understand the potential difficulties that come with change and thus reduce some 
of the frequent concerns that employees have.

•	 Exercise authority. In this approach, the organization’s management uses a 
heavy-handed approach to deal with negative reactions: they reduce the likeli-
hood of employees’ resistance with threats (e.g., loss of position/promotion, 
etc.). This approach can sway employees’ initial reactions, but their resentment 
remains and tends to manifest itself as a type of latent resistance that can cause 
serious operational problems for the organization in the long term. For this rea-
son, this coercive method should only be used in moments of serious crisis (e.g., 
an immediate remedial action needed to counter sudden developments that 
threaten the organization’s very existence).

In summary, if we accept that any change (however insignificant) proposed by an 
organization is to be met with a certain degree of resistance, then the management 
of that organization should aim to reduce it after a careful analysis of the resisting 
elements/forces. Ideally, the first five approaches to coping with change should be 
used, while the latter two should be used only in particularly difficult situations.

5.4  �Process of Change

By studying the relevant literature (Dubrin, 2009; Μitchell, Dowling, Kabanoff, & 
Larson, 1992; Papadakis, 2009; Papalexandri & Bouradas, 2003), evidently there is 
no commonly accepted model for the process of change in organizations. This lack 
of agreement is likely to lie in the fact that the nature of change is different from 
organization to organization but also from situation to situation (Papadakis, 2009). 
Clearly, this differentiation means that the process of change is not easy for an orga-
nization’s management to deal with.
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Despite the obvious difficulties, certain steps are needed for an organization to 
introduce any form of change. Μitchell et al. (1992, pp. 524–528) have identified 
them to be the following:

•	 Recognize the problem: The process of change begins by recognizing the prob-
lem. Here, “problem” refers to the difference between the desired situation and 
the actual one. Based on this notion, an organization’s management should rec-
ognize and accurately record the critical factors that make up the organization’s 
problematic situation. In a situation where a health-care unit is (for example) 
observing the frequent absences of health-care personnel or conflicts between 
patients and health-care employees, the manager should accurately capture the 
operational status of that unit. In our example, we note that, firstly, something is 
wrong in the health-care unit that prevents it from meeting the requirements of 
patients and generally from fulfilling its role and, secondly, that there is a prob-
lem which needs to be solved in a timely manner.

•	 Find the causes: At this stage, the relevant executives try to identify the causes 
that make the organization’s functioning problematic. In many instances this 
verification is done through the responsible manager’s personal observation but 
also through informal communication with the members of the organization. We 
note that, for complex problems, the causes are identified through systematic 
research using various methodological tools to collect information, such as a 
questionnaire (Likert, 1961; Hackmam & Oldham, 1980; Payne, 1993, 1995; 
Pearce & Robinson, 2011).

•	 Apply the change: After identifying the causes of a problem, the organization 
then goes on to establish the type of change and its means of implementation. At 
this stage the organization discerns whether or not a change is acceptable and can 
be implemented by its members. In order to effectively implement organizational 
change, researchers (Nadler, 1983; Payne, 1993, 1995; Pearce & Robinson, 
2011) have identified that the following elements should be in place:

	(a)	 Ensure there is a stimulating climate among the members of the organization 
who are called upon to implement each program of change. In the case of 
health-care units, administrators in a hospital should ensure that not only is 
the necessary legislative regulation in place to complete a change’s imple-
mentation but also that the members of the hospital community are commit-
ted, since the attitude of these members will determine the success or failure 
of the change undertaken. In addition, regarding the role of human resources 
in the implementation of change, Papadakis (2009) notes that “employees go 
through four consecutive stages for change to materialize:

Refusal: employees refuse to believe that change is necessary and that it 
is going to be implemented.

Resistance: this is the individual or even collective efforts of employees 
to delay the change and persuade those who took the decision of 
applying the change that it is improper.

Exploration: employees experiment with behaviors to see the effective-
ness of the promising effects of change.
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Commitment: the change is accepted and ‘embraced’ by employees” 
(p. 185).

	(b)	 Ensure that the direction of the transition state is controlled both during and 
after the change. More analytically, during the transition from a state A to a 
state B, an organization goes through varying degrees of disorder, depending 
on the type of change being undertaken. In practice, this implies that a num-
ber of problems can arise that prevent the organization’s proper functioning 
and make it difficult to integrate the change. These problems can be over-
come, as long as the change is carefully planned from the beginning and the 
necessary assets (such as time and resources) are allocated by the manage-
ment of the organization to facilitate the transition from the existing state to 
the desired one.

	(c)	 Guide the political dynamics of the organization so as to facilitate the pro-
gram for change, since in many cases the process is hindered in various ways 
by the members of the organization.

•	 Evaluate the final outcome of the change: The final stage in the process of change 
is to evaluate the results of the activities that have been implemented to bring 
about the change. At this stage, the relevant managing directors examine, on the 
basis of (qualitative) criteria, whether the desired state has actually been reached, 
i.e., whether the process has provided a satisfactory solution to the organization’s 
initial problem.

5.5  �Introduction to Models for Change

From the above, it becomes clear that, first, in all modern organizations the planning 
and programming of change is the responsibility of the supreme administration and, 
second, any form of change follows a certain process. According to the relevant 
literature (Dubrin, 1997, 2009; Carnall, 2007; Kotter, 2012; Lewin, 1951; Μitchell 
et  al., 1992; Papadakis, 2009; Papalexandri & Bouradas, 2003; Zavlanos, 1998), 
there are different models for planning the process of change. This means that a 
given strategic change is not subject to a particular model of administration 
(Papadakis, 2009). Instead, each organization applies the model that, at the discre-
tion of management, fits the organization. Nevertheless, we will mention briefly two 
well-known models relating to the introduction of change, namely, the model of 
K. Lewin and the eight steps model of J. Kotter.

5.5.1  �The Model of K. Lewin

Psychologist Lewin (1951) claimed that a change goes through three stages: defrost-
ing, change, and re-defrosting.
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The first step provides the stimulus for the organization members to feel the need 
for change. This is a crucial stage since the introduction of a change usually requires 
the members to let go of old habits and be willing to try out new ones. However, a 
change in habit cannot be imposed. In order to overcome this, management should 
motivate and properly inform employees about the benefits they will derive from the 
changes, answer their questions, and enable them to participate in those changes. 
This stage demonstrates that it is very difficult to achieve a change without the 
readiness and involvement of the organization members.

In the second step, the change takes place by applying a method. The new set of 
circumstances will require new values/attitudes/procedures/etc. to be adopted and 
this calls for a meaningful two-way communication between all organization mem-
bers. Furthermore, Lewin claimed that “instead of a one-way flow of orders or 
advice, the person applying the change should make proposals. Changes should 
encourage contribution and participation” (cited by Dubrin, 2009, p. 283).

Finally, in the third stage change involves standardization whereby the stability 
of the new set of circumstances is ensured (through new knowledge, skills, behav-
iors, etc.). Since a change takes a certain amount of time to consolidate, the organi-
zation’s management needs to highlight the goals that have been achieved, publicly 
reward all those who have contributed to making it happen, and also positively 
address any difficulties.

5.5.2  �The Eight Steps Model of J. Kotter

In order for an organization to successfully change, Professor Kotter (2001) argues 
that it should follow a process of eight steps which are the following.

Create a Sense of Necessity  First of all, the management should create a sense that 
a change in the organization is needed, simply because the lack of this sense makes 
it difficult for the group to “have enough power and credibility to direct the effort or 
to persuade key people to devote the time needed to create and convey a vision of 
change” (Kotter, 2001, p. 51). Besides, we should not forget that, without a substan-
tial number of organization members “who will feel the necessity for this venture, 
the momentum for the change will probably be blown away well before the finish 
line. People will find thousands of intelligent ways not to cooperate in a process that 
they consider is not necessary or follows a wrong course” (Kotter, 2001, p. 52).

Create a Guidance Group  As mentioned above, major changes are complex mana-
gerial challenges and are implemented with great difficulty. Within this framework, 
Kotter (2001) emphasizes that “because major changes are very difficult to achieve, 
a powerful force is needed to support the process. No one, even a powerful CEO, 
will ever be able to develop the right vision, transmit it to many people, eliminate all 
the major obstacles, create short-term improvements, direct and manage dozens of 
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change programs, and integrate new methods in the philosophy of the organization. 
There is always a strong leadership coalition, a coalition [heading] in the right 
direction, with the right degree of trust and a common goal. The formation of such 
a group is always a key part of the first phases of any effort to restructure, design or 
re-design a series of strategies” (p. 67).

Create a Clear Vision and Strategy  This stage involves the formation of a clear 
vision and strategy, because in a process of change, a good vision helps to clarify the 
general direction of change, motivates the organization members to take actions that 
lead in the right direction, and helps to coordinate the actions of different people. 
Moreover, as Kotter (2001) argues, “the creation of a vision and strategy is a major 
investment in creating a better future” (p. 99).

Disseminate the Vision of Change  Once the vision has been established, the group 
should, through bilateral communication, spread the vision and strategy to all mem-
bers of the organization, so as to convince them of the necessity for, and the benefits 
of, change. As stated by Kotter (2001), “the true power of a vision is only released 
when most of those involved in an organization understand its goals and the direc-
tion it leads” (p. 100).

Expand the Level of Participation in the Change  By this stage the change team 
should have overcome obstacles (e.g., inflexible structures, lack of skills) and resis-
tances and should then encourage a significant number of organization members to 
participate in the changes. All these actions aim at empowering employees and help 
to create a positive climate in the organization.

Achieve Short-Term Results  After opening up the level of participation in change, 
the change team should focus on any short-term results in order to consolidate the 
cooperation of the members in order to continue their efforts toward the vision. In 
other words, short-term results help stimulate the personnel and reinforce the ben-
efits of the change (Papadakis, 2009).

Consolidate Successes and Promote Further Changes  Achieving short-term 
results should not be a reason for disrupting the transformation process. Instead, the 
change group using these results as arguments should push forward new changes. 
Certainly, we should not forget that change is not only a plan of action but a philoso-
phy of continuous organizational improvement.

Incorporate New Approaches into the Organization’s Culture  In the last stage, 
the change team should incorporate the changes as part of the culture of the organi-
zation so as to ensure that it will not return to its previous state.
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5.6  �Why Changes Fail in Organizations

We have mentioned above that adjusting to the external environmental develop-
ments is imperative. Despite the importance of change, it is very difficult to get 
organizations to do so and many attempts to implement change result in failure. In 
view of these thoughts, the following question arises: Why do organizations’ 
attempts to change often fail? According to Kotter (2001), such failures are due to 
the following mistakes:

	1.	 Self-indulgence. Indeed, when the top management of an organization (e.g., a 
hospital manager) tries to impress subordinates by changing important aspects 
within the organization, without adequately preparing the managers and staff 
members, it is a huge mistake. For Kotter (2001), “this error is fatal, because 
transformations cannot achieve their goals when there is great self-indulgence” 
(p. 20).

	2.	 The inability to create an adequately strong ruling coalition. As has already been 
mentioned, significant changes take place when supported by the majority of the 
organization members. Based on this, we may support the view that in organiza-
tions that introduce significant changes without creating a strong leadership 
coalition, it is very difficult (if not impossible) to acquire the “power needed to 
overcome often too great sources of inertia” (Kotter, 2001, p. 23).

	3.	 Underestimating the power of the vision. While an overwhelming character and 
strong leadership are necessary conditions, they alone are not capable of bring-
ing about a major change. There still needs to be a comprehensible vision. As 
Kotter (2001) argues, if there is no vision to guide decision-making, any choice 
faced by organization members may “evolve into an endless debate. The most 
important decisions can create intense controversy that drains energy and 
destroys morale. Minor tactical choices can dominate discussions and valuable 
time be spent on them” (p. 25).

	4.	 Transmitting the vision in the wrong way. In the relevant literature such as Kotter 
(2001), it is argued that “people do not sacrifice, even when they are dissatisfied 
with the current situation, unless they believe that the potential benefits of change 
are attractive and only if they really believe that it is possible to achieve some 
transformation. If you do not convey the vision convincingly and the extent to 
which you need it, you will never feel the heart and the spirit of the members of 
an organization” (p. 25).

	5.	 The inappropriate handling of obstacles. As mentioned above, the implementa-
tion of a major change requires action by the majority of the members of the 
organization on the basis of the vision. However, the willful action of these mem-
bers is often undermined by huge obstacles in the process of change. For exam-
ple, strictly defined work tasks are likely to undermine their efforts to implement 
the change.

	6.	 The nonrecognition of short-term results. Although the implementation of a 
change demands sufficient time, however, an organization’s management makes 
a critical mistake when it does not recognize short-term achievements. In this 
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way many organization members abandon their efforts or ally themselves with 
those initially reacting negatively toward the transformation.

	7.	 Celebrating success prematurely. According to Kotter (2001), it is not bad for an 
organization’s management to celebrate a success, but it is a terrible mistake to 
suggest that most of the transformation has taken place. This is because it prema-
turely stops “every momentum, and then overwhelms powerful forces that have 
to do with tradition (maintenance)” (p. 29).

	8.	 Failing to correctly incorporate changes into the philosophy2 of the organiza-
tion. In order for the organizational transformation to be successful, individual 
changes should be integrated into the culture and functionality of the organiza-
tion. Otherwise, if there is no such integration, “there is always the risk of a 
devaluation of change as soon as the pressures associated with the effort for 
change are stopped” (Kotter, 2001, p. 30).

From the above, it becomes clear that organizational changes are a complex and 
difficult process and therefore there is a risk that some mistakes will be made. 
However, a capable management can significantly reduce the number of mistakes 
because, as we will see in the next subsection, it has the ability to point out in a 
timely manner the causes of any resistance to the necessary changes and to follow 
strategies that can overcome any catastrophic inactivity. It should be noted that the 
responsibility for timely changes and for constantly improving all elements (e.g., 
structures, technology, procedures, etc.) is the responsibility of all managers at all 
hierarchical levels.

5.7  �Basic Elements for the Successful Implementation 
of Change in the Health-Care Sector

It is well known that Greece “has recently been going through the greatest possible 
fiscal crisis in its history. A crisis that [would have afflicted] Greece sooner or later, 
regardless of the global crisis, due to the essential lack of financial rules and proce-
dures” (Papadimitriou & Hatzigiannakis, 2010, p. 11). It is also reported in the lit-
erature that “effective changes are linked to a multi-phased process that creates a 
dynamic and activation to an extent that can overcome all sources of inertia” and 
“this process is effective only if it is implemented by high-quality leadership…” 
(Kotter, 2001, pp. 54–57). It is therefore useful to point out in this subsection the 
basic prerequisites for effective change in the field of education. Indeed, we must 

2 The term “philosophy” refers to the behavioral and common values of a group of individuals. The 
term “behavioral rules” refers to common or usual modes of action that one meets in a group and 
are imposed because the members of the group behave in a way that teaches these practices to the 
new members, rewarding those who belong and imposing sanctions on those who do not. Common 
values are the important interests and goals shared by most members of a group that tend to shape 
the behavior of the group and often prevail with the passage of time, even when the composition of 
the group changes (Kotter, 2001, pp. 160–161).
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not forget that “education has not only a social and cultural purpose but also an 
economic value, since its contribution to increasing labor productivity and produc-
tion is important” (Saiti, 2013).

In order for a change in an educational system to take place, a senior manager 
will decide upon a strategic change (e.g., upon the evaluation of an educational proj-
ect), others will develop implementation programs, and yet others in the organiza-
tion will actually implement those programs. Similarly, the planning, programming, 
and implementing of a change in the health-care sector is the result of a system of 
roles and responsibilities assumed by members of the hospital community who are 
the carriers of the intended change. The success of this change depends on how 
teams or change actors carry out their roles. In particular, the key elements that can 
contribute to the success of a change in the health-care sector are the following.

Existence of High-Quality Leadership  An extremely significant element in intro-
ducing a change is the quality of the leadership that, according to Kotter (2001), 
determines what the organization’s future should be, guides the members toward 
this vision, and inspires them to make it happen. In practice, the organization leader 
has to understand the problems thoroughly, have ideas, and propose changes with a 
clearer understanding of the ideological context within which these changes will 
take place.

An idea is a new way to improve something in the organization. It can be some-
thing general (such as a vision or a new image for a hospital/health-care unit) or 
something specific, such as a particular improvement in the health-care services 
provided. Ideas generally have no hope if there is no sense of urgency regarding 
change. Despite clear difficulties, a leader of change can overcome any negative 
reactions by creating a sense of urgency while ensuring that the members of the 
organization understand the need for the change. Thus, a leader is a person who 
develops the vision as well as the strategies for creating any changes required to 
achieve this vision, orientates people toward the vision, transmits in words and 
actions the direction to be followed by all organizational members whose coopera-
tion may be needed, and enables the channels by which any obstacles (bureaucratic, 
organizational, etc.) may be overcome, though the satisfaction of basic human needs 
are often not met in this process (Kotter, 2001).

On the other hand, when the head of a large organization, e.g., a hospital man-
ager, along with his colleagues, decides on a number of changes and then demands 
a proxy for the entire hospital community to accept them, then such an effort will 
lead to failure for at least two reasons: first, because there was no substantial partici-
pation of the hospital staff in the decision-making process and, second, because 
changes in a hospital tend to be implemented by a number of administrative and 
health-care staff and those who are in favor of such changes tend to be fewer than 
those who are opposed. Hence, it is important for the hospital leadership to realize 
that this way of formulating hospital policy is completely inadequate for the current 
climate of dependence and interdependence. If the attitude and philosophy of this 
policy does not change, the consequences will undoubtedly be detrimental to the 
social and economic development of the hospital. Additionally, each manager 
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should accept the fact that any changes cannot be implemented overnight. There 
must be a firm shift in strategy toward a more practical and sustainable philosophy 
whereby all the components and subsystems of the system are continually improved. 
In other words, it is very difficult to impose changes even if nowadays these altera-
tions are mandatory for improving the health-care services provided.

From the above, it becomes evident that the effective implementation of a change 
in the health-care sector requires the pursuit of quality leadership, and such a form 
of leadership can, through an appropriate strategy and lines of action, overcome the 
many sources of potential inertia and resistance within the hospital community.

Establish a Strong Leadership Team for Change  A health-care system is very 
large and complex and cannot be transformed by just one leader, however good they 
are at their job. They need to be supported by many in order to perform their mana-
gerial duties effectively. In reality, many managers in health care rely on the estab-
lishment of a strong leadership group to manage change, consisting of “distinguished” 
scientists of various disciplines and health-care professionals. This is because (a) 
health care is a sensitive area of social life and (b) the political landscape (at least 
in democratic countries) must be able to adapt to changes in the way the country is 
governed. The composition of this group should go beyond traditional political 
party boundaries and its members must have the authority to be able to make criti-
cal decisions following an extensive research study and be able to transform an idea 
for ​​change into action plans. Any recommendations from the above group tend to 
be more easily adopted by the community in the health-care sector because the 
whole effort is carried out on a scientific and interparty basis and, most importantly, 
minimizes the “political cost” for government and possible exploitation by the 
opposition.

As part of its activities, this leadership group for change should:

•	 Act thoroughly and effectively in conducting research on all health-care issues in 
order to identify the real weaknesses and shortcomings of the training units. 
Decision makers of changes in health care have to consider the fact that reform-
ing health-care policy is not an isolated organizational and administrative pro-
cess. On the contrary, it is part of wider structural changes taking place at the 
social level, and therefore a change in the health-care sector must be based on a 
systemic approach in the sense that the success of this change requires the align-
ment, harmony, and synchronization of the various health-care system elements 
(Papalexandri & Bouradas, 2003).

•	 Create a communication network for at least three purposes: First, to widely 
disseminate the content of the change in an accurate and clear way to the health-
care community in order to create a meaningful dialogue between the members 
of the team and the medical and nursing staff and patients, developing arguments 
for the benefits of change, responding to reactions, and dealing with practical 
issues to help facilitate the change. Second, in order to effectively organize the 
process of applying change during the implementation phase, that is, to define in 
the lower hierarchical levels of management what exactly needs to be done, how 
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it is to be done, when it should be done, and who should do it. In summary, the 
members of the above leadership group should use every possible means to com-
municate more effectively the vision and strategies that it will support. The goal 
is to convince the majority of the community in the health-care sector about the 
necessity and benefits of a given change. Third, to have the team members’ con-
tinuous feedback on the progress made and on the outcomes of implementing the 
prescribed action programs so that they could then take any corrective measures 
necessary.

•	 Make the best possible effort to change employees’ attitudes regarding the issue 
of change. This is because the existence of a positive organizational culture is a 
key component in achieving common decisions or shared values ​​that are also 
shared or accepted by the central health-care administration and the majority of 
health-care practitioners. Furthermore, it is argued (Papoulias, 2002) that the 
culture of a (health-care) organization is directly linked to possible changes 
which:

–– Have emotional and psychological consequences because they intend to alter 
situations and human relationships that have existed for many years

–– Are difficult because they require new efforts to change cognitive objects, a 
new sense of participation, and new commitments

–– Have a personal effect on individuals as they may change working conditions, 
the salaries of staff, etc.

Therefore, the members of the leadership team need to acknowledge the impor-
tance of the organization’s culture in shaping and implementing changes in the 
health-care sector. They should create a climate of dialogue, free expression, cre-
ative criticism, and disagreement and, most importantly, reward the original and 
creative ideas of the members of the health-care community. Also, they should not 
forget that in the area of health care there are no magic recipes, nor does the health-
care sector suddenly change with laws and regulatory decisions, but with a change 
of consciousness and attitude. There is no significant change with a long-term 
health-care perspective if there is no change in attitudes, if the staff of health-care 
units are not convinced of their benefits.

Constant Administrative and Financial Support  We need to move step by step 
on the basis of a long-term well-designed strategy. The effectiveness or implemen-
tation of changes in health care primarily involves a steady effort and ongoing man-
agerial support from the upper managerial levels.

In addition to managerial support, the effective implementation of a change also 
requires the provision of the necessary funds, because without financial support, the 
change remains nothing more than a gesture.

Summarizing the above, we may say that a significant change in the area of 
health care should not be treated periodically but as a long-term strategy, the success 
of which depends on organizational support, the design of an appropriate model, the 
mood/attitude of the members of the health-care community, financial support, and, 
of course, the abilities and experiences of the decision makers involved in any given 
change in the health-care sector.
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Chapter 6
Total Quality Management  
and Health-Care Sector

Key Concepts
	1.	 Customer diversity makes it difficult for hospitals to operate, because the needs 

and attitudes of different clients do not always coincide.
	2.	 Since one of the main objectives of TQM is client satisfaction, an organization 

should listen to, and address in a prompt and fair manner, the demands of all 
parties.

	3.	 Achieving quality in health care is a matter for all the actors in the health-care 
process (e.g., doctors, patients, etc.) whereby each in turn should ensure that 
treatment needs are administered effectively and efficiently.

	4.	 The benefits that can be derived by applying the basic principles of TQM to 
health-care organizations are significant and many.

	5.	 Sustainability and TQM have a common goal, namely, to satisfy patient needs, and 
so the two are connected. Hence, a health-care unit should be patient-centered.

6.1  �Introduction

Historically, the research for quality has been a significant topic since ancient times, 
but the focus on the quality of products and services is a phenomenon that has begun 
to take on huge proportions since the 1950s.

In the world of health-care reality, quality implies the right provision of what 
each patient needs, according to his needs at the appropriate time, in the appropriate 
way, ensuring the best possible result (Desai, 2011; Kamra, Singh, & Kumar De, 
2016; Papavasiliou, 2018; Talib, Rahman, & Azam, 2011; Verma & Khandelwal, 
2011). To do so, hospitals should be effective. Of course, the concept of “efficiency” 
of formal organizations, and thus of hospitals, is not completely disparate and there-
fore means different things for different people (Handy, 1981; Katz & Kahn, 1978; 
Zavlanos, 1998). It is a multidimensional concept that is linked to many factors, 
such as the best possible care for patients with the least cost, the working climate, 
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the professional satisfaction of the workers in the hospitals, etc. Nevertheless, in the 
relevant literature (Bouradas, 2005; Handy, 1981; Talib et  al., 2011; Verma & 
Khandelwal, 2011; Zavlanos, 1998, 2003; Zink, 2007), it is stated that an efficient 
organization, and therefore a hospital, is distinguished for:

•	 Its competent leadership
•	 Good working environment
•	 Employee satisfaction
•	 Appropriate education and training of all employees
•	 Adequate organizational support
•	 Clarity of roles and responsibilities of the members of the organization
•	 Effective use of resources

A managerial approach to the efficient operation of hospitals is the implementa-
tion of the total quality management (TQM), which was formulated in the middle of 
the last century. It is a modern management model that, on the basis of certain prin-
ciples, contributes to the efficient utilization of productive resources to achieve spe-
cific goals of the organization (Bouradas, 2001; Creech, 1994; Deming, 1986; 
Mullins, 2010). As we will see later, the TQM adapts to continual change and relies 
on active mobilization of all members to improve the quality and effectiveness of 
the organization (Lee, Doi, Tan, & Chong, 2010; Tahir, Nawaz, Butt, & Mahmood, 
2012; Talib, 2013; Talib & Rahman, 2010).

6.2  �Understanding the Concepts of “Customer” 
and “Quality”

The clarification of the terms “customer” and “quality” was considered necessary 
because they are the central concepts of total quality management in this chapter.

6.2.1  �What Does “Customers” Mean

Today the modern management mind of an organization emphasizes and prioritizes 
customer needs. But what is a customer?

There are many definitions to determine the meaning of “customer.” In one view 
(Juran, 1988; Mishra, 1995), this term includes all members that are affected by the 
processes and products (or services) of an organization. In another view (Edosomwan, 
1993; Mullins, 2010), a client means every person or group of people who are on a 
receiving end of the completion of a job or task. These definitions suggest that 
employees are also customers since they also accept products or services from other 
departments or other members of an organization. Therefore, we can argue that the 
customers of an organization (depending on their location) are either in an internal 
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organizational environment (employees) or in an external organizational environ-
ment (final recipients). As a result they can be divided into two categories: internal 
and external customers (Bourada, 2007; Crawford & Shutler, 1999; Sahney, Banwet, 
& Karunes, 2004; Zavlanos, 2003). In particular, an external client means any per-
son who is the ultimate recipient of an integrated product or service of an organiza-
tion. There are, therefore, individuals who are not part of an organization but are 
still affected by its products or services. It is about serving people outside the orga-
nization (Crawford & Shutler, 1999; Creech, 1994; Deming, 1986; Desai, 2011; 
Mullins, 2010; Powell, 1995; Saha & Theingi, 2009; Saiti, 2012; Zavlanos, 2003).

Consequently, every employee of an organization who receives products or ser-
vices from suppliers within that organization (Ruckert & Walker, 1987, p. 2) is per-
ceived as internal customer. Therefore, each organization consists of a set of 
interdependent units (or employees), each of which receives inputs from the previ-
ous one and supplies the next internal or external customer (Edvardsson, Thomasson, 
& Ovretveit, 1994, p. 21; Evans & Dean, 1999, p. 31; Logothetis, 1992, p. 16; Mills 
& Ungson, 2001). This creates the chain customer-suppliers where the external cus-
tomer becomes the last link in the chain (Crosby, 1991, p. 11; Rampersad, 2001, 
p. 342; Williams & Johnson, 2004).

Carrying the above considerations into the sphere of hospitals (and any health-
care organization), the term “customer” includes end users, users of products, and 
employees at all levels who participate in “production” and influence the quantity 
and quality of health-care services offered (Creech, 1994; Deming, 1986; Malamou, 
2016). Patients, for example, who are admitted to a hospital for health care are 
external customers, and individuals (doctors, nurses, administrative staff, etc.) 
working in the hospital are external customers.

Given that, (a) customer diversity makes it difficult for hospitals to operate, 
because the needs and attitudes of different clients are not always coincident, and 
(b) one of the main objectives of the TQM is the satisfaction of a client, so the orga-
nization should listen and face promptly and fairly the demands of all parties. To do 
this, it is necessary to develop an open communication system with all health-care-
related social actors (clients). Besides, we should not forget that contradictions in 
the health-care sector whether it’s in the form of strikes or other actions (e.g., occu-
pations) can be detrimental to all of us.

6.2.2  �Dimensions of the Term “Quality”

For the term “quality,” there isn’t an acceptable definition of what that term means 
since this can be conceived in many ways (Creech, 1994; Danos & Danos, 2009; 
Deming, 1986; Hytiris & Anninos, 2015; Kefis, 2005). In particular, some research-
ers consider quality as “activity that results in customer satisfaction” (Sallis, 2002, 
p. 12) and as “the group of attributes and attributes of a product” (Michos, 1994, 
p. 40) or link it “perfection” (Besterfield et al, 1995, p. 30) and “with a system of 
values, principles, standards and methods of action” (Kefis, 2005, p.  227). 
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Consequently, the concept of quality in the health-care sector is more complex than 
any other type of organization and has various approaches. Thus, researchers such 
as Chassin and Galvin (1998) consider the quality of health care as an extent of the 
health-care services for both individuals and populations, thereby increases the like-
lihood of desired health-care outcomes which is consistent with current professional 
knowledge. Similarly, Kronenfeld (2006) considers the quality of health-care ser-
vices as an extent of the services provided which increases the likelihood of desir-
able effects on a particular health-care problem and are in line with modern medical 
knowledge.

On one hand, the conceptual ambiguity of the word “quality” can be attributed to 
the fact that it is used in its “absolute” and in its “relative” meaning (Danos & 
Danos, 2009, p. 26) to describe products made with perfection without calculating 
the cost of production. This means that it is linked with value and important prod-
ucts that gives great satisfaction to the people who have these products (Mishra, 
1995). In other words, rarity and precision are two of the key attributes of quality as 
an absolute meaning. Based on this, we may say that in terms of health care, the 
term of quality has a purely “elitist” character directed at those hospitals that can 
economically choose it.

On the other hand (with “relative” meaning), qualitative elements are not neces-
sarily expensive or exclusive and luxurious as those of the “absolute” concept. They 
may be common and ordinary. In a hospital, for example, a hospital infrastructure 
and all health-care equipment related to substructure can only be qualitative if they 
are intended for their needs. These have to meet specifications and requirements of 
the “clients” (patients, doctors, nurses, etc.).

According to the above, the broadness of the term “quality” actually creates con-
fusion as it implies different things to different people. But how can we understand 
the true meaning of quality through different and often opposing views?

There are three main approaches in this direction (Creech, 1994; Murgatroyd & 
Morgan, 1993):

	(a)	 Quality assurance. Historically, this approach is the oldest and refers to stan-
dards, appropriate methods, and requirements set out by a specific panel and 
accompanied by a process of monitoring and evaluation. In the case of the 
health-care services, quality can be achieved through control (inspection) and 
evaluation. The patient health-care system, for example, can be considered as a 
“way of ensuring quality.” Take, for example, a patient who is admitted into a 
public health-care institution undergoes the necessary treatment and remains 
there until the patient has recovered demonstrates to a certain extent the quality 
of health care provided in a national health-care system. The quality work of a 
doctor may also be evaluated by his or her immediate supervisor or a commit-
tee, according to the clinical results of the patients and always in relation to their 
disease(s). The same can be said of the administration in health-care institu-
tions, which complies with the institutional framework and determines the time, 
the way, the resources, and the kind of action needed in the health-care unit. The 
Care Quality Commission (CQC), who are health-care inspectors, undertake a 
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check to whether or not the above conditions are met during the day-to-day 
operation of the hospital.

In this quality process, the standards are exclusively set by a central managerial 
team, are evaluated by objective criteria, and are presented as a set of requirements 
that the hospital should satisfy. Moreover, the input from direct health-care provid-
ers (doctors, patients, nursing staff, and administrators) is very important and valu-
able toward the improvement of how the national health-care system should 
function.

	(b)	 Contract conference quality. In this method the quality standards are predeter-
mined by agreement and are applied in various ways. What distinguishes the 
two above quality approaches is that in the second case (quality modulation) the 
terms and standards are made “internally” by a person or persons who will take 
over and not by “specialists.”

Here the quality of the project is assessed on the basis of whether and how well 
the tasks have been performed. Key features of this approach are the following:

•	 Agreements are better negotiable when they are written and clear and when 
agreement is reached before the evaluation begins.

•	 Agreements are made “internally,” i.e., within the organization and concern only 
those who will work.

•	 Evaluation is done on a continuous basis rather than through an audit.

However, the above approach makes the hospital (and any health-care organiza-
tion) a “closed” system because the specifications of the agreed quality do not take 
account of any social and scientific developments in the international community.

	(c)	 Customer-driven quality. This type of job quality refers to those who are to 
receive a service and clarify their expectations in advance. In the case of health 
care, this means that the quality of health care should be determined by the 
direct factors of the health-care process, i.e., doctors, nurses, patients, etc.

Certainly, many patients’ views or requirements may be characterized as “sub-
jective”; however, there are cases where their opinion should be taken into account 
when designing the national health-care system (Hendriks, Vrielink, Smets, & De 
Haes, 2001). The decision, for example, of how a narcotic drug recovery program 
will be developed and implemented should be a result of a real dialogue between the 
hospital management, doctors, nurses, and the representatives of patients and rela-
tives, so that the content, duration, and manner of presentation of this program are 
acceptable to all stakeholders (customers).

From what we have mentioned so far, we may say that none of the approaches 
mentioned above necessarily implies quality while reducing costs. Therefore, the 
achievement of quality in health care is a matter for all the actors in the health-care 
process (e.g., doctors, patients, etc.) where everyone in turn should ensure that treat-
ment demands should be completed in the best way. It should be based not only on 
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quality assurance but also on the formulation of an agreement and to meet the needs 
of all “customers” so that the final “health-care product” has their full approval and 
meets the quality requirements they have set.

6.3  �Approach to Total Quality Management (TQM)

6.3.1  �The Meaning and Importance of TQM in Health 
Services

The rapid development of technology and the increase in competitiveness within the 
postindustrial society lead to an ever-increasing demand for quality improvement. 
Quality improvement of products or services is considered necessary because qual-
ity is linked to both the satisfaction and the survival of the organization. To make it 
clearer, when an organization achieves a better quality of its produced products at 
the least cost, we may claim that this organization is competitive because it is given 
the opportunity to offer better and cheaper goods to the market.

Quality improvement is not only about private businesses but any kind of orga-
nized human activity. Whether the organization is a car manufacturing company, a 
ministry, or a hospital, everyone can get involved in a re-evaluation of working 
methods and the changes that will help to improve the product or service produced. 
Of course, improving the quality and, by extension, the competitiveness of an orga-
nization’s products or services is not a matter of the “luck” factor. Instead, it requires 
a program that will be developed and implemented by the organizational manage-
ment. Among the various approaches on how to improve the quality of a product or 
service is total quality management (TQM).

Overall quality ideas were made in the USA by the American Quality Researcher 
Dr. W. Edwards Deming and Professor Joseph Juran in the late twentieth century. 
Deming’s philosophy for TQM is known as Deming’s triangle and is based on three 
fundamental principles (Crawford & Shutler, 1999; Deming, 1986; Logothetis, 
1992; Mullins, 2010; Powell, 1995):

•	 Commitment of management to improvement, since management is responsible 
for the organizational competitiveness.

•	 Application of statistical methodology, since statistical theory is the only way to 
deal with dispersion, uncertainty, and its different causes. Continuous improve-
ment means a lasting solution to this problem.

•	 Improving internal relationships, since good interpersonal relationships between 
employees contribute significantly to productivity growth.

On the other hand, J.  Juran’s theory of quality is based on the homonymous 
“quality trilogy” which includes three basic processes (Juran, 1988):

•	 Quality planning
•	 Quality control
•	 Quality improvement
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All the other researchers on TQM such as Ph. Crosby, A.  Feigenbaum, 
K.  Ishikawa, C. Taguchi, etc. were based on the ideas, values, and principles of 
Deming and Juran so as to develop and propose the theory of total quality manage-
ment (Creech, 1994; Deming, 1986; Dervitsiotis, 2001). The three main character-
istics of the TQM are:

•	 Commitment. This means the commitment of senior executives to constantly 
support every effort that contributes to quality assurance.

•	 Knowledge. This means continuous training of all parties involved in the process 
of qualitative research.

•	 Participation. This means the participation of all human resources in finding the 
problems, plus proposals for targeting and solving the problem (Kefis, 2005).

But What Is Total Quality Management?  In analyzing these three words we have:

•	 Total refers to the influence of the overall effort of employees in an organization 
(such as in a hospital) as well as all the activities (e.g., as health care, administra-
tion) undertaken by the specific health-care organization. In other words, the 
term “total” expresses the universality of the involvement of hospital staff in 
improving services (Papakostidi & Tsoukalas, 2012).

•	 Quality is the degree of perfection that a product or service (quality) can 
provide.

•	 Management is an art on how to handle and guide human resources to meet the 
goals of an organization.

From the foregoing analysis, it becomes clear that if it wants to improve the qual-
ity of a product, it will require a strategy that the organization’s leadership plans and 
implements. Only leadership can ensure that everyone in the organization works in 
a way that implies high-quality work and constant improvement. Proper leadership 
facilitates the work of others in order to achieve their goals and to meet or some-
times overcome their expectations.

But What Is the Difference Between Traditional Management and Total Quality 
Management?  The basic difference between the two approaches is how to achieve 
organizational goals. Thus, while in the traditional approach the focus is on the 
administration and its responsibilities and involvement, on cost and quality, it is on 
specification and control. In the case of the TQM, we have, respectively, priority in 
quality, continuous improvement of quality, and emphasis on prevention. We see, 
therefore, that quality within the TQM is different. It is not just another new idea, 
another initiative. Moreover, it is a methodology that helps organizations cope with 
the plethora of external pressures and problems they present.

In conclusion, total quality management can be defined as an integrated manage-
ment system that seeks to harmonize three basic parameters:

•	 Continuous improvement of the quality of the various groups of the 
organization

•	 Increasing the competitiveness of the organization
•	 Maximizing customers (internal and external)
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This means that it is a holistic approach that changes the culture and structure of 
the organization in order to achieve a total commitment to the quality of products or 
services (Kanji, 1996, p. 331).

Regarding the health-care organizations, the concept of TQM is considered as a 
set of principles that are the basis of continuous improvement and involves the 
implementation of quality methods by efficiently using human resources for con-
tinuous improvement of the provided health-care services. These are strategies that 
can guarantee quality, reduce costs, and increase general satisfaction. Therefore, the 
customer (patient) will gain trust through the continual improvements made in the 
health-care organizations (Malamou, 2016; Talib & Rahman, 2010; Tountas, 2003).

In summary, the importance of TQM in health-care services is that, on one hand, 
staff (doctors, nurses, administrative staff, etc.) in health-care organizations have a 
great responsibility for the effective functioning of these organizations and for the 
satisfaction of their patients and, on the other hand, the health-care area is con-
stantly facing constant pressure to improve quality (Papavasiliou, 2018). As a con-
sequence, the health sector is a particular challenge for the implementation of the 
principles of TQM.

6.3.2  �TQM Principles in Health-Care Services

Regardless of the type of activity of the organization, the effective application of the 
TQM is based on the acceptance and observance of certain principles and rules. 
These elements, which determine how an organization should operate, are (Kefis, 
2005; Logothetis, 1992; Malamou, 2016; Schermerhorn, 2011):

Vision, mission, and quality policy. In order for an organization to become effec-
tive, it should have:

•	 A vision defining its future goals (or goals)
•	 A mission expressing organizational existence
•	 A policy that suggests how to achieve its goals by employees

Commitment and Participation of Leading Executives  The adoption of the TQM 
is a strategic choice from the top executives of the organization. Therefore, the 
implementation of a total quality program needs the constant support of all the lead-
ing executives of the organization. In order for the organizational leaders to play a 
leading role, these individuals should:

•	 Apply the technique of “visits,” known as management by wandering around 
(MBWA). According to the above technique, senior managers-executives have a 
part of their daily routine to get in touch with their partners, customers, and 
suppliers.

•	 Be informed through seminars, conferences, and literature on issues of quality 
improvement.

•	 Shape the organizational values of their organizational staff.
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•	 Emphasize open communication and listen carefully to their internal and exter-
nal customers.

•	 Recognize and appreciate through rewards the individual and team efforts of 
their associates.

In the health-care sector, for example, if the supreme and senior leadership of the 
relevant central administration does not take the initiative to continuously improve 
the quality of the health care and administrative work of the country’s health-care 
services, then any improvements made by individual efforts will be temporary. This 
is because the commitment and involvement of employees, in health-care services, 
depends on the behavior of senior leadership, generating visions and aims to upgrade 
the country’s national health system. Therefore, the heads of the public hospitals of 
a country and their staff should have time to check the quality and care of the 
patients (customers). Being in constant contact with all the actors in the health-care 
process (doctors, nurses, administrative staff, etc.) will form a personal view of the 
problems presented and will guide their staff accordingly (Malamou, 2016; Marley, 
Collier, & Goldstein, 2004; Mullins, 2010).

Customer Satisfaction  The quality of a product or a public service is assessed by 
customer preference. Therefore, any organization in order to meet customer require-
ments each time should be in a position to know:

•	 Who his customers are
•	 What their needs are
•	 What their expectations are of choosing the specific product or service

In order to provide a right answer to the above questions, it is necessary for the 
responsible organizational managers to carry out, regularly, relevant market 
research.

With particular reference to the health-care sector, we can say that a primary goal 
of a health-care unit (and any organization) is to meet the needs and expectations of 
patients (customers). Furthermore, the satisfaction of external and internal custom-
ers (patients, doctors, nurses, etc.) goes through the expectations of:

•	 Patients and their families
•	 The medical, nursing, and administrative staff, etc., directly related to the health-

care process and its individual requirements
•	 The State, which has enormous material resources for the operation of health-

care services
•	 Public and private organizations, who, as future employers, want healthy human 

resources

Continuous Improvement of Quality  Achieving higher levels of quality and com-
petitiveness of an organization is not a matter of luck. On the contrary, it requires a 
continuous and well-planned effort. This effort to improve quality includes a variety 
of managerial actions (such as the introduction of innovations to reduce errors and 
imperfections in the production process, etc.). It is also influenced by both customer 
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needs and market conditions. This means that quality is not only a continuous pro-
cess but also an investment because the survival and competitiveness of an organiza-
tion depends on the way (in quality and cost) it produces its products. By focusing 
our attention on a health-care service, we may say that the health-care process is a 
dynamic concept that has to be adapted to the environmental standards. Continuous 
adaptation dynamics are of particular importance if we take into account that the 
health care of the population is the most important factor in the economic develop-
ment of a country. Of course, the transfer from a given to a desired health level or 
condition should be done in the context of a strategic planning, thus aiming to ana-
lyze continuously and solve specific health-care problems so that hospitals deliver 
the desired outcome with less negative impact on society.

Participation and Commitment of Human Resources  In contrast to the classical 
concept of management, TQM requires the involvement and commitment of all staff 
(Dayton, 2003; Desai, 2011). That is, total quality is not a matter of a person, man-
ager, or “specialist” but of all staff under the responsibility and guidance of the 
senior management of the organization. This way of managing brings multiple ben-
efits to the organization because:

•	 It ensures the valuable experience of employees on the operation and problems 
of the organization

•	 It is possible to motivate all human resources
•	 The resistance to organizational changes introduced by the 	administration is 

diminishing

A basic prerequisite for securing and engaging staff is the change of attitude, 
which requires:

•	 Proper information and development of good human relations
•	 Continuous and systematic training of all employees on issues related mainly on 

improving communication, encouraging team effort, fostering creativity, and 
fostering initiative

•	 Recognizing and rewarding the efforts of employees

Focus on Error Prevention  Preventing mistakes means taking care of the present 
to avoid unpleasant consequences in the future. Based on this, the management of 
an organization should first assess the information and the requirements of its cus-
tomers and then proceed to design the product. The best method to minimize errors 
at the design stage is the ongoing research and the ability of the organization’s 
responsible staff to identify and resolve the emerging problems in time. This is 
because prevention is preferable to treatment. At this point we should note that there 
are no small or big problems. In many cases, minor problems have been caused by 
abandonment or disguise or avoidance of risk sources (such as a damaged product 
or service) in the organization.

To summarize, the benefits that can be derived from the application of the basic 
principles of TQM on health-care organizations are many and important, among 
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which are the following (Alexiadis & Sigalas, 1999; Malamou, 2016; Maru et al., 
2012; Sodani, Kumar, Srivastava, & Sharma, 2010; Talib, 2013; Tountas, 2003):

•	 Improving the quality of the services provided
•	 Increasing competitiveness and productivity
•	 Reducing the cost of work
•	 Increasing employee satisfaction and team spirit, etc.

6.4  �TQM and Customer Satisfaction

Full customer service is provided by an organization when all its mechanisms and 
staff are oriented to operating in a way that prioritizes the speed, quality, and high 
added value of the services provided. Therefore, total customer service is one of the 
expected results of a successful overall quality program. Indeed, these consider-
ations lead us to the TQM’s strategy, which is based on the view that customer sat-
isfaction is the basic purpose of every organization and starts from the view that 
each employee, in an organization, is a client of another internal customer. By call-
ing “organization,” we mean a set of individuals who pursue specific purposes 
through the shaping of human resources’ collective effort. There are several such 
organizations in the social environment, such as hospitals, businesses, schools, etc. 
which are set up to fulfill certain clear purposes.

In this chapter, we consider as an internal customer every employee of an orga-
nization receiving products or services from suppliers within the organization. 
Therefore, each organization consists of a “chain” of interdependent functional 
units (or employees), each of which receives input from the previous unit and sup-
plies the next internal or external customer (Edvardsson et al., 1994, p. 21; Evans & 
Dean, 1999, p. 13; Logothetis, 1992, p. 16). According to these, in a service organi-
zation (such as a hospital) the “quality chain” starts with internal suppliers and ends 
with external customers (see Fig. 6.1).

Customer
Supplier
Customer

Supplier
Customer
Supplier

Customer
Supplier

Customer
Supplier

Fig. 6.1  Quality chain, 
cited by Oakland (1989, 
p. 8)
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Consequently, every employee who is part of this chain is an independent “pro-
duction unit” that converts inputs from external or internal suppliers to the outflow 
(Bourada, 2007). Therefore, every employee of the organization contributes with 
adding added value to a service and delivering it to the next successive department 
by participating in its own way in the satisfaction of the external customer (Bourada, 
2007, p. 71; Crosby, 1991, p. 11). This functional interaction of the organization is 
shown in Fig. 6.2.

To be clear, we will mention an example of the operation of a health-care institu-
tion. In the hospital department of food distribution to patients, employees are 
considered to be internal customers of the kitchen, while the kitchen is an internal 
customer of the supply department and an internal supplier, the waiter’s employees. 
All of these may be providers of patients (internal customers of human resources), 
while patients are external clients of the hospital. If this supply chain works prop-
erly, it identifies the needs of customers in each stage, then the hospital will have the 
ability to adjust to the needs of patients/external customers. According to the phi-
losophy of the TQM, the quality of the products (food) or “services” provided 
should be “satisfactory” and hence should meet the needs of the hospital’s clients 
(Williams & Johnson, 2004). It should also be noted that in the health-care sector 
the “satisfaction” of the patient is a multidimensional concept, linked to many fac-
tors such as the infrastructure of the health-care institutions, the safety of the care, 
the bureaucratic process, the professional skills of the staff, etc. For this reason, 
Kamra et al. (2016) claimed that staff, patients, etc. need to be identified and ana-
lyzed, so as to have a plan of the administrative processes and clinical care.

Therefore, TQM’s contribution is important because it puts end customers closer 
to each supply chain, because at all stages managers and employees will have to 
meet the needs of internal customers who represent the next chain link, which ulti-
mately connects with the external client (in our case with the patient). Besides, as 
mentioned above, the primary goal of a health-care organization is to cover the 
patients’ needs and expectations.

In terms of identifying the needs of patients and customers, whether they are 
satisfied with what they receive during health care can be done in a variety of 
ways such as quality indicators, questionnaires, interviews, etc. (Mylonaki & 
Markou, 2012).

Fig. 6.2  Relations of internal customers and suppliers, cited by Rampersad (2001, p. 342)
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To summarize, the effective operation of an organization is directly related to the 
existence of a high level of satisfaction for internal and external customers. 
Consequently, the importance of quality in a health-care organization is great and 
fundamental, because it is a factor of growth and survival.

6.5  �Implementation of TQM in Health-Care Organizations

It is generally accepted that an economic unit is radically different from a health-
care organization in terms of organization, operation, and production. Based on this, 
the question that arises is: Can the total quality methodology be applied to health-
care organizations?

At first sight, one might argue that it is difficult, if not impossible, to implement 
the TQM in the field of health-care because:

•	 There is a huge difference between the “product” of a health-care unit and a 
construction company. A regular product, for example, has to pass a check of raw 
material control procedures, and the final product (outcome) should meet certain 
pre-agreed terms. This model cannot fit into health care because quality in the 
health-care sector is difficult to determine and measure. Distinct features of 
health care, such as heterogeneity and immateriality, make it difficult to deter-
mine and measure quality (Papavasiliou, 2018). Besides, human beings are not 
“standardized” and brought to health—and not only—a variety of empirical feel-
ings and views that cannot be denied.

•	 In contrast to the company, the “customers” of the health-care institutions are a 
diverse set of patients, parents, doctors, employers, etc. Thus, meeting their 
needs often leads them to different views on what they expect from the health-
care system of their country. Undoubtedly, social variations make it difficult for 
the management to design the health product.

•	 In contrast to businesses, there is a rigid pay system in public hospitals. This 
may inhibit (due to lack of incentives) attempts to improve the quality of health 
care.

•	 Health-care services are affected or even governed by political criteria, which is 
not the case in the private sector.

Despite the visible difficulties, a country’s public hospitals—key health-care 
units—which predominantly provide the majority of health-care services have to 
apply the principles of TQM and include mechanisms to improve quality both 
before and after providing the necessary health-care services (Tountas, 2003). In the 
last few decades in many countries of the world, there is an attempt to promote the 
implementation of the TQM in public health-care systems. This choice is not a 
transitory social habit of the administration but a substantive solution to address the 
pathogenesis of administrative systems. Meanwhile, in the sensitive area of health 
care, it proposed an integrated management system and at the same time an 
evaluation of the action of administrators, which has been applied both to private 
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health-care organizations and other public sector services. They have contributed 
decisively to strengthen their competitive capacity and innovative action while 
addressing adequately the requirements of citizens and patients (Mihailidou & 
Sakellariou, 2007; Zeithaml, 1988; Zink, 2007). Of course, in order for the above 
considerations to be realized, certain basic requirements should be fulfilled, such as:

•	 The commitment of the health-care system, at all managerial levels (national, 
regional, and local), because, as mentioned in the previous section, overall qual-
ity concerns all those working in the health-care sector. Regardless of their posi-
tion, everyone is responsible for the proper performance of their own duties. 
Given that it is in the long run management in health-care institutions should 
have a fixed duration in order to be able to follow a specific health-care policy.

•	 The existence of voluntary cooperation between the organizational members is 
not something that is imposed by laws and ministerial circulars. On the contrary, 
team effort requires good human relations and a sense of responsibility that starts 
with managers in the central administration.

•	 Changing the way of thinking of all staff. This takes time to apply because there 
is a need for a change in methodology and approach, not just the behavior of 
staff. Also, there is a need for a change in the way health-care authorities operate. 
Medical staff, for example, need more encouragement and recognition of their 
efforts and less monitoring. It takes leadership to appreciate their work so as to 
motivate them to an even greater success. It needs motivation (material and 
moral) to inspire self-esteem and the quality of the heath-care process.

•	 The health-care organization has a good leadership. Appropriate leadership 
means that the manager of the health-care unit should (a) have vision and values, 
such as having the ability to get their message across to doctors, nurses, patients, 
and the wider community; (b) know that the pursuit of excellence and quality of 
work is not done behind an office, but by communicating with everyone in the 
health-care institution; (c) encourage and motivate all members of the health-
care community so as to work within their capacities; and (d) be aware of what 
is more effective for medical and nursing staff (and administrators) to have 
responsibility and overseeing all projects instead of leaving a manager to deal 
with the issues in hand. However, the above characteristics of the manager of a 
health-care institution require meritocratic choice, long-term service, and of 
course a continuous training program on total quality management. It should be 
developed in agreement with its members and become a way of thinking. 
Changing the way of thinking of people in an entire health-care system is a pro-
cess that takes time and is achieved through continuous training and transmitting 
all relevant information. It was not always easy to put the customer’s wishes first. 
The message of quality improvement should reach people’s thinking, and health 
care is only going to be a reality if employees are convinced that everyone 
(patients and employees) will benefit.

To summarize, the introduction and proper implementation of the TQM in the 
field of health care depends primarily on the political will, the way in which strate-
gies are drawn up, and, of course, the economic resources that the government of a 
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country intends to give. In this case, the TQM’s contribution may prove to be crucial 
to the upgrading of the health-care services provided, as it contributes to the need of 
a better health-care services in a country and thus to the well-being of its citizens.

6.6  �TQM and Sustainability

A sustainable health-care unit (and hence a hospital) continuously seeks to improve 
the quality of its health-care services for all (with no discrimination) over time, thus 
contributing to the development and welfare of society. It is a unit where all human 
and societal dimensions are interactive and draw power from one another. It is sus-
tainable and effective when there is a correspondence between aims and results. In 
order for this to happen, constructive changes with collective actions and efforts are 
required. The way to enhance collective activities as well as the foundation for 
social substructure (i.e., the level of collectivity and teamwork) is through the orga-
nization itself since with its policy it can make organizational members be active 
participants in the policy-making process and therefore in the organizational 
sustainability.

Organizational sustainability (and leaders who are major proponents of it) needs 
to be at the heart of every organization (Fullan, 2005). Indeed, sustainable leader-
ship is a key component for organizational sustainability that helps health-care unit 
to respond in a sustainable and efficient manner to the needs of patients by reinforc-
ing and protecting the values and promoting “civil” health-care organizations (Saiti, 
2016). The decision-making process in a sustainable organization stems from a civi-
lized and democratic environment through the appropriate flow of information and 
sharing of knowledge among the organizational members.

It is true though that all health-care organizations operate in a very complicated 
environment with multiple internal and external factors. Consequently, it is not easy 
to determine common organizational aims. Furthermore, a health-care unit is not 
just an organization developing its social dynamic, “it is also an institution with an 
evaluative orientation which interacts with the wider social phenomena…” 
(Papanaum, 1995, p. 40). The most crucial factor for the sustainable functioning of 
a health-care unit is its leadership. This is because all other elements which are 
closely linked with sustainability and effective organizational performance—such 
as the organizational climate (motivation and communication between the staff 
members and the leader creates a positive organizational climate that positively 
influences the quality of health-care services), the cooperation between the hospital 
and patients (effective communication), and the relationship with the local 
authority—are a matter of organizational leadership. Hence, the sustained effective-
ness of a leadership depends on the abilities of the managerial mechanism which 
programs, organizes, and coordinates all the actions of an organizational system.

Sustainable leadership is not static. It calls for internal communication among 
people within an organization. Network communications provide information on all 
the dynamic elements of a health-care unit. Continuous changes create problems in 
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structures, while conflicts between economic, environmental, and societal factors 
create difficulties regarding issues of sustainable policy, the development of short-
term motives, and long-term strategic planning. Therefore, a strong sustainable 
leadership is critical.

Quality in the health-care context is closely linked with the development of an 
efficient use of resources and performance appraisal so as to deliver high-quality 
services on a constant basis with the least possible cost. Therefore, for the organiza-
tional sustainability to be achieved, quality needs to be seriously considered. This 
means that in order for a health-care unit to be sustainable, it should achieve both 
efficiency and effectiveness. Many researchers such as Creech (1994) and others 
(Crawford & Shutler, 1999; Deming, 1986; Morgan & Murgatroyd, 1994; Mullins, 
2010; Powell, 1995) have converged to the conclusion that total quality is mainly a 
philosophy rather than tools, techniques, and methods, which means that human 
resources is the key to the success of efficient and effective performance. Indeed, 
total quality management helps organizations (and hence health-care unit) to focus 
on strategy and thus to put the basis for an everlasting performance. The commit-
ment to quality requires an intentional and continuous process. This means cohesion 
and continuity for the promotion and the enhancement of collaboration, the path 
toward sustainability. Thus, “all key elements of total quality are closely related to 
people. Hence, human resources may be considered as an “asset” for an organiza-
tion rather than a “liability” as it is through a challenging and satisfying working 
environment, the development of knowledge and skills, the active involvement and 
participation of people, and the commitment and application of new ideas that 
human resource management and quality management converge on total quality” 
(cited by Saiti, 2012, p. 111).

Indeed, cohesion is an absolutely necessary requirement for organizational sus-
tainability because without it, the health-care unit’s effectiveness is substantially 
reduced. Effectiveness refers to the solving of problems and consequently the deliv-
ering of qualitative health-care services. Hence, it encompasses (1) efficiency, for 
which available resources (both human and material) need to be gathered together 
and used effectively in order to respond directly to the challenges and needs, and (2) 
effectiveness which calls for problems to be identified and solutions found. These 
two elements (efficiency and effectiveness) require balance and certainly need to be 
maintained if a health-care unit (and hence a hospital) is to perform successfully. 
Moreover, all aspects of communication should be a leader’s top priority to ensure 
that (1) staff members have the right mentality for achieving the organizational 
goals and (2) the head is in control of the working environment.

Based on the above, sustainability, in its definition, calls for continuity in the 
satisfaction of human needs and expectations, and only people can make this 
happen. Total quality management, even in the context of health care, calls for the 
satisfaction of patient needs, while the achievement of efficiency and effective 
performance can be achieved only if the health-care unit is patient-centered. 
Therefore, the two are connected.
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Chapter 7
For-Profit Versus Not-For-Profit Hospitals 
and Public Hospitals

Key Concepts
	1.	 The health-care service is not a commercial service but is a service that promotes 

social prosperity and society’s well-being. No matter the type of hospital owner-
ship, the ultimate goal of a hospital is to function in a most efficient way possible 
so as to serve society’s interests and needs more efficiently.

	2.	 All types of hospital ownership (for-profit, non-profit, and public) are account-
able to society. While all types may have a surplus, public and non-profit institu-
tions do not distribute their profits among staff members but reinvest them in 
improving the quality of the health-care services they provide. On the contrary, 
private for-profit hospitals distribute their profits to the owners.

	3.	 Private non-profit and public hospitals exhibit many similarities, while any dif-
ferences may be identified in the mission and the actions developed to achieve 
that mission.

	4.	 The main difference between private for-profit and the other two types of owner-
ship (namely, public and private non-profit) is that the latter types focus on the 
better covering of social needs, while their private for-profit counterparts focus 
on increasing their economic potential.

	5.	 No matter the political system, a government focuses on the quality of the health-
care services provided to all social groups (with absolutely no discrimination) 
and on the promotion of social interest. All types of hospital ownership operate 
within a legislative framework that has been established by the State and deter-
mines the context in which health care is developed, both as a public and as a 
private asset.
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7.1  �Introduction

The relevant literature indicates that spending on the two most important sectors of 
the economy, namely, education and health care, contributes significantly to improv-
ing the quality of work and consequently to increasing the national product. In addi-
tion, the increased productivity of a country’s human resources provides a 
fundamental boost to its social and economic development.

With reference to health care, it is argued that the spending made by the State in 
this area is considered to be an “investment in human capital and therefore a way 
for productivity in the economy to grow. Better health increases the quality of the 
workforce and makes workers more active. Disease control can revitalize areas that 
people have avoided because of the potential health risks. Ridding a region of dis-
eases may release future wealth from the resources of the region” (Skountzos, 
2005, p. 244).

The term “health,” in its broadest sense, is perceived as the state of complete 
physical, mental, spiritual, and social well-being and not only the absence of disease 
or disability (Kontaratos, 2003; WHO, 1946). Within this framework, health is the 
most precious asset that a human can possess and, at the same time, is the basis of 
the prosperity and progress of a country. As public health is so important, its protec-
tion must be a top priority for all governments since the social and economic devel-
opment of any society without a healthy population is not feasible (Sloan, 2000; 
Vaillancourt Rosenau, 2003). This priority has forced governments to set up rules 
that define the context in which health care can develop, both as a public and a pri-
vate asset (Bay, 1979; Chou, 2002; Kekatos, 2010; Newhouse, 2002; Sloan, 2000; 
Steinberg, 2003; Vaillancourt Rosenau, 2003). In many countries this has taken the 
form of a national health-care system.

The product of a legislative framework for social policy was the establishment of 
health-care organizations called hospitals or health-care institutions (Feldstein, 
1967; Sloan, 2000; Steinberg, 2003; Theil, 1952; Vaillancourt Rosenau, 2003). In a 
societal context, a hospital is the cornerstone of the health-care system in every 
country and is perceived as “a small social system organized specifically for the 
accomplishment of a specific project: the restoration of health” (Kontaratos, 2003, 
p. 51). Due to the extremely sensitive nature of the health-care services it provides, 
the main task of a hospital is to satisfy the social needs of citizens. For this reason, 
historically speaking, health-care services used to be provided by charitable institu-
tions (Sloan, 2000; Vaillancourt Rosenau, 2003). However, several decades ago this 
situation changed. Health-care services started to be provided by for-profit organi-
zations, and this entry into the so-called “health-care” market brought several 
changes in the field of health care. The most important changes to have occurred 
were the introduction of competition and the emergence of different perspectives on 
a hospital’s priorities, responsibilities, and effectiveness. Indeed, due to the sensi-
tive nature of the health care, these differences in the perception of effectiveness 
brought to the surface a new challenge, giving rise to a new entity (which, before 
for-profit organizations entered the field of health care, was taken for granted), 

7  For-Profit Versus Not-For-Profit Hospitals and Public Hospitals



131

namely, the public trust (Hirth, 1999; Rodrigues, Trigg, Schmidt, & Leichsenring, 
2014; Sloan, 2000; Vaillancourt Rosenau, 2003).

Depending on the way health-care services are funded, organized, produced, and 
distributed, hospitals are categorized as either public or private. Private hospitals 
can be further distinguished into non-profit and for-profit hospitals. However, they 
all have multiple goals:

•	 To provide health care to patients that enter them.
•	 To implement health policy and protect patients (e.g., through vaccinations, etc.).
•	 To ensure staff are highly trained and up to date with the latest developments in 

medical science and nursing practices (Ballou & Weisbrod, 2003; Bay, 1979; 
Goering, 2007; Hunter, 2006; Intzesiloglou, 1992; Pappa, 2016; Sarros, Coopen, 
& Santoro, 2011; Vaillancourt Rosenau, 2003). This means that hospitals offer 
not only health-related services but also valuable knowledge to further the evolu-
tion of medical science.

In order to achieve its goals and objectives, a hospital should function effectively. 
For this to happen, certain conditions should be met (Bay, 1979; Machlup, 1967; 
Moore, 2000; Vaillancourt Rosenau, 2003):

•	 Capable leadership. Both the head and the members of the hospital’s board of 
directors should have all the requisite qualifications, knowledge, experience, and 
personality that are consistent with the operation of a hospital.

•	 The appropriate human resources (medical, nursing, administrative, etc.) neces-
sary for running a hospital.

•	 Harmonious cooperation between and among all stakeholders (managers, doc-
tors, nurses, other support staff) and across departments.

•	 The necessary substructure, for example, the availability of the essential material 
resources (buildings, furnishings, technological equipment, etc.).

Despite the importance of hospitals, health protection is currently in crisis in 
many countries whose hospitals (and their equivalents) are in a stage of transition. 
This crisis has a global dimension, although its roots and depth vary from country 
to country. We might consider that this crisis in the health-care sector may be the 
result of high health-care costs and disruptions to health-care systems. Any such 
disruptions can be attributed to factors such as a lack of coordinated control, insuf-
ficient financial resources, a lack of rationalization and management of financial 
resources, and/or a lack of adequate and appropriate health-care staff (Bay, 1979; 
Bayindir, 2012; Kessler & McClellan, 2002; Kuttner, 1999). Indeed, with questions 
being raised about prospects for development in the health-care sector, hospital 
ownership becomes a very important issue as hospitals tackle structural problems 
and increasing health-care costs that perhaps have been intensified due to the global 
economic crisis. Ways need to be found that will facilitate a hospital’s smoother, 
more efficient functioning so as to be sustainable and satisfy the needs of citizens 
more effectively.

7.1  Introduction
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In this chapter we will examine the assets of public, for-profit, and non-profit 
hospitals, what the theory says about each type of hospital, and the role the govern-
ment could play when different types of hospitals coexist.

7.2  �Hospital Ownership

In the previous section, we mentioned that the hospital is the basic unit of a coun-
try’s health-care system, offering not only health care but also medical specializa-
tion and wider health-care education. At the same time, however, the hospital is a 
social organization that is active within its social environment, i.e., hospitals affect, 
and are affected by, society.

Within this framework, system theory considers a hospital to be a system that is 
open and influential and, in turn, emits outflows (health-care services) within a 
wider system. Therefore, it is considered as a subsystem that operates within the 
wider system (the social environment). It works in the social field to achieve goals, 
and its basic mission is to care for people who are in need of its health-care services.

In order for a hospital to harmonize its functions and processes, which is neces-
sary for the achievement of its objectives, it uses a set of principles and tools. From 
this perspective, the hospital is an organization of a socio-technical nature, since the 
contribution of various material or intangible resources (e.g., money, information, 
etc.) is a supplement to the human factor. The term “property” is defined as the sum 
of the economic goods, the tangible (such as buildings, machinery, etc.) and intan-
gible (such as reputation, knowledge, etc.), and applies to all organizations, both 
public or private (Baumol & Bowen, 1965; Bayindir, 2012; Georgiadis, 1967; 
Marwell & McInerney, 2005; Rothenberg, 1951; Sloan, 2000; Vaillancourt 
Rosenau, 2003).

The inherent attributes of an organization (and hence a hospital, whether public, 
non-profit, or for-profit) can be distinguished into material and nonmaterial, directly 
productive and indirectly productive (i.e., those that contribute indirectly to the care 
process), fixed assets (buildings, etc.), portable (medicines, etc.), and monetary 
(budgets, deposits, bills, etc.) (Bay, 1979; Bayindir, 2012; Georgiadis, 1967; 
Vaillancourt Rosenau, 2003).

By focusing on the organization of a hospital, we may observe the following 
resources in its internal environment:

Human resources: The human factor is the most important element in the analy-
sis of its internal environment and contributes substantially to the achievement of 
the stated goals and to the implementation of the proposed strategies by the top 
management of the health-care system. Human resources are those that help all the 
other tangible elements in a hospital to function.

The human resources (medical, nursing, administrative, etc.) constitute the only 
living and dynamic element in the health-care unit with desires, feelings, values, 
and habits that determine a hospital’s behavior.
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Based on the above, the central administration of the hospital should:

•	 Acquire the employees that are necessary
•	 Put the right people in the right place, since know-how is a strategic resource for 

the sustainability and growth of the organization and is concentrated in the minds 
of the staff

•	 Provide incentives for effective human performance, leading to acceptable levels 
of labor productivity

•	 Assess the performance of each employee

Material resources (natural resources): The resources of a hospital include facil-
ities and mechanical equipment and are characterized by a lasting use. It should be 
noted that the main factors determining the type and geographical position of the 
hospital are the demand for health-care services by the population of the wider 
region, the supply of health-care services by competition, the availability and the 
cost of land, and the proximity of the location to major roads (Bay, 1979; Kontaratos, 
2003; Leone & Van Horn, 2005; Vaillancourt Rosenau, 2003).

Technological resources are resources that relate to the level of technology 
applied in a hospital. The management has to choose the appropriate technological 
equipment for the health-care organization in relation to its objectives and the 
capacity of the human resources to use the equipment. For example, biomedical 
equipment is the most effective tool currently available in medical science for the 
detection, diagnosis, and treatment of diseases as well as for the rehabilitation of 
patients. However, in order for the equipment to work properly and efficiently, the 
institution must have the appropriately trained staff to use it.

The financial resources: All public and private organizations need funding for 
both their existing functions and their future development. In the field of health care:

•	 Public hospitals are funded out of revenues stemming mainly from the State 
budget and the budget for public investment. They act as public agencies and, 
because of globalization, they face financing problems combined with time-
consuming bureaucratic procedures that do not allow for the prompt acquisition 
of biomedical technologies or other modern equipment and consequently are 
slow to respond to the increasing demand for high-level diagnostic services.

•	 Non-profit hospitals receive income in the form of donations, social security 
contributions, and private payments. This is a mixed financing system with no 
distribution of profits.

•	 The for-profit hospitals are only funded by one or more owners who are also 
responsible for the sustainability of the hospital. They operate based on the prin-
ciples of a private legislative framework and the dynamics of the market while 
their main purpose is profit. However, if it is acceptable by the owners of the 
hospital (since the earnings are distributed to the owners), the money earned can 
be invested in human resource education, research, new equipment, and social 
contributions.

The flow of information: In the case of hospitals, information refers to the status 
of all those factors relating to the hospital’s internal and external environment. The 
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gathering of information helps the hospital administration to make the right 
decisions or better adapt to new medical data. This is particularly important if we 
consider that the efficient and effective performance of the modern hospital is based 
on the intense, valid, timely, and continuous interdisciplinary exchange of informa-
tion that only the establishment of an integrated hospital information system can 
ensure today.

To sum up the above considerations, we may note that all types of hospital oper-
ate under the same working environments. However, there are differences in their 
operating costs and their effectiveness. This differentiation should be investigated in 
terms of their organization and administration and in terms of the human factor. For 
example, is the hospital staffed (from the head of the organization to the last 
employee) according to the principles of human resource management?

To conclude, whether or not a hospital will achieve its goals depends not only on 
its finances but also on the ability of the administration to effectively manage the 
available resources of the hospital.

It has been mentioned above that, with the health-care sector in many countries 
facing problems, attempts are being made to achieve better results through different 
organizational forms of ownership. For this reason, in recent decades a new type of 
organizational form has been developed which is a hybrid form of ownership in 
between that of the public and private sectors. The main reason for this collabora-
tion in the health-care sector is to overcome the disadvantages of each type of orga-
nizational form and to enhance the advantages of each form through the efficient 
utilization of the available resources, so as to result in the provision of better qualita-
tive health-care services.

Indeed, in recent years, more countries have adopted this new hybrid organiza-
tional form of hospital ownership. The coexistence of the public and private sectors 
in one hospital may bring a balance between the disadvantages and the advantages 
of these sectors and provide more competition in terms of quality health-care ser-
vices. This collaboration is based on a better distribution of risk between the two 
sectors (public and private) in such a way that it can be handled according to the 
capacity of each one (Anagnostopoulos, 2005; Barr, 2007; Brogaard & Petersen, 
2018; Languille, 2017; Nikolic & Maikisch, 2006; Pomeroy, 2008). For the hospi-
tal, this results in a more efficient economic behavior. The public form of a hospital, 
due to its public and social character, has quality as an advantage and takes on the 
risk of offering high-cost health-care services. However, due to low motivation, 
complicated bureaucratic procedures, and interventions of the State, they cannot 
easily follow technological progress or acquire new infrastructure in order to prop-
erly adjust to the new technological environment (Anagnostopoulos, 2005). The 
private form of hospital ownership, on the other hand, is more economically effi-
cient in terms of its orientation, it does not take on the high risk of offering compli-
cated and high-cost health-care services, while attempts to increase the monetary 
benefits may be attributed to the owners (as they are likely to be more concerned 
with the distribution of profits) (Brogaard & Petersen, 2018; Johnston & Finegood, 
2015; Nikolic & Maikisch, 2006; Torchia, Calabrò, & Morner, 2015). Through this 
collaboration, the expectation is to bring a balance in the hospital’s priorities and to 
secure the sustainability of the institution.
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Certainly this coexistence is a complicated process because too many agents are 
involved in pursuing the desired outcome. From the public sector’s perspective, the 
priority is to reassure the public interest and the common good of society, while for 
the private sector, it is profit. It is a challenge to have these two concurrently since 
the quality of the health-care services provided cannot easily be determined or mea-
sured, while in such collaborations any reimbursement can happen only when the 
investment (which in this case is high risk) brings some income (Barr, 2007; 
Johnston & Finegood, 2015; Nikolic & Maikisch, 2006; Pomeroy, 2008; Sekhri, 
Feachem, & Ni, 2011). However, despite these difficulties and complications, the 
private sector tends to take the risk of such an investment as it has a motive—the 
assurance of economic efficiency—while the public sector proceeds with such col-
laborations since it can achieve lower production costs and at the same time has 
control of the project in terms of the monitoring of the hospital’s performance and 
responsiveness regarding social needs and interests.

To conclude, health care is not a commercial service. Furthermore, no matter the 
form of ownership, the ultimate goal of a hospital is to promote the satisfaction of 
social needs and social justice and certainly not to increase its economic potential. 
It is true that changes in the forms of ownership are implemented in the name of 
“quality improvement” so as to develop a more effective way of serving societal 
interests. However, we should not forget that no matter the form of hospital owner-
ship, the focus should be on the hospital’s social responsibility and its commitment 
to serve social interests and needs.

7.3  �What Makes a For-Profit Hospital: What 
the Theory Says

Private hospitals are divided into for-profit and non-profit. Regardless of whether a 
hospital is for-profit or non-profit, it aims to return patients to good health. This 
means that, beyond any economic objectives, due to the prospect of good health 
offered by a hospital, the purpose of any type of hospital also includes a social 
dimension. The performance of private for-profit hospitals is based on the earnings 
and the maximization of efficiency. The primary concern of private for-profit hospi-
tals is that good health is a private good (Chletsos, 2011; Duggan, 2002; Kaye, 
Harrington, & LaPlante, 2010; Nett, 1993). Therefore, the function of this type of 
hospital is based on the dynamics of the health-care market. In addition, the for-
profit hospital considers that the health-care user has all the necessary information 
about the quality of the health-care services and the quantity he/she wants to con-
sume. The primary source of revenue for a private for-profit hospital is the sale of 
health-care services to users who wish to purchase services (Duggan, 2002; Moore, 
2000). Such hospitals focus on the efficiency of their health-care services to make 
them more cost-effective and user-friendly, since greater efficiency means more 
profit. Hence, for-profit hospitals are primarily interested in the swift identification 
and satisfaction of their users’ needs.
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The strategy for the operation of for-profit hospitals is based on cost-efficient 
economic behavior, with profits distributed to shareholders (Bay, 1979; Bayindir, 
2012; Horwitz & Nichols, 2009). Maximizing hospital welfare is the hospital’s pri-
mary goal without compromising the well-being of users, staff, and suppliers. In 
addition, user satisfaction is the key to the sustainability of the hospital. Within this 
framework, the social goal of for-profit hospitals is to maximize user satisfaction 
and the benefits derived from this satisfaction.

With reference to earnings, private hospitals have more margins for increased 
profits, since they operate in a competitive environment and have access to capital 
markets, which allows for more efficient pricing (Bayindir, 2012; Forsberg, 
Montagu, & Sundewall, 2011; Goering, 2007; Layton, Ellis, McGuire, & Van Kleef, 
2017; Patouillard, Goodman, Hanson, & Mills, 2007; Rosenthal & Newbrander, 
1996). A private for-profit hospital has the potential to minimize complex bureau-
cratic procedures and thus speed up the decision-making process. By drafting and 
implementing a business plan, it can accelerate the pace with which health-care 
services are provided and reduce the waiting and retention time of patients.

The competitive environment in which profit-making hospitals operate (particu-
larly their coexistence with non-profit and public hospitals) is forcing them to maxi-
mize user satisfaction in order to provide added value. This constitutes the basis for 
the sustainability of any for-profit hospital. Due to its focus on service efficiency 
and profit sharing, a profit-making hospital usually provides less specialized health-
care services so as to achieve cost savings.

The type of hospital a user chooses is based on their financial capacity, their 
insurance cover, and/or the type of treatment they need. Usually, users who choose 
a for-profit hospital are insured and therefore have (at least a substantial part of) 
their health-care costs covered.

For-profit hospitals attract more profitable patients by the quality of health-care 
services they provide. However, since the operation of for-profit hospitals is based 
on patterns of demand, if the demand for their quality health-care services is not as 
expected, then it is more likely that less emphasis will be put on quality (Baumol & 
Bowen, 1965; Bay, 1979; Horwitz & Nichols, 2009; Newhouse, 1970, 2002; Zhao, 
2016). Certainly, for-profit hospitals offer a mixture of services, and the efficiency 
of service quality refers to the entire package of this mixture.

Attracting more profitable users of health-care services enables for-profit hospi-
tals to increase their market share, thus securing their sustainability and increasing 
their profits. Of course, the latter will only occur if the revenue from the provision 
of services exceeds the cost of the treatments (Duggan, 2002; Horwitz & Nichols, 
2009; Layton et al., 2017; Newhouse, 1970, 2002; Sloan, 2000).

Based on the above, a common factor among all types of for-profit hospitals is 
their sustainability, the efficient continuity of their operation, and the satisfaction of 
their users’ needs. In addition, the sustainable operation of such hospitals depends 
on their interaction with society, the level of service, the social benefits, and the 
perceived value. Social prosperity is of interest to all types of hospitals. What is 
changing is the perception of social prosperity. Private for-profit hospitals perceive 
social well-being through the efficient allocation and optimal use of their available 
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resources. They recognize social justice but at the same time perceive that the 
health-care market is functioning in the same way as the markets for other private 
goods. Thus, consumer demand for health-care services is influenced by users’ 
incomes, while the cost of those services is determined according to their supply 
and demand.

7.4  �What Makes a Non-profit Hospital: What 
the Theory Says

The type of organization plays an essential role for the mission and purpose of that 
organization. Indeed, depending on their type, organizations aim to plan and main-
tain a stability in the functions of their work. The source of finance is what deter-
mines the type of ownership of the organization. Based on the theory, organizations 
are broadly distinguished into public and private (Bjorvatn, 2018; Hunter, 2006; 
Marwell & McInerney, 2005; Moore, 2000). No matter the type of organization 
(hospital), all organizations implement a strategy and adapt the organization (in a 
controlled manner) to environmental changes. Regarding private non-profit hospi-
tals, they exhibit many similarities to public ones, and the differences between them 
are identified in the mission and the actions developed to achieve this mission 
(Bjorvatn, 2018; Hunter, 2006; Marwell & McInerney, 2005; Moore, 2000). Private 
non-profit hospitals are characterized by a homogeneity in their organization, while 
more strict policies are applied so that they develop customer relationships, particu-
larly with their financial contributors (Cornelius, Todres, Janjuha-Jivraj, Woods, & 
Wallace, 2008; Haugh, 2012; Kondilis, Antonopoulou, & Benos, 2008; Stevens, 
Moray, Bruneel, & Clarysse, 2015).

Private non-profit hospitals work for the good of the community and their finan-
cial contributors. The latter is because non-profit private hospitals have donors or 
sponsors as their main source of funding, and hence there is a dependency relation-
ship with them (Brown & Moore, 2001; Lewis, 2002, 2003; Spyridaki, 2008). A 
common point that could be identified regarding public hospitals and private non-
profit hospitals is their interaction with society, particularly in terms of social sup-
port and acceptance by the community; in a sense, they are accountable to society. 
Private non-profit hospitals in particular have profits that cannot be distributed to the 
owners or key shareholders of the hospital. Hence, there is no profit distribution 
(Bjorvatn, 2018; Horwitz & Nichols, 2009; Moscelli, Gravelle, Siciliani, & 
Gutackor, 2018). This is because any profit is used to help achieve the basic purpose 
of a non-profit hospital, which is social cohesion and the well-being of the commu-
nity. So a private non-profit hospital has the ultimate goal of solidarity and the pro-
vision of health-care services to citizens in order to maximize social values—a 
process which benefits the community. The purpose of private non-profit (and pub-
lic) hospitals is therefore purely social.
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Moreover, private non-profit hospitals, due to their social character, have a 
responsibility toward society. As a source of health-care services mainly for citizens 
with limited income capacity, private non-profit hospitals are seen as promoters of 
prosperity and social equality. Indeed, the “health” good is a social good and all citi-
zens have a right to access it (Chletsos, 2011; Goering, 2007; Haugh, 2012; Horwitz 
& Nichols, 2007, 2009; Hunter, 2006; Ifantopoulos, 2006; Leone & Van Horn, 
2005; Sloan, 2000; Stevens et al., 2015). Therefore, private non-profit hospitals also 
have a humanitarian character, which is fulfilled through charitable contributions 
(Machlup, 1967; Marwell & McInerney, 2005). For this reason, and because of the 
dependency relationship with their financial contributors, private non-profit hospi-
tals are accountable to society regarding how the financial resources are managed 
and how they are being used to achieve their goals. Certainly, private non-profit 
hospitals are also accountable to their financial contributors for the same reason.

Based on the above, private non-profit hospitals are required to have control 
mechanisms on a systematic basis that will result in better decisions and more trans-
parent procedures and collaborations and so further improve efficiency (Horwitz & 
Nichols, 2009; Jordan & VanTuijl, 2006; Lee, 2004; Leone & Van Horn, 2005). This 
in turn facilitates careful management of their financial resources, enhances their 
self-awareness of the services they offer, nurtures a philosophy of governance that 
is free of any corruption, and builds a foundation for qualitative performance in 
their projects, namely, effectiveness. Certainly, the issue of efficiency and effective-
ness is not just a function of economic factors. It is linked to the hospitals’ impact 
on society. Because of their special type of funding and their humanitarian nature, 
private non-profit hospitals should constantly provide society with evidence of their 
work and maintain a climate of mutual respect and confidence in the assessment of 
their results.

Private non-profit hospitals are organizations that play an active role in commu-
nities, and their action is linked to social benefits. These hospitals have a special 
relationship and cooperation with local actors, since their activities are part of the 
social services sector. For this reason, private non-profit hospitals are open to volun-
tary contributions in order to help meet the demand from society for effective 
health-care services (Brown & Moore, 2001; Kaye et al., 2010; Lewis, 2002, 2003; 
Liarikos, 2008; Rodrigues et al., 2014; Spyridaki, 2008).

Efficiency in the provision of health-care services is not easily achieved, as the 
effects of their action are not immediately apparent. Nevertheless, it remains a chal-
lenge for hospitals of this type. Due to the social and humanitarian nature of such 
hospitals and the sensitivity of the sector in which they operate (health), ongoing 
efforts are needed to win and maintain trust. The key to building trust and social 
equity lies in the consistency of their services, a close cooperation with the com-
munity, and a constant effort to improve the quality of their services.

Another issue that arises in relation to a hospital’s organization type is resource 
efficiency and the pricing of its health-care services. Private non-profit hospitals 
(like public hospitals) are not competitive and have no business plan (Horwitz & 
Nichols, 2009; Hughes & Luksetich, 2010; Kessler & McClellan, 2001; Pauly, 
1987). The funding they receive is mainly used to sustain the provision of the 
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health-care services they offer, while the primary users of these services, who are 
usually not able to pay for their health care, come from a larger pool of potential 
users (Ballou & Weisbrod, 2003; Horwitz & Nichols, 2009; Hughes & Luksetich, 
2010; Hunter, 2006; Moscelli et al., 2018; Preston, 1988).

However, it is well known that, in order for a hospital (or indeed any organiza-
tion) to be effective, it needs to achieve its goals with a minimum of cost and effort. 
In order for a private non-profit (or public) hospital to offer its services to the com-
munity and at the same time ensure its sustainability as an organization, the produc-
tion cost of providing health-care services must be kept low so that the selling price 
can also be low. However, in the particular case of private non-profit hospitals, the 
relationship between price and cost tends to be negative because the cost of meeting 
social needs often exceeds the price of health-care services due to the limited ability 
of users to pay for these services (Horwitz & Nichols, 2009; Leone & Van Horn, 
2005). They often cover this shortfall by channeling the funds received by donors or 
hospital sponsors into the production costs so that they do not operate at a loss. 
Furthermore, they often need to subsidize the health-care services provided in order 
to survive in the market (Horwitz & Nichols, 2009; Leone & Van Horn, 2005; 
Moore, 2000). Certainly, private hospitals (for-profit and non-profit) generally pro-
vide fewer services than public hospitals, while the health-care services offered are 
specialized and low cost. The sustainability of private non-profit hospitals as orga-
nizations is their main priority, but at the same time their ultimate goal is to consoli-
date social values. The efficient financial management of these hospitals is a goal 
but not a top priority in their mission. Indeed, it is of interest for these types of 
hospitals to have a good financial return with transparency in the way they manage 
their financial resources, but what matters most is to ensure they are able to meet 
social needs. Ultimately, however, they can achieve their goal only by securing their 
economic sustainability.

According to theory, the economic behavior of private non-profit hospitals 
depends on the nature of the market and on the policy and strategy of a country’s 
health-care system. With reference to the nature of the market, what is important is 
whether private non-profit hospitals operate in an environment where competition is 
dominated by for-profit hospitals, that is, whether or not the market is more profit-
able. There are three basic theories that could be mentioned regarding the economic 
behavior of non-profit hospitals (Horwitz & Nichols, 2007, 2009; Leone & Van 
Horn, 2005). The first theory aims to maximize the output of non-profit hospitals. 
According to this theory (and taking into account that there is no distribution of 
profits to financial contributors), a non-profit hospital will maximize its provision of 
health-care services as long as its profits amount to zero (Baumol & Bowen, 1965; 
Horwitz & Nichols, 2009; Newhouse, 1970; Pauly, 1987; Rothenberg, 1951; Theil, 
1952). That said, as mentioned above, users of this type of hospital come from a 
larger “pool.” If there is competition in the market, then other non-profit and for-
profit hospitals will try to attract more affluent patients, and this will increase the 
diversity in the pool of users which, in turn, will force a non-profit hospital to limit 
its net cash flow in order to offer more competitive prices for its services. If there are 
no competitors in the market, then the non-profit hospital will not need to change its 
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economic behavior. Therefore, the economic behavior of the non-profit hospital 
depends on the nature of the market (whether it is more for-profit or non-profit).

The second theory maximizes market output, according to which non-profit hos-
pitals exhibit an economic behavior aimed at maximizing the market outcome for 
the benefit of society (Goering, 2007; Horwitz & Nichols, 2007; Hughes & 
Luksetich, 2010; Pauly, 1987; Preston, 1988). This is either because public hospitals 
are failing to meet social needs or because the market output approach is being 
demanded by their financial contributors (Francois, 2001, 2003; Frank & Salkever, 
1991; Kessler & McClellan, 2002; Nett, 1993; Steinberg, 2003). It is true that the 
nature of the market and the competition between hospitals play a role in this theory. 
However, this theory also concludes that the economic behavior of non-profit hos-
pitals depends on the existence of for-profit hospitals in the market.

The differentiation is that non-profit hospitals will behave similarly to for-profit 
ones regardless of the differentiation in goals. However, on the other hand, due to 
the social and humanitarian nature of non-profit hospitals, the apparent convergence 
of economic behavior with for-profit hospitals will ultimately result in a higher 
satisfaction of social needs and possibly lead to for-profit competitors offering 
unprofitable health-care services (Gravelle & Sivey, 2010; Horwitz & Nichols, 
2009; Kaye et  al., 2010; Nett, 1993; Rose-Acerman, 1996; Steinberg, 2003; 
Steinberg & Bradford, 1993).

The third theory is a mixture of theories, known as the “for-profit in disguise 
theories” (Feldstein, 1967; Hirth, 1999; Horwitz & Nichols, 2009, p. 926; Zhao, 
2016). Based on this theory, the economic behavior of non-profit hospitals is not 
expected to differentiate according to whether the market is more profitable or not. 
There are profits for both types of private hospitals while there is a difference in the 
distribution of profits. Private for-profit hospitals distribute profits to owners, while 
non-profit hospitals, due to internal accountability and the incentives offered to their 
human resources, distribute profits among their staff.

The basic element of all theories is whether a non-profit hospital will behave 
economically as a profitable organization or not. The key issue for a non-profit hos-
pital is the relationship between the efficiency of its actions (provision of health-
care services) and social equality. Certainly, the nature and orientation of a country’s 
health-care system affects the economic behavior of non-profit hospitals (Gravelle 
& Sivey, 2010). This is because the orientation of the health-care system and the 
nature of the health-care market are based on the ideology and culture of nations. 
The asymmetry of information to users and the diversity and heterogeneity of user 
preferences apply to any health-care system.

7.5  �Public Hospitals: What the Theory Says

As has already been mentioned, the hospital is the basic unit of a health-care system 
where the process of providing health-care services is carried out. At the same time, 
it is a social organization that operates in a certain geographical area, consists of 
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people, pursues specific objectives, and is based on a set of principles and rules 
aimed at the structuring, coordination, and coherence of its activities, which are 
necessary for the realization of its goals. In order for a hospital to achieve its objec-
tives, a number of essential elements need to be in place (such as sound leadership, 
staff stability, a positive climate, etc.), but it is also crucially important for the neces-
sary organizational support to be in place, such as the provision of the necessary 
material resources so that they may be used appropriately to achieve the best pos-
sible results.

In terms of organizational support, public hospitals are funded by the State. The 
source of funding for public hospitals is the State’s tax revenue. The primary objec-
tive of a public hospital is to fulfill citizens’ expectations. This objective is particu-
larly important because public hospitals are funded with public money and are 
accountable to society. In addition, they operate within a certain legislative frame-
work set by the State itself. The rules of operation determine the degree of freedom 
of public hospitals, and the investment of public money in a hospital requires col-
lective action (Moore, 2000; Steinberg, 1990a, 1990b).

Sometimes public hospitals operate under strict operating conditions imposed by 
the State. These strict frameworks are likely to be an obstacle to the dynamics of 
public hospitals, but at the same time, they might provide the leverage necessary for 
a better adjustment to their external environment. Indeed, due to their “public” 
nature, sometimes their mission may seem inelastic (especially with regard to the 
perception of quality), even if the environment in which hospitals operate imposes 
change. It is what Moore (2000, p. 192) called “mission stickiness.” This is because 
the provision and investment of public money must be productive in nature and 
aimed at the social good. A public hospital has a public value and the good “health” 
is perceived as a social good.

In the case of public hospitals, the State is the main mechanism for establishing 
both resources and operating rules for public hospitals. Public funding directly 
affects the efficient functioning of public hospitals, while the State must ensure that 
the way public hospitals are financed is in line with the objectives it has set (Buchanan 
& Tollison, 1972; Feldstein, 1967; Newhouse, 1970; Shleifer & Vishny, 1994; 
Steinberg & Bradford, 1993; Tiemann, Schreyogg, & Busse, 2012). Public hospitals 
have no expectation of increasing their income through the sale of health-care ser-
vices. The attraction of greater funding to public hospitals is through the realization 
that they have achieved their goal of meeting social needs and have the potential to 
achieve higher goals (McClellan & Staiger, 2000; Moore, 2000; Oster, 1995).

Like private non-profit hospitals, public hospitals perceive the value of their ser-
vices only in terms of their mission and not in terms of their economic behavior. 
While users of a hospital’s health-care services may do so for their own individual 
benefit, by using these services, they help increase the demand for them and thus 
secure the benefits that hospitals offer for the wider community (Moore, 2000). The 
key characteristics of public hospitals are the overall maximization of satisfaction 
and equal access of users to health-care services (Chletsos, 2011; Hirth, 1999; 
Horwitz & Nichols, 2009; Newhouse, 1970; Steinberg & Bradford, 1993; 
Theil, 1952).
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Public hospitals do not aim to be efficient or competitive but aim solely to deliver 
quality health-care services. To enable them to reduce costs that cannot be passed on 
to users or donors (as in the case of non-profit hospitals), they subsidize the health-
care services they provide. Health-care services of public hospitals are nonprofit-
able. Due to the public nature of hospitals, they deal with often complicated incidents 
and provide advanced emergency services at considerable cost to the State. In addi-
tion, because of their public character, they serve citizens who have no access to 
health insurance, nor do they have the economic resources to pay for the use of these 
health-care services.

Although most studies support the view that the preferences and choices of 
health-care users depend on the type of illness and success rate or failure of treat-
ments developed in a hospital, public hospitals are chosen by users with a particular 
preference for quality. Indeed, owing to the public character of hospitals, citizens 
tend to trust public hospitals in the quality of the health-care services they provide.

7.6  �The Role of Government Toward Different Hospital 
Types

One of the key features that determines the level of civilization of a modern society 
is the way in which its government confronts the quality of the health-care services 
provided to its citizens, regardless of the political system, i.e., regardless of whether 
or not the statutory functions established by the State determine the context in which 
health care is developed, either as a public or as a private asset.

Given that (a) hospitals are now operating in a particularly demanding environ-
ment characterized by the scarcity of resources and the increased needs of society 
to prevent or address problems in health care, (b) it is necessary for hospitals to have 
the appropriate organizational framework, specialized staff, and capable leadership, 
(c) in modern societies, health-care services are provided both by public and private 
hospitals, but they differ from one another (Angelopoulou, Kangis, & Babis, 1998; 
Horwitz & Nichols, 2007; Jabnoun & Chaker, 2003; Sussex, 2009), and (d) the 
trend in recent years is for a growing collaboration between the public and the pri-
vate sectors (Weil, 2003), then a question arises: What should be the health-care 
policy of a government toward the different hospital types?

First of all, it should be noted that for-profit and non-profit hospitals are distinct 
categories of organizations (Frank & Salkever, 1991; Harris, 1977; Jamali, Hallal, 
& Abdallah, 2010; Newhouse, 1970).

In order to justify this distinction, one could argue that:

	(a)	 The public health-care system is hierarchically structured and public hospitals, 
like all public sector organizations, operate within a complex and bureaucratic 
system-based social justice, the protection of public health, and social prosper-
ity. On the other hand, private hospitals mainly aim to generate a profit.
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	(b)	 Management decisions in public hospitals, as opposed to those of their private 
counterparts, are governed by political planning and political feasibility (e.g., 
the pricing policy of medicines, the establishment or merger of hospital units 
and health-care centers).

	(c)	 The work offered by public hospitals cannot be quantified, which makes it dif-
ficult to assess their productivity.

	(d)	 Public organizations, including public hospitals, are subject to an enhanced 
monitoring and accountability (e.g., in terms of how they operate, their objec-
tives, and results) from either top-level organizations or specific governmental 
bodies. For example, a public hospital’s medical, nursing, and administrative 
staff are under the supervision of central or regional government bodies respon-
sible for public health.

	(e)	 There are significant differences between public and private hospitals concern-
ing how human resources are managed. Typical examples are the permanence 
of employment and the promotion system based on seniority in a public hospi-
tal, as opposed to the flexibility of dismissal in the private hospitals and their 
promotion system based on performance criteria.

However, the above differences between public and private hospitals could be 
described as “differences on the surface.” This is because (a) they are not always or 
equally applicable to all hospitals and to all national health-care systems, and (b) 
both public and private hospitals are characterized by similar requirements: to pro-
tect public health, to address the health-care problems of their citizens in an effec-
tive and timely manner, and to make rational use of their available resources. Within 
this framework, we may support that:

•	 Both types of hospitals have multiple purposes (Dranove, 1988; Hoerger, 1991; 
Leone & Van Horn, 2005). For example, a public health-care institution does not 
aim only for public good and to serve the public interest, neither does a private 
hospital solely aim to make a profit. In particular, at the top hierarchical level of 
administration in both hospital types where important strategic decisions are 
made for the future, both the responsible/rational management of resources 
(human, material) and their impact on society are taken into account. In practice, 
this means that the central administration (e.g., of a health-care ministry) will not 
only provide for the allocation of resources but also for the provision of quality 
public health-care services to society at the least possible cost. Similarly, the 
management of a private hospital will plan the future, taking into account both 
the profit and the appeal of their services to the community. It should be noted 
that the latter is particularly important for the survival, prestige, and further 
development of private hospitals.

•	 Both large private and public hospitals are characterized by uniformity and con-
sistency in the way they operate and manage their staff. Moreover, as has been 
mentioned, the larger the organization (public or private), the more bureaucratic 
it is in terms of its structure and processes (Keeling, 1972). It is a common 
objective for both types of hospitals to be interested in the social and political 
consequences of their choices. Although public hospitals are considered to be 
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more receptive to society’s views and to criticism or control from other public 
authorities (at central, local, or regional level) regarding their performance and 
purpose, it does not mean that private hospitals are indifferent to the social 
impact of their actions. Putting it simply, both private and public hospitals are 
equally accountable to society. Public hospitals are primarily controlled by gov-
ernment bodies as well as by the rules and limitations they place in the exercise 
of public authority. But the single-member or collective body of a private hospi-
tal is accountable to the owner (or owners) of that particular institution. Moreover, 
the junior executives of both types of hospitals are under heavily control and are 
obliged to justify their actions. They act more as recipients of data and informa-
tion transmitters in their administrative and professional hierarchy rather than 
sources of data (Gamm, 1996; Sutton & Stensland, 2004; US Government 
Accountability Office, 2008).

•	 The two types of hospitals are subject to quantitative assessment, despite the fact 
that the measurement of public hospital performance can only be measured in 
terms of quality, like any other public organization (Van Thiel & Leeuw, 2002). 
No doubt, the greatest difficulty is to evaluate the work/service offered by a pub-
lic hospital. This is a common difficulty for all public institutions, such as those 
in health and education, because any benefit of these actions cannot be quantified 
directly and precisely.

•	 Despite the impression that, as private organizations, large private hospitals are 
flexible in their human resource management (e.g., incentive schemes, promo-
tions, dismissals, etc.), it is equally true that they operate in a similar manner to 
public hospitals: they usually work with bureaucratic standards and manage their 
staff in a uniform manner. In the case of public hospitals, it is worth mentioning 
that in the last few years (a) it is a dominant perception that permanence and 
promotion are awarded on the basis of seniority; (b) staff mobility, resignations, 
and dismissals (e.g., due to professional misconduct) have increased; and (c) 
hierarchical promotion on a wage-based scale has been established based on 
performance. This may all be due to the fact that hospitals today, due to social 
challenges, want to have competent and appropriately motivated staff (El-Jardali, 
Tchaghchagian, & Jamal, 2009).

To sum up the above considerations, we may support the view that the way in 
which a private health-care unit is managed cannot be substantially different from 
one in the public sector because (a) the concept of “social/common interest” does 
not make the management of resources totally unbiased, (b) the decision-making 
process takes into consideration the social cost and benefit, (c) in both types of 
hospitals there is a balance of income and expenditures, (d) the decisions are dis-
cussed and left open to public scrutiny and criticism, (e) the way in which they 
function should not raise any social objections or challenge society in a negative 
way, and (f) their staff have access to equal career opportunities and professional 
development.
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Chapter 8
The Economics of Hospitals

Key Points
•	 The most important element for a cost-effective hospital behavior is cost 

control.
•	 Hospitals need to use debt in constructive investments such as capital structure in 

order to upgrade and develop services and at the same time have a rational eco-
nomic behavior.

•	 The health-care system plays a significant role in the hospital financing since it 
influences, to a great extent, the insurance coverage of citizens for the use of the 
hospital services which is one of the basic sources of hospital revenues.

•	 None of the determinants can influence the behavior of the hospital alone. The 
most important determinant of hospital behavior is the human capital and the 
decisions of how the productive resources will be used and how the changes, 
costs, and benefits will be managed.

•	 Nonprofitable hospitals have other goals besides the maximization of profits, 
such as the maximization of revenues, maximization of quantity, and the improve-
ment in the quality of hospital services.

8.1  �Introduction

In the second and third chapters of the book, we have analyzed in detail both the 
factors that influence hospital strategy and what we mean by the term hospital. 
Starting with the definition of hospital, we should consider that in all civilized soci-
eties, a well-organized system of health is used for well-defined purposes in which 
it takes into account and exploits the contribution of society, the state, and the envi-
ronment as a whole. Within this framework, one could argue that the hospital is a 
living organization and as a form of the social system has become a product of 
political and social evolution.
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The hospital is, therefore, the basic unit of the health-care system where the 
health-care service is performed. At this point, we should emphasize that a hospital, 
depending on its type (e.g., cooperation with a University), may justify investing in 
services that are different from purely health care such as teaching. As a unit and 
social organization, it is a system which is broadly adapted to all expressions of life. 
As a system, as we have already mentioned in earlier chapters of the book, it has 
subsystems and inputs that are transformed and produce outputs. At the same time, 
of course, it also has a feedback mechanism, which is a mechanism for checking 
whether or not the hospital has achieved its goals. This control mechanism, as we 
shall see further down in this chapter, is the most important element for the eco-
nomic efficiency and effectiveness of the hospital. In addition, what is important for 
the hospital’s economic viability is the legislative framework and rules of the health-
care system.

No matter the type of hospital ownership, its main objective is sustainability and 
profit maximization, while the rules and legal framework of the health-care system 
have a significant influence on the control and especially on the costs shifting. 
Indeed, the hospital is an organization that operates within an uncertain environ-
ment with frequent turbulence since patient insurance coverage, which is one of the 
main sources of hospital funding, is at risk. Therefore, the hospital industry does not 
operate under the same conditions with an organization at the service sector. This is 
because for a business organization in a service sector such as hotel industry, fully 
occupation would mean profit, for a hospital we cannot say that with certainty, since 
it works mainly with fixed costs and whether or not it will achieve profits depends 
heavily on the insurance coverage of patients.

Moreover, another factor that affects hospitals’ economic efficiency is the fact 
that a hospital has more labor and capital intensity than any other social organiza-
tion. The size of the hospital affects the economies of scale that largely determine 
the success or failure of the hospital (Bai & Anderson, 2016; Gruca & Nath, 1994). 
According to the relevant literature (Cowing, Holtmann, & Powers, 1982, cited by 
Gruca & Nath, 1994; Shortell, 1988; Wheeler, Burkhardt, Alexander, & Magnus, 
1999), a multihospital system is more likely to disperse costs and, thus, display 
economies of scales. Of course, hospitals in the system chain need to be geographi-
cally close since otherwise the achievement of economies of scale will be difficult. 
However, the question that usually arises is whether or not large hospital units are 
able to achieve economies of scale themselves. The answer from the literature is that 
this depends on the number of beds that is its capacity (Bai & Anderson, 2016; 
Cowing et al., 1982, cited by Gruca & Nath, 1994; Ginn & Young, 1992; Handel 
et al., 2010; Spaulding, Edwardson, & Zhao, 2018). And this is because if a hospital 
has multiple beds, it means it can accommodate more patients and thus be able to 
spread the cost of services. Of course, there is also a limit, which does not mean that 
economies of scale are increasing as the number of beds increases. A relevant 
research by Cowing et al. (1982, cited by Gruca & Nath, 1994, p. 350) showed that 
economies of scale are up to 500 beds. Moreover, economies of scale depend on the 
service mix of the hospital (economies of scope). In any case, investment and diver-
sification of the services affect economic efficiency. The hospital market is different 

8  The Economics of Hospitals



153

and presents fluctuations and differentiations. As a result, the special character of 
the services offered and the financial sources of a hospital, profit maximization, and 
economic efficiency mainly depend on the number of available services, the case 
and patient mix, system membership, and type of patients’ admission in the hospital 
(whether it is an emergency or nonemergency admission).

Based on the above, we may say that a hospital consists of a multiple number of 
elements (people, services, regulations, teaching, etc.), each of which performs its 
own work, all working together, collaborating and working together to achieve the 
hospital’s goals and sustainability.

8.2  �Which Are the Purposes of Hospitals

As it has already mentioned, the hospital is the basic unit of the health-care system 
and of a social organization. It operates in a specific geographical area, is composed 
of people, is pursuing specific goals, and is based on a set of principles and regula-
tions aimed at structuring, coordinating, and cohering of necessary activities for the 
achievement of its goals. To accomplish its goals, a hospital requires, among other 
things (e.g., strong leadership, staff stability, and positive climate) (Bai & Anderson, 
2016; Duran, Kutzin, Martin Moreno, & Travis, 2012; Sloan & Becker, 1981; Stall 
& Mortimore, 1997), the necessary organizational support, that is, the provision of 
the necessary material resources to use them appropriately in order to achieve the 
best possible result at the least possible cost. Indeed, the economic viability of a 
hospital requires good management and control over the cost of its services. 
Controlling and managing the costs of a hospital’s services is not an easy task. It 
needs continuous monitoring by the managerial leadership, flexibility to respond to 
market demand, provision of quality services, and re-assure of funding resources so 
as to be able to operate in a cost-effective manner. These are the main purposes of a 
hospital. However, these purposes may vary in intensity, and this depends mainly on 
organizational factors such as the type of hospital and its type of ownership but also 
its external environment such as the hospital system and membership. Indeed, given 
that, hospitals have as their primary goal the maximization of profit and utility at the 
lowest possible cost. For example, a nonprofitable hospital which operates with 
low-profit margins will respond to having a better economic behavior, when it is 
more likely to have a cost shift on patients with private payment and less likely to 
shift the cost on patients with social insurance (Champagne, Leduc, Denis, & 
Pineault, 1993; Deneffe & Masson, 2002; Gruca & Nath, 1994; Handel et al., 2010; 
Hoerger, 1991). Moreover, it is more likely, for purely reasons of economic sustain-
ability, a hospital to merge with another hospital unit. However, the conditions that 
a merger can take place depend on the system’s regulations and the relevant legisla-
tive framework. The decisions of hospital upper hierarchical management as to 
which hospitals should merge depend largely on the type of hospital ownership. 
Hence, it is more likely that a nonprofitable hospital will merge with a not-for-profit 
hospital than with profitable counterpart (Deneffe & Masson, 2002; Spaulding 
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et  al., 2018). Therefore, the type of ownership affects the economic behavior of 
hospitals.

Indeed, decisions about hospital goals, as an economic entity, are related to the 
choices for investment in services and by system membership, that is, whether the 
hospital belongs to a multihospital system or not. Decisions on investment in ser-
vices (e.g., investment in subacute or acute medical care or electronic medical 
records) always take into account hospital goals and follow the same rationale as a 
regular economic unit. Although the hospital like any other economic unit has 
assets, costs, and financial resources, their main purpose is to capture the opportuni-
ties and not expose the economic unit at risk.

Moreover, decisions regarding hospitals’ aims also depend on financing resources 
and financing restrictions. With reference to the organizational support, we should 
mention that funding of hospitals is heavily based on the nature and culture of the 
health-care system. The culture of a country’s health-care system influences the 
system membership as well as the emphasis on the type of hospital ownership (e.g., 
nonprofitable, for profit or investor owned, and public). The structure of the health-
care system determines, to a great extent, the market conditions of the hospital 
industry, which consequently influences the hospital objectives.

We will discuss the main sources of funding for hospitals that affect hospital 
goals, later on this chapter; however, we would like to point out that in the case of 
financing hospitals, every health-care system is governed by certain regulations and 
legislative framework. The degree of relaxation and flexibility of these regulations 
also determines the degree of freedom in the operation of both the hospital units as 
a whole, their various departments, and their overall staff. Moreover, the economic 
conditions of the hospital’s external environment have a positive or negative impact 
on the financial sources of hospitals’ revenues. To conclude, there is a need for a 
drastic funding policy for hospitals in terms of how the budgets and funding 
resources are implemented in order to constantly improve the quality of health-care 
services and reach the goals of the hospital.

8.3  �Determinants of Hospital Behavior

As we have already mentioned, hospitals are dynamic economic and social organi-
zations that operate within an uncertain environment and therefore undergo a pro-
cess of change which entails a number of fundamental changes. In addition to the 
key factors of production (labor and capital), we will discuss other determinants 
such as organizational factors, managerial and market factors, and the regulations 
and legislative framework, which, to a more or less extent, influence a hospital’s 
behavior.

At this point, we may say that the hospital as an open system for through its 
subsystems it exchanges information and activities with its external environment 
(Al-Amin, Schiaffino, Park, & Harman, 2018; Fennell & Alexander, 1987; Kast & 
Rozenzweig, 1972; Sloan & Becker, 1981; Spaulding et al., 2018). This means that 
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the system receives energy and influence from its external environment and the 
hospital itself is influenced by its actions to the environment. Therefore, there is an 
interactive relationship between the factors that determine a hospitals’ behavior. 
The following are among the factors that may influence hospitals’ behavior and 
hence its structure and function (Abernethy & Lillis, 2001; Al-Amin et al., 2018; 
Bai & Anderson, 2016; Champagne et al., 1993; Fennell & Alexander, 1987; Ginn 
& Young, 1992; Gruca & Nath, 1994; Handel et al., 2010; Kallapur & Eldenburg, 
2005; Miles, Snow, Meyer, & Coleman Jr., 1978; Spaulding et al., 2018; Wheeler 
et al., 1999).

Market Factors  These factors are often referred to as environmental factors in the 
literature because they are related to the conditions of the hospital environment 
(hospital industry). The shape of these conditions is influenced by the general eco-
nomic conditions and the particular characteristics of the community in which the 
hospital operates. It is well known that hospitals operate not only in urban centers 
but also at regional and local levels. The communities and regions of a country, even 
the urban centers of a country, differ in social and economic characteristics, while 
in some countries, for example, USA, the difference between regions or urban cen-
ters among different states can be even on the level of legislative framework and 
regulations. This means that there are differences between communities (local, 
regions, and urban centers) in terms of wage rate, supply and density of physicians, 
patient income, hospitals’ concentration, and competition. Indeed, all these factors 
influence the behavior of hospitals in their operation as they determine the degree of 
uncertainty and possible market environment shocks. Hospitals are under pressure 
from the market, and in order to survive and develop improved cost-effective behav-
ior, they need to respond in an efficient manner to environmental conditions. The 
extent and intensity of market pressures are largely determined by the mentioned 
characteristics of the area where hospitals operate. At this point, we should empha-
size that the influence of market characteristics, regarding the degree and intensity, 
depends on the ownership type of the hospital. This means that public hospitals, 
which are autonomous units that mainly serve a wider range of services to a larger 
socioeconomic part of the population and are not related to each other, are a differ-
ent group of hospitals that exhibit heterogeneity (Champagne et al., 1993; Sloan & 
Becker, 1981). Within this framework, the degree of market complexity for public 
hospitals depends primarily on the number of public hospitals in an area. The num-
ber of hospitals plays a role in making decisions about investing in services. When 
many hospitals function in one area and offer specific services (usually offering and 
investing more in acute care), this makes it more difficult to decide whether to diver-
sify services (e.g., in subacute care) or invest in a more innovative service. When a 
hospital operates in an area where income is high enough, and there are increased 
sources of funding, the hospital will operate differently from another, operating in a 
low-income area with limited financial resources (Al-Amin et  al., 2018; Bai & 
Anderson, 2016; Kimberly & Evanisko, 1981; Wheeler et al., 1999). This is because 
higher income area means more demand for health-care services since the popula-
tion can either cover their income expenditure or have private insurance coverage 
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(Wheeler et al., 1999). Regarding the income of the districts or regions, a wealthy 
area of public money will be able to cover and subsidize hospitals with more public 
money. Public funding (or financing by local or regional government) of hospitals 
depends primarily on the culture and ideology of the health-care system and the 
general economic conditions of a country. However, a wealthy area means more 
money where combined with good management they generate more chances for 
better service and flexibility that consequently lead to further socioeconomic devel-
opment of the area.

Hospitals which function in urban centers also cooperate with universities, while 
hospital staff in many cases come from universities and have university affiliations 
(Champagne et al., 1993). Indeed, according to Swanson Kazley and Ozcan (2007), 
hospitals that have more financial sources of income can adopt innovative services 
such as electronic medical records. This means that in such a case, the hospital is 
more likely to invest in research and adopt innovative ideas.

Organizational Factors  Organizational factors include ownership type, system 
membership, size, patient and case mix, outpatient activity, subacute and acute care, 
people, and teaching status. These factors affect the functioning (and behavior) of 
hospitals either positively or negatively. Indeed, the type of ownership and system 
membership (more for private profitable hospitals) affect the behavior of hospitals. 
Private hospitals have the potential to develop different types of hospital groups and 
chains. This, within the organization framework, enables them to operate with 
greater flexibility. In contrast, public hospitals, which are independent and unique 
units, do not have the flexibility to diversify their services. However, public hospi-
tals are more likely to work with a university, and hence to develop research and 
specialized services. Indeed, Kimberly and Evanisko (1981) indicated that an effi-
cient organizational response to the problem of hospital acute care services hetero-
geneity is investing in technology. This will boost the effectiveness of the hospital, 
as it will attract both medical staff and patients. The only thing that is necessary in 
such cases is the continuous cost control and careful analysis of the population’s 
insurance coverage. However, both types of hospitals exhibit labor and capital 
intensity when comparing the hospital industry with another industry service 
(Al-Amin et  al., 2018; Bai & Anderson, 2016; Gentry & Penrod, 2000; Handel 
et al., 2010; Kimberly & Evanisko, 1981; Wheeler et al., 1999). Regarding the orga-
nizational factors, the relevant literature (Champagne et  al., 1993; Handel et  al., 
2010; Kallapur & Eldenburg, 2005; Kimberly & Evanisko, 1981; Sloan & Becker, 
1981; Wheeler et al., 1999) converged to the conclusion that the size of the hospital 
and whether it has invested in acute or subacute care are crucial important elements. 
The size of the hospital, as we have already mentioned, affects the quantity and type 
of services provided. Large public hospitals, for example, are more likely to provide 
outpatient care in relation to their private counterparts. This is because outpatient 
activity is a cost-raising service, and therefore, an investor-owned hospital cannot 
easily afford it since the prime goal is profit. It is true though that most hospitals are 
more likely to invest in acute care and less in subacute care. The emphasis on the 
type of services differentiates their behavior. For example, shifting services to 
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subacute care should be combined with good management of available beds and 
analysis of patient insurance coverage. Considering the type of hospital and the 
emphasis on services, nonprofitable hospitals are more likely to invest in subacute 
care, whereas the supply of health-care staff may determine the investment in sub-
acute care in any type of hospital ownership. According to relevant literature 
(Abernethy & Lillis, 2001; Al-Amin et al., 2018; Bohigas et al., 1996; Champagne 
et  al., 1993; Hage & Dewar, 1973; Kallapur & Eldenburg, 2005; Kimberly & 
Evanisko, 1981; Miles et al., 1978; Sloan & Becker, 1981; Wheeler et al., 1999), 
high importance is given to hospital staff mainly for hospital upper management. 
Indeed, hospital staff and management are critical to its financial performance. No 
investment or diversification of services will achieve high growth rates if there is a 
maladministration or exploitation of the available resources due to a lack of funda-
mental ideas. Capital alone cannot replace organizational and management ideas. 
Therefore, skilled and qualified human resources are crucial and essential for the 
efficient combination of available resources and the delivering of quality services at 
the lowest possible cost. Finally, in terms of patient and case mix, patients’ needs 
depend, to a great extent, on the area within which the hospital functions and, in 
particular, the age structure of the population and per capita income of the area.

Regulations and Legislative Framework  The regulations and the legislative frame-
work have a positive or negative impact on the financial performance of the hospital. 
In particular, the legislative framework has a close link to reforms (changes) taking 
place in the health-care sector and in the hospital industry. Changes sometimes 
reduce and sometimes increase problems in the hospital field. Regulation (as well as 
the legislative framework) concerns about the control mechanisms necessary to bet-
ter regulate the functioning of the hospitals. According to Gruca & Nath (1994, 
p. 346), the main categories of control mechanisms are focused on investment, uti-
lization, and reimbursement control. With reference to investment controls, the reg-
ulations refer to the bureaucratic procedures that a hospital needs to follow and the 
investment limitations so that a hospital can move on, if it wants to expand its 
investment activity in terms of services offered. The orientation of a hospital’s 
investment opportunities and limitations (e.g., a merger) is important and necessary 
because this will better regulate the market (competition in the hospital industry) 
and it will also have a better control of the conditions in the area where a hospital 
operates. Utilization control relates to the services offered and is about the regula-
tion of the hospital’s internal operation. This type of control ensures, through legis-
lative regulations, that patients are offered a specific and necessary level of health 
care in terms of quality. At the same time, a kind of cost control is achieved since 
regulations can regulate issues such as unnecessary hospitalization and length of 
hospital stay. Certainly, with particular reference to the latter, the will of the hospital 
management is essential. This means that regulation alone cannot have good cost 
management and control. Human intervention (of managers) is absolutely neces-
sary. We may also note at this point that utilization control affects public hospitals 
more in the sense that they operate more with public money. Finally, reimbursement 
control regulates issues of hospital charges and hospital reimbursement. Of course, 
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the hospital (especially the private ones) charges their services based on their cost, 
and this does not depend on the method of payment. Although hospitals (and the 
private sector) often agree on service charges, the nature of these regulations tends 
to regulate the costs of hospitals and the provision of better quality services. In this 
way, hospital management can better manage their budget and overall hospital oper-
ations. At this point, it is necessary to mention that the impact of these regulations 
has an influence on public hospitals.

Managerial Factors  These factors are related to the decisions of hospital upper 
management regarding the labor intensity, debt utilization, and service mix. They 
are also related to the hospital infrastructure (technology equipment), which is the 
main prerequisite for the modernization of the hospital. These are very important 
factors that greatly influence the hospitals’ behavior. Although they may not be 
purely economic factors, they include the most important crucial determinant factor 
of economic behavior that is the human factor. Work intensity affects employment 
relationships, and ultimately, if the hospital’s financial and investment decisions are 
not based on a consensus basis, then they cannot thrive and promote proper func-
tioning. With reference to debt utilization, the rational use of a hospital’s debt leads 
to cost-effectiveness. Here too, the rational use of debt requires rational decision-
making by hospital management. The same applies for the service mix. The mix of 
services offered requires careful planning and strategy so that the hospital can 
achieve the lowest cost and best possible performance.

From the above, it is evident that hospitals are in a bidirectional relationship with 
their environment (internal and external). This means that the hospital has to adjust 
to the environmental data and conditions. A rational policy and strategy is abso-
lutely necessary so as any change to be acceptable by all involved including stake-
holders and, most importantly, from an organizational perspective to be economically 
sound. The production factors such as capital, labor, and technology alone are not 
enough to improve the financial situation of hospitals. The most important factor 
that determines and will increasingly determine the sustainable development of a 
hospital will be human capital, as a culture and attitude of life.

Based on the above, none of the factors mentioned above can alone determine the 
behavior of a hospital. The fact that:

	a.	 The picture of hospitals’ financial effectiveness is relatively unclear and complex 
due to the special and sensitive character of the hospital industry and the services 
that are offered.

	b.	 There are discrepancies between the hypothetical world of economic theory and 
the real world of economic life.

In reality, the environment of a hospital creates situations that do not meet the 
optimal solutions that deliver financial well-being. The essence is, therefore, in how 
the productive resources are used and how the changes, costs, and benefits are man-
aged by hospitals.
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8.4  �Which Are the Sources of Revenues 
and the Expenditures of Hospitals

8.4.1  Hospital Revenues

One of the main methods used to allocate state resources is the process of budget 
programs (or budgets). It is a short-term program of economic action through which 
the economic and social policy of the government is implemented (Lee, Johnson, & 
Joyce, 2013). The budget seeks to rationalize the allocation of 1-year resources 
available to meet public needs and implement the government’s economic and 
social policy.

The state budget is financed from two main sources: the state operating expendi-
ture budget and the public investment budget. The main source of funding for hos-
pitals, regardless of the type of health-care system, is the state. In cases where the 
philosophy of the health-care system (e.g., national health-care system) allows, hos-
pitals funding, mainly public hospitals, from the state, is high. The final decision, 
therefore, on the question of how much money will be spent mainly on public hos-
pitals is a matter of the state.

Expenditure on hospital funding has a large portion of public spending and 
derives money from various sources. Based on the relevant literature (Chletsos, 
2011), two ways of calculating the amount of public expenditure can be identified. 
The first method calculates the amount of public health-care expenditure based on 
the needs of the system and then identifies the revenue (e.g., the money raised) to 
cover the expenditure. The second way of calculating starts with the planning of 
public expenditure, this means the state revenue comes first and then the covering of 
the needs. The main source of revenue for a state is taxation (direct and indirect). 
Apart from the state, however, in some countries, public funding of hospitals is a 
subcategory and comes, to a lesser extent, from regional or local authorities. One of 
the key features of health-care policy is the relationship between the return on 
investment in health care and equality of opportunity. Since taxes are the main 
source of revenue for the state and are paid compulsorily by citizens depending on 
their income, citizens should have the same opportunity to have equal treatment in 
public hospitals in a country. This means that the way a country’s state budget oper-
ates should enable it to solve serious operating problems faced by hospitals and 
contribute to the developmental character of the hospital.

The relevant literature (Bai & Anderson, 2016; Chletsos, 2011; Gruca & Nath, 
1994; Harris, 1977; Lee et al., 2013; Miles et al., 1978; Xenos, Nektarios, Polyzos, 
& Ifantopoulos, 2014) shows that public financing of hospitals should be effective 
and not bureaucratic. The state has to be an effective producer by providing motives. 
Taking into consideration that the state finances and other sectors of the economy, 
effectiveness is a necessary condition for an effective financing of hospitals. The 
distribution of health-care costs in hospitals needs to be efficiently organized so that 
the participation of the state in the allocation of health-care expenditures results in 
a high profitability with the lowest possible cost (Burnell, 1991).
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However, besides taxation, hospitals receive funding from social insurance and 
private payments. Social insurance refers to the hospital covering of the needs of the 
population by the state, while the health-care systems which exercise this type of 
social insurance are the social insurance system and the national health-care system. 
With reference to the former, the financing of the system is largely wage related 
since it comes from sharing contributions between employers and employees. 
Regarding the national health-care system, the financing of the system comes from 
taxation (both direct and indirect). For the particular case whereas a country has a 
national health-care system, which provides full coverage of the population, then 
the payment for the use of services in a public hospital is made through social insur-
ance. The use of services in a private hospital based on the national health-care 
system is only partially covered by social insurance, and the remaining will be paid 
for by private payment. Private payments refer to citizens’ private hospital coverage 
(private insurance) and patients’ direct payments, for example, payment coming 
from patients’ income when they do not have any (social or private) hospital care 
insurance. With reference to private payments, the liberal or free market health-care 
system is more likely to be related, and this is because in a free market health-care 
system, citizens have private insurance paid by their employers only when they are 
employed. If the citizens are not working, then they have to pay for their own income 
for the use of hospital services. In any case, we should mention that the population 
of any country is, in theory, obliged to have health-care insurance. The main differ-
ence between the two sources of hospital revenue is the time the hospital payment 
is made. In the case of social insurance, there may be a delay in hospital repayment 
due to bureaucratic procedures.

8.4.2  �Hospital Expenditures

With particular reference to hospital expenditures, we may divide into fixed and 
variable expenditures. Fixed costs include operating costs for hospital functions 
such as building maintenance, while variable costs depend on the level of hospital 
occupation and the number of medical and administrative staff. In particular, the 
main categories of hospital expenditures can be divided into the following catego-
ries (Al-Amin et al., 2018; Bai & Anderson, 2016; Bohigas et al., 1996; Champagne 
et al., 1993; Handel et al., 2010; Karasoulos, 2014; Spaulding et al., 2018; Suhrecke, 
Sauto Arce, McKee, & Rocco, 2012; Swanson Kazley & Ozcan, 2007; Xenos 
et al., 2014).

Pharmaceutical and Clinical Costs  This type of expense varies and depends, to a 
great extent, on the type of inpatient care and length of hospital stay. At this point, 
it is worth to mention that the cost of health-care services is interdependent and thus 
may be a constraint on service mix changes (Gruca & Nath, 1994, p. 359; Handel 
et  al., 2010). Another limitation is the regulations and the legislative framework 
which may limit the chances of diversification of services in order to reduce the cost 
of clinical and pharmaceutical costs.
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Providers’ Payment  Hospital suppliers are another major category of costs. 
According to the relevant literature, the hospital suppliers market is related to the 
structure of the hospital industry as well as to the philosophy of a country’s health-
care system. When we have a competitive market with a large number of hospitals, 
then hospitals have a choice so they can have better management costs for suppliers 
in terms of both cost and quality. In addition, as has already mentioned above, hos-
pital costs are related to economies of scale and scope (Al-Amin et al., 2018; Gruca 
& Nath, 1994; Handel et al., 2010; Sloan & Becker, 1981; Xenos et al., 2014). This 
means that in relation to the cost of suppliers, the hospital occupancy rate plays an 
important role. The functioning of competition between health-care providers and 
purchasers can be ensured through control mechanisms.

Wages of Medical and Administrative Staff  This expenditure consists of the larg-
est proportion of total hospital expenditure. This is because the hospital, like any 
organization, in order to function properly, has the necessary human resources. 
Hospitals (private and public) are usually large organizations and have three human 
resources specialties: administrative, medical, and nursing staff. Hence, the cost of 
wages is high, as is the case with any economic entity.

To conclude, the hospital financing policy needs constant consideration and dras-
tic action to ensure a quality upgrade of the system. Based on the above and consid-
ering that the financing of hospitals from the state influences directly the effective 
performance of hospitals, the state should be certain that the way of financing hos-
pitals fits the hospitals’ aims.

8.5  �How Do the Hospitals Achieve Their Goals: 
A Theoretical Explanation?

The behavior of the hospital is determined by the economic model in which hospi-
tals belong. According to Jacobs (1974), hospitals can be placed in two different 
categories of economic models. In the first category, hospitals are considered as an 
“organism” which has its own goals. These goals could be maximization of profits 
or quantity or the quality of the product. In the second category, hospitals are orga-
nizations where there functions help different groups (physicians, administrative 
board, etc.) to maximize their utility function under economic constraints such as 
the capacity of patients to pay for health services. Concerning the hospitals which 
belong to the second category, the owners are not the managers. According to the 
managerial theories, owners are employed managers who are responsible to achieve 
the objectives of the hospitals (McGuire, Henderson, & Moone, 1988). These goals 
could be the maximization of profit or the maximization of revenues, etc (Baumol, 
1959). The managers take decisions about the functions of the hospital having in 
mind their managerial utility function. Their utility depends on the level of the sal-
ary they get, their bonus, security, power, and status (McPake & Normard, 2008). 

8.5  How Do the Hospitals Achieve Their Goals: A Theoretical Explanation?



162

A number of theories emphasize the role of clinicians upon the decision-making 
process. Brown (1970) plays emphasis on the role of the hospital management in the 
determination of hospital functions. Under this concept, the clinicians are not hired 
and paid by the hospitals; the role of clinicians is to serve as agent for the consum-
ers. Additionally, Feldstein (1968) adds that the role of the hospital management is 
to maximize output for a given quality level. The same is the thesis developed by 
Rice (1966). The different point of the theory of Rice (1966) is the distinction of the 
goods and services produced by the hospital to those categorized as medically nec-
essary treatments and amenities. This categorization of goods provided by the hos-
pital implies that the hospital operates in two different markets. There is an 
intermediate market for the health care supplied by the hospital (McGuire et al., 
1988) and a final market for the amenities. McGuire (1985) notes that in Rice’s 
theory complete inelasticity of demand for health care does not exist in the interme-
diate market. Therefore, hospitals compete with each other and with other inputs in 
the production function of the clinician—hospitals.

Another group of theories which try to explain the behavior of the hospital are 
the behavioral theories. These theories support that hospitals are not a single 
decision-making unit, but there are different objective functions because they are 
made up of diverse sets of actors (McPake & Normard, 2008). The hospital behav-
ioral theory is based on the work by Simon (1957).

The necessity to develop an economic model which explains the behavior of the 
hospitals arises from the different structure of hospitals. As Joshi and Krishnan 
(2017) mention the fact that there is simultaneous presence of different types of 
hospitals (for-profit, nonprofit, and government/public hospitals), this implies that 
they have different missions and different objective functions. Chang & Jacobson 
(2012) categorize the different objectives of nonprofit hospitals in four streams. 
These categories are as follows: (a) “for-profits in disguise,” (b) “output maximiz-
ers,” (c) “perquisite maximizers,” and (d) “social welfare maximizers.” Hospitals 
which belong in the first category could operate as a profit-maximizing entity. This 
is because of the lack of enforcement or the ambiguity of law to allow nonprofits to 
act as profit maximizers. Nonprofit hospitals of the second category have an aim to 
maximize quantity and quality as Newhouse (1970) states in his theory. The third 
group of models posits that nonprofit hospitals maximize perquisites and more spe-
cifically the perquisites of the physicians as these enter into the welfare function of 
the physicians. According to the last category (“social welfare maximizers”), the 
hospitals are nonprofit because their managers have altruistic motives, and they care 
more about the output than wealth.

In the case of a for-profit hospital, the profit motive leads the production of health 
services (Rice & Unruh, 2009). According to traditional economic theory, the for-
profit hospital is considered as a firm which maximizes its profit. The maximization 
of profit is achieved by producing the level of output (health services) to the point 
where marginal revenue equals marginal cost. In the case of a perfect competitive 
market, the hospital is a price taker (the price is fixed in the market and it is constant 
for each hospital) and the demand curve is identified by the marginal revenue curve. 
In the case of a monopolistic or monopolistic competitive market, the hospital is a 
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price maker and the demand curve is different from the marginal revenue curve. At 
the equilibrium condition, the hospital determines the quantity of health-care ser-
vices provided where the profit is maximum, and therefore, the price is determined 
by the demand curve which is different from the marginal revenue curve. The man-
agers of a hospital should choose the level of output where goals have been achieved. 
So the level of output should vary between the levels of output at which profit is 
maximized (the equilibrium condition is Marginal Revenue (MR) equals to Marginal 
Cost (MC)) and the levels of output at which profit is zero (Average Revenue equals 
to Average Cost). Although there are economic and behavioral theories which 
attempt to explain the hospital’s behavior, there are serious doubts about the effec-
tiveness of these theories. The fact that there is a great diversity in the structure of 
hospitals and the output produced by a hospital is not the same; this is an obstacle 
to treat a hospital as a cohesive unit. The heterogeneity of the hospitals is shown by 
Sloan (1979). He found that there are significant organizational differences between 
different types of hospitals. As McGuire (1985) mentions, the problem raised by the 
work of Sloan is the effort of the theories to aggregate different types of hospitals 
while there is no a single category of model to be general enough to analyze 
hospitals.

8.5.1  �The Role of Physicians in Maximizing Hospitals’ Profits: 
The Model of Pauly and Redisch

Pauly and Redisch (1973) proposed a model of the US hospitals which is similar to 
the traditional economic model of firm based on the profit-maximization rule. They 
refer to the US hospitals because the structure of US hospitals is different than the 
structure of European hospitals. In Europe, physicians are employees of the hospi-
tal, and they are paid by the hospital in order to provide treatment to the patients. In 
contrast with USA physicians are not employees of these hospitals. They attract 
patients and provide them with a treatment within the hospital, and their remunera-
tion depends on the number of patients and the kind of treatment. This is a profit-
maximizing model. The clinicians dominate among other groups of hospitals. They 
have control over the resource allocation, and they attempt to maximize their 
income. There are two main groups in this nonprofit hospital. The first group con-
sists of the physicians and second group of the equity holders (so-called trustees). 
There are residual profits which go to the physicians. As the physicians attempt to 
maximize these residual profits, they perform the role of the manager. As we said, 
this model of the nonprofit hospital could contrast the orthodox model of the profit-
maximizing firm. As Pauly & Redisch (1973, p. 90) indicate, “the only difference 
between this model and the physician-profit-maximization model of the hospital is 
that in the latter it is the physician input, rather than the nondebt capital input, which 
obtains economic profits, residual income.” Thus, the physicians are the decision 
makers (McPake & Normard, 2008), and the objective functions of the hospitals 
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consist of the income of the physicians. Hospitals function in a way to maximize the 
net income of physicians at any point in time. The output produced by the hospital 
is “hospitalization services” (Q), and it is produced by physical capital (K), nonphy-
sician labor (L), and physician or medical staff labor (M). The production function is:

	
Q F K L M= ( ), ,

	
(8.1)

The “hospitalization services” (Q) is sold to patients at a price (PT) for which the 
hospital has no gain or loss. The gross total revenue (PT·Q) equals to the revenue 
goes to pay nonphysician labor and capital (Ph·Q), and the residual revenue goes to 
the physician. The Ph is the price that the hospital charges for the use of nonphysi-
cian labor and capital. The wage rate for the nonphysician labor is w, and user cost 
of capital is w. On the basis of the above:

The revenue goes to the nonphysician labor and capital is:

	 P Q w L c Kh · · ·= + 	

The residual revenue goes to the physician is:

	
P Q P Q P Q w L c KT h T· · · · ·− = − +( ) 	

(8.2)

The demand curve is given by:

	
Q Q PT= ( ) 	

(8.3)

The number of physicians (M) is constant in short-run period:

	 M Mc= 	 (8.4)

In short-run period, the hospital has to maximize the equation (8.2) subject to 
Eqs. (8.1), (8.3), and (8.4). The equilibrium in short-run period is to hire units of L 
and K until their prices equal to their marginal contribution to the value of output 
(Jacobs, 1974).

In the long-run period, the number of physicians is not fixed and it is variable 
over time. The question raised is to fix the optimal level of hospital’s staff, and the 
optimal level depends on the assumption made about the hospital’s staff. There are 
three possible cases: (a) closed staff model, (b) discriminatory sharing or hiring, and 
(c) open staff model. In the first model (closed staff model), the physicians are able 
to regulate their members in order to maximize average net revenue. Physicians will 
accept to add new members as long as it causes each member’s net income rise. 
McPake & Normard (2008, p. 157) indicate that in the: (a) “closed staff” model, the 
physicians regulate the number of their numbers in order to maximize their reve-
nues and each member takes an equal share, (b) “discriminatory hiring” model, 
some of the physicians are partners and share equally the net revenues and other 
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physicians are payed their marginal product, and (c) “open-staff” model, any physi-
cians who want to join the hospital can do so and share equally the net revenue.

Figure 8.1 shows the physician equilibrium in the Pauly–Redisch model.1 More 
specifically, the optimal size of physicians is determined in three models.

On the horizontal axes of Fig. 8.1, the number of physicians is measured, and on 
the vertical axes, the price of remuneration of physicians is presented. The three 
different models explain the determination of the size of the physicians based on the 
assumptions made about the possibilities of new entries of physicians into this par-
ticular hospital. In the first model (“closed staff” model) where physicians control 
the number of their members, they share equally the total revenue. As the number of 
physicians increases, the total revenues increase. The rate of the increase of reve-
nues is decreasing. The increase of the revenues is shown by the upward sloping of 
the curve O NARPM. The decreasing rate of the change of total revenues is pre-
sented by the downward part of the MRPM curve. Taking into consideration that the 
purpose of the physicians is to maximize their total revenues, the equilibrium point 
is the point C and size of the physicians at this point is MO.

In the second model (“Discriminatory sharing or hiring” model), the number of 
physicians employed in this hospital will be increased until the marginal revenue 
product (MRPM) equals to the price of the physicians (OS). As MRPM is greater than 
OS, more physicians are added in the hospital. The equilibrium point will be the 
point D and the size of physicians is MA.

1 This figure is presented by Pauly and Redisch (1973, p. 92). This physician equilibrium in the 
Pauly–Redisch is presented and analyzed by Jacobs (1974, p. 93).
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Fig. 8.1  Equilibrium in Pauly–Redisch model, where SS is physician supply curve which is infi-
nite inelastic and it is at a low level relative to income possibilities in this particular hospital, M is 
number of physicians, NARPM represents the maximum attainable income per physician for each 
specific value of M, and MRPM represents the value of the marginal product of physicians
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In the last model (“Open Staff” model), there is free entry of physicians and each 
new member becomes a “full partner” of this hospital. Each of these physicians 
receives as income the part of average income per person which equals to the mar-
ginal price of physicians. The equilibrium point is the point E, and the number of 
physicians is MB.

8.5.2  �Quantity/Revenues Maximizing Model of Hospitals

Profit is not the main goal for most hospitals (Liu & Mills, 2008). Other objectives 
are quantity maximizing and revenue maximizing. According to Rice (1966) and 
Brown (1970), hospitals are quantity maximizers. The quantity is the number of 
patients. The revenue function of the hospitals depends on the number of patients 
under the hypothesis that the price paid by patients does not change. As the number 
of patients increases, the total revenues also increase with a decreasing rate. In con-
trast, the total cost has an upward sloping, and this indicates that as the number of 
patients increases, the hospital has to use more input in order to provide sufficient 
health-care services. Figure 8.2 presents the model of quantity maximizing.

In the case of a profit-maximizing hospital, the output produced will be Q2 at 
which the profit (it is the difference between total revenues and total cost) BD is the 
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Q1 Q2 Q3
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Fig. 8.2  The quantity-maximizing model (this figure is presented by Jacobs (1974, p. 88) and by 
Liu & Mills (2008, p. 279)). TR total revenue, TC total cost, TS total surplus (profit or loss), and Q 
health services provided
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highest. In the case of a nonprofit output-maximizing hospital, the output is Q3. At 
this level of output, the profit is zero. More specifically, according to the theory of 
Rice (1966), the hospital will produce until it achieves a minimum profit. If profit 
does not exist, then this level of output, as we mentioned above, is Q3. The govern-
ment can push the nonprofit hospital to produce more health services if the govern-
ment decides to subsidies total revenues or cost. In both cases, the new output is to 
the right of Q3.

If the government subsidizes total revenues, the total revenues curve shifts 
upward and the new output produced is Q4 (Figs. 8.3 and 8.4), or if the government 
subsidizes the total cost, the total cost curve shifts downward and the output pro-
duced is Q5.

Finkler (1983) extends the Baumol sales-maximization theory2 to the nonprofit-
able hospitals and develops the revenue-maximizing model. He considers that the 
hospital is a revenue-maximizing entity. The basic hypotheses of Finkler’s theory 
are as follows: (a) owners of not-for-profit hospitals are rewarded on the basis of 
revenues and not on the basis of profits and (b) hospitals are not perfect competitive 
units and the demand curve for each hospital is finite for each of its products. It is 
also assumed that physicians are related to the hospital and are affiliated with the 
hospital, as a result the hospital is in greater demand. The revenue-maximizing 
hospital implies that hospitals offer those products that return the largest amount of 
revenue per unit of cost and the hospital can still break even. There are cases in 

2 Baumol developed the sales-maximization theory in his work in 1959.
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Fig. 8.3  The quantity-maximizing model in the case of subsidizing revenues
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which some products will be offered at a loss if their effect on the demand of other 
products supplied by the hospital makes a profit at least equal to the loss.

8.5.3  �Quality-Maximizing Model of Hospitals

In the previous model, the maximization rule was upon the quantity or the revenues 
of hospitals. Lee (1971) focuses on the quality of health services. He assumes that 
there is interdependency between ownership and administration of the hospitals. 
The administrator is seen to be the main actor who is interested in maximizing a 
utility function, which is the objective function of the hospital operation. This util-
ity function includes variables such as salary, prestige, security, power, and job 
satisfaction. Utility maximization is linked to status (prestige) rather than income. 
The administrator perception about the status is related to the prestige of other hos-
pitals (Jacobs, 1974). Lee emphasizes on the quality of inputs which enter into the 
hospital’s objective function and not on the quality of inputs and outputs. The basic 
assumption of his production theory is that the hospital attempts to minimize the 
gap between its desired status and its prevailing status. The hospitals compete not 
for the profit but for the status. Hospitals compete in terms of the methods of 
treatment and the use of equipment and the personnel (Lee, 1971). On the basis of 
these assumptions, Lee argues that a kinked demand curve exists in the factors 
market and the hospitals will respond to an increase of input usage of any hospital 
but not to the decrease. The rise of the status is related to the increase of revenues, 
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Fig. 8.4  The quantity-maximizing model in the case of subsidizing total cost
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and the latter is determined by the prices of services and insurance schemes. The 
price elasticity of demand is closed zero, and this will raise revenues without affect-
ing the output levels. The model proposed by Lee (1971) has been criticized because 
of its assumptions and because of the lack of explanation of the behavior of model 
to external changes (Jacobs, 1974).

8.5.4  �Quantity- and Quality-Maximizing Models of Hospitals

Newhouse (1970) proposes another economic model to explain the behavior of non-
profitable hospital. As in the previous presented models, Newhouse focuses upon 
the administrator as the decision maker of maximizing a utility function. The first 
difference with the other models is that the “decision maker” in the Newhouse’s 
model is a mixed group which consisted of trustees, doctors, and hospital adminis-
trator (Jacobs, 1974). This amalgam of different persons seeks to maximize a 
weighted function of quality and quantity subject to a budget constraint. Each of the 
group of the amalgam has different objectives. It is not clear how different objec-
tives are combined in order to determine the objectives of the common utility func-
tion. In the model developed by Newhouse, it is not clear if “quality” refers to inputs 
or outputs. Furthermore, there is a lack of clarity in what each group of the manage-
ment considers as “quality.” According to McGuire (1985), the Newhouse’s model 
is based on specific assumptions:

	a.	 The hospital is considered as a single product firm whose physical product is 
measurable and the decision-making process is maximizing the quantity/quality 
trade-off.

	b.	 There are entry restrictions.
	c.	 The hospital can implement market decisions subject to budget constraint with-

out taking into account any other competitors.

Another assumption made by Newhouse is that patients pay the full cost of 
hospital care and therefore the hospitals’ revenues are calculated according to an 
individual demand curve. Given the quality, income, the price of health care, and 
other factors, there is a specific demand at each price which determines the demand 
curve. If there is a change in the quality, then the price of health care increases 
(patients have the willingness to pay more for a higher quality health services), and 
a new demand curve is fixed. As far as the average total cost is concerned, 
Newhouse assumes that this is U-shaped. This also shifts upward with an increase 
in the quality. For each level of quality, there is at least one equilibrium point 
where average revenue (AR) equals to average total cost. This equilibrium is 
shown in Figures 8.5 and 8.6.

Figures 8.5 and 8.6 show that the hospital determines its output at different level 
of quality. As the quality increases, the total cost and demand curve shift upward, 
and the new output could be greater (Fig. 8.5) or smaller (Fig. 8.6) than the previous.
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Combining all different equilibrium points at which output is maximizing for 
different given levels of quantity, the trade-off curve between quantity and quality is 
drawn. This curve is downward sloping3 showing that as the quantity of the health 
care increases, the quality of this health care decreases. As we said above, the 
administrator should maximize his utility function. According to Newhouse, the 
decision maker must choose the point of the trade-off curve which maximizes his 
utility, given by the utility curve (Fig. 8.7).

The equilibrium point at which the decision maker maximizes his utility is the 
point at which the trade-off curve is tangent at the utility curve.

3 The trade-off curve may have an upward slope over some ranges, although it usually has a down-
ward slope (Jacobs, 1974).
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One of the implications of the Newhouse’s model is least-cost production. This 
indicates that the hospital could produce health services at a lower unit cost. 
Newhouse states two reasons for which the hospital does not achieve an optimal 
outcome. First, there is a bias in favor of higher quality products. Second, there are 
barriers for entrance resulting from nonprofit status of the hospitals.

The presentation of the Newhouse’s model was based on the assumption that 
hospital produces only one quality which is unclear. However, the hospital produces 
several services of a different quality. Jacobs (1974) considers that the major prob-
lem with Newhouse’s model is that hospital is placed in a theoretical context as a 
“firm” with a single decision maker (“administrator”) and with a single utility func-
tion which is not realistic. Moreover, the least-cost production and the average cost 
pricing is questionable.

Harris (1977) considered the hospital as two separate firms. One of the firms is 
made up of medical staff that comprises a demand division, and the second firm is 
for the administration which is the supply division. These two firms have different 
structures. Each of these two firms has its own managers, objectives, pricing poli-
cies, and constraints. Each firm attempts to maximize its utility, but the objectives 
set up by its managers are sometimes contradictory. Medical staff is considered to 
be the more powerful group. Within this organization, the staff (medical staff and 
administration) operate in a noncooperative oligopoly type model. The maximiza-
tion of the quantity and the quality is the main objective of the hospital. The main 
differences between Harris’ model and the Newhouse’s model are the different 
organizational structure of the hospital and the existence of conflicts between the 
medical staff and administration which influence the operation of the hospitals.

Feldstein (1971) developed an economic model in order to explain the hospital 
cost inflation. This model consists of several equations which describe both demand 
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Fig. 8.7  Equilibrium in Newhouse’s quantity–quality maximizing model (this figure is presented 
by Newhouse (1970, p. 68) and Jacobs (1974, p. 88)). UU′ utility function, AB trade-off curve 
between quantity and quality
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and supply. Using the market mechanism demand and supply is equilibrated by 
price. Given that in short-run period the supply of health-care services—based on 
the use of beds—remains constant, an increase of demand will lead to an increase 
of price. In this model, any change to the health-care services provided had no effect 
on the demand for health-care services. In the next work of Feldstein (1977), he 
incorporates the variable “quality” in his model, and he shows that more expensive 
“quality” increases the demand for health-care services. Since the patient may only 
be given limited information, Feldstein (1977) proceeded to explain the role of phy-
sician in the determination for the demand of health-care services. The physician is 
well aware of the financial and economic position and the insurance coverage of the 
patient, as well the patient’s medical problem, and he may determine the demand for 
health care. As far as the hospital utilization is concerned, Feldstein (1971, 1977) 
states that this is affected by admissions (ADM) and average duration of stay (MS). 
Admissions and average duration of stay depend on the price per patient, the quality 
of care, the extent of a patient’s insurance, and a variety of other variables including 
income, demographic composition of population, availability of hospital facilities, 
and alternative sources of care. The total demand bed days is defined as follows:

	 BDD ADMMS= · 	

Bed supply (BEDS) is determined exogenous in short-run period. If R is a con-
stant number of bed occupied, then BDS = 365·R·BEDS, where BDS = desired bed 
days supplied. As we have mentioned, Feldstein (1971) indicated that quality is not 
a determinant and demand curve does not shift with quality, while in his second 
work in 1977, he considered quality as a determinant which affects the demand 
curve. Equalizing demand for beds (BDD) to the fixed bed supply (BDS), we find 
the equilibrium price. This price is consistent with the demand curve. According to 
Feldstein (1971), hospitals will respond to an increase in the equilibrating price by 
adjusting their actual price upward. If the price is less than the equilibrium price, 
then there is an excess in demand. Until now, Feldstein (1971) explained the deter-
mination of the price of hospital care based on the demand and supply for beds. He 
explained the rising of hospital prices keeping constant the number of hospital beds 
without any reference to input prices and quantities. The next step in his analysis is 
to explain the relation between hospitals price and the components of hospital cost. 
The budget constraint is:

	 P C D= − , 	

where P is the price charged per bed day, C is the average cost per patient, and D 
is the deficit per patient day.

If there is no deficit (D = 0), then the price charged per bed day equals to the 
average cost per patient (P = C).

The average cost per unit can be defined in terms of the cost of employees and 
cost of materials.

	 C w N J K= + +· ·π 	

8  The Economics of Hospitals



173

where N is the number of employees per patient day, W is the average wage, π is 
the price of materials, J is the quantity of materials, and K is the interest and other 
fixed costs associated with previously acquired capital stock.

Given that in this model the quality (QH) is constant, constant returns to scale 
will be constant. Maximizing quality of health care (QH) implies choosing N and J 
such as C is on the budget frontier. This means that higher the P the higher the C and 
maybe the QH. Figure 8.8 presents the basic relations of the Feldstein’s model.4

The first quadrant shows the relation between the hospital’s price (P) and the 
number of bed days demanded (BDD). The labeling of the horizontal axis implies 
the equality of demand of beds to supply of beds. The line in quadrant II shows the 
linear relation between the price and the cost per patient day. Each point on the line 
shows that P = C. The quadrant III shows the relation between the cost per patient 
and the maximum attainable level of quality. In other words, the quality is related 
positively to the cost. The curve QB in the quadrant IV shows the relation between 
the number of patient bed days (BDS) and the quality of care. Given the demand for 
beds (D), the cost-price relation (C), and the production function of the quality 
(QH), the trade-off curve (QB) is derived.

4 The graphical presentation of the Feldstein’s model is based on Feldstein (1971, p. 857–858) and 
Jacobs (1974, p. 90).
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Fig. 8.9  Equilibrium in Feldstein’s model

Hospital’s preferences are presented by a utility function whose components are 
the number of patient bed-days and the quality of hospital care:

	
U U= ( )BDS,QH

	

The hospital attempts to define the number of beds that maximizes the utility 
function, subject to the constraints of the price of health care, of the average cost, 
and of the quality of health. The equilibrium is shown in Figure 8.9.

The Feldstein’s model tries to explain the hospital cost inflation. He supports that 
the reasons of the increase of the hospital cost inflation are the rising demand 
induced by an increase in insurance coverage, personal incomes, and the availability 
of hospital services. Any increase of the components of cost is the result and not the 
cause of higher prices.

The presentation of the economic models of the hospitals’ operation shows that 
hospitals are economic units and they follow the principles of the economic theory. 
The structure of the hospital and the nature of the hospital care services make a dif-
ference between hospitals and firms. In order to understand and explain the behavior 
of hospitals, the differences between hospitals and firms imply to use other eco-
nomic practices rather than the traditional economic models seen in firms. The role 
of physicians in the decision-making process is major one, and the quality of the 
health-care services is an important constraint for those who determine the objec-
tives of the hospital’s operations.
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Chapter 9
Hospitals as Suppliers of Healthcare 
Services

Key Points
•	 In the short term, technology is constant and the quantity of healthcare services 

depends on the variable factor, namely, the medical and nonmedical personnel
•	 A hospital can achieve economies of scale in the earliest stages of production 

where capital is fixed and not used efficiently
•	 Independently of the nature of the market, a hospital decides on the level of its 

output based on the profit maximization rule
•	 Hospitals generate profits mainly in the short term because the competition 

between them reduces the margins for making high profits
•	 A perfectly competitive market is considered as the ideal market for the con-

sumer/patient since it improves the quality of healthcare services provided and 
the price at which they are sold is kept to a minimum due to the competition 
between hospitals.

9.1  �Introduction

Hospitals all over the world strive to deliver healthcare services to their patients. 
They date back to ancient Greek and Egyptian times, when illnesses were attributed 
to religious shortfalls such as a lack of faith. Nowadays, hospital healthcare services 
are understood to serve a societal need and are delivered by hospitals in two forms: 
public and private. Many studies have investigated the differences in the healthcare 
services provided by public and private hospitals and a general conclusion is that 
patients prefer private hospitals because they are better technologically equipped, 
have shorter waiting lists, and provide more personalized care (Shabbir, Malik, & 
Malik, 2016). Research in this field identified many barriers, including inadequate 
health insurance systems and limited purchasing power, which should be taken into 
consideration when delivering quality health care (Kasturi Rangan, Quelch, Herrero, 
& Barton, 2007). Due to the limitations of the health care offered by the public 
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sector, private healthcare provision has grown but it has also received criticism, 
mainly for being inaccessible to people on low incomes and occasionally for pro-
viding profit-generating services that are unnecessary (Bennett, McPake, & 
Mills, 1997).

The World Health Organization (2010) acknowledges that even developed coun-
tries are expected to face challenges in the way that healthcare services are provided 
because of an aging population, an increased life expectancy, and population growth. 
In debates regarding healthcare problems, hospitals have a key role to play: based 
on an OECD report (OECD, 2018), the healthcare expenditures were increased up 
to 2017 in all countries examined.

An extremely important component in the economics of providing healthcare 
services is innovation (Lansisalmi, Kivimaki, Aalto, & Ruoranen, 2006). In the 
healthcare industry, innovations enhance life expectancy, the quality of life, diag-
nostic and treatment options, and indeed the cost-effectiveness of the whole health-
care system (Varkey, Horne, & Bennet, 2008). For example, innovations are applied 
in the delivery of health care (Varkey & Athyal, 2005), in surgical interventions, and 
in medications (Varkey et al., 2008).

Another important component of healthcare services linked to economics is their 
quality. The quality of services provided by hospitals is associated with customer 
satisfaction (Johns, Avci, & Karatepe, 2004; Kara, Lonial, Tarim, & Zaim, 2005), 
customer retention (Reichheld & Sasser, 1990), costs (Wilson, Zeithaml, Bitner, & 
Gremler, 2008), and the financial performance of the hospital (Buttle, 1996). 
However, unlike ordinary products, this kind of quality is not so easily defined or 
measured (Lee, Delene, Bunda, & Kim, 2000). Nevertheless, researchers maintain 
that the quality of healthcare services is the most important element of those ser-
vices (Lee & Yom, 2007). Padma, Rajendran, and Sai Lokachari (2010) go further, 
saying that hospitals are obliged to provide superior healthcare services.

Healthcare organizations should aim to maximize their efficiency by reducing 
their costs while offering quality services at the same time (Kounetas & 
Papathanassopoulos, 2003). Τhe range of healthcare services offered is mainly 
determined by their relevant cost, the decision-making approach(es), and the price 
level set for those services. An accurate estimation of healthcare service costs is the 
key to preventing undesirable consequences that would affect the quality of those 
services (Waters & Hussey, 2004).

All over the world, hospitals constitute the most important healthcare expendi-
ture in their local economy. As such, hospitals (both public and private) can be 
considered as economic units with specific goals. Hospitals have to provide health 
services which are the result of a production process. In economic terms, the pro-
duction function explains the relationship between inputs and outputs in the short 
term and in the long term. According to the production theory, hospitals are obliged 
to choose the optimal combination of inputs in order to produce the optimal level of 
output(s). Thus, the hospitals first have to decide about the optimal level of outputs 
(or services) they would like to offer, given the amount of inputs they have, and 
secondly, to set the optimal price at which they can sell their outputs in order to 
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achieve their goals. Public and private hospitals have a different approach for setting 
the price of their healthcare services, depending on whether or not the aim is to 
maximize profit.

This chapter deals with economic issues of hospitals as production units and 
looks more in depth at the operation of hospitals under different market 
structures.

9.2  �Short-Term and Long-Term Production Theory

Economists have developed many theories in order to explain the main aspects of 
the economy. A typical example is the microeconomic theory of production which 
is a well-known, highly standardized theory that can be applied to a variety of sec-
tors and explains how firms operate. Just as other scientific theories that aim to 
explain and predict, the production theory can be applied to hospitals in order to 
explain their operation by considering their main financial aspects.

Health can be attained through the healthcare services provided by hospitals and 
related organizations. Those healthcare services constitute the productive outputs of 
a hospital and require financial expenditure. All business units aim to produce goods 
or services in order to have an income. Hospitals produce healthcare services in 
order to make a profit or to produce a specific output/benefit. A healthcare service (a 
hospital’s production function) aims to maximize the level of health in a patient by 
a specific set of inputs in a defined time frame (Santerre & Neun, 2010). A hospital’s 
output consists not only of its performance in improving and maintaining patients’ 
health but also in its capacity to satisfy demand (Zweifel & Breyer, 1997). However, 
it is difficult to measure the hospital outputs and establish a production theory for 
hospitals due to the considerable amount of heterogeneity that exists in hospitals 
with regard to the different treatments offered (Sloan, 1979). The output could be 
expressed in terms of the number of days of a patient’s stay (patient days), the num-
ber of patients, or types of treatment. Zweifel and Breyer (1997) differentiate the 
types of treatment along various dimensions such as the type of illness, the severity 
of the illness, and complications arising during the treatment, the stage of the dis-
ease, concomitant diseases, and patient characteristics.

Gaynor and Vogt (2000) stated that it is difficult to analyze hospital productivity, 
even if there is a large amount of data available regarding the hospital’s costs. The 
diversity of treatment types and patient characteristics calls for the development of 
a patient classification system that can facilitate an estimation of the treatment cost. 
Zweifel and Breyer (1997) mention three different patient classification systems: (a) 
the international classification of diseases (ICD), (b) diagnosis-related groups 
(DRGs), and (c) patient management categories (PMCs).

The production process of any economic unit can be described by the production 
function, which shows the highest level of output the economic unit can produce 
from a given combination of inputs (Katz & Rosen, 1998).
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Generally speaking, economists describe the production of an output as a func-
tion of labor and capital, where:

	
Q f L K= ( ),

	

In the healthcare sector, Q refers to the hospital services which are measured as 
patient days or treatment types, L refers to the medical and nonmedical staff, and K 
constitutes the medical equipment and the building infrastructure. In the traditional 
neoclassical model proposed by Pauly and Redisch (1973), there is a distinction of 
labor between nonphysician and physician/medical staff.

The financial outcome of hospital activity, from an economic perspective, is 
based on certain indicators (Breyer, 1987):

•	 Factors of production: hours worked by the staff, dressings, drugs, electricity, 
fuel, etc.

•	 Individual medical and nursing services: examinations, medications, injections, 
meals, etc.

•	 Number of patient days, which indicates the intensity of care
•	 Number of patients

The hospital can be considered as a production unit, where the fundamental ele-
ments of the production theory can be applied. Production theory involves short-term 
and long-term time frames. In the short term, at least one factor of production remains 
constant while in the long term all factors are variable. In the case of a hospital, the 
quantity of the productive coefficients remains stable. For example, there are no 
changes in the fundamental elements of a hospital such as the building infrastructure 
and medical equipment. A fixed cost (FC) is an amount spent for the productive coef-
ficients to remain stable over the short term. On the other hand, a variable cost (VC) 
includes factors that can change in the short term, such as the number of patients. The 
total cost (TC) is the result of summing the fixed and variable costs.

In the short-term production of a hospital, “K” (medical equipment and building 
infrastructure) remains stable while “L” (medical personnel) is variable. Short-term 
production is based on the equation:

	
Q = ( )f L K,

	

where: K̿  indicates that K is constant and independent of the output produced. Thus, 
the hospital output depends on variations in labor (L).

In the short term, the total cost changes only because of the changes in labor cost 
(w·L) since the capital cost (r·K) is constant and does not vary along with the varia-
tions in the output

where: w = wage rate for medical personnel and r = rental price of capital.
The short-term cost function is given by the equation:

	 SRTC = +w L r K· · 	
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while the long-term cost function is given by the equation:

	 LRTC = +w L r K· · 	

Santerre and Neun (2010) defined generalized short-term health production as 
follows:

	 Health medical care, technology, profile, lifestyle, envi= f rronment, socioeconomic status( ) 	

where: Health represents the level of health at a specific point in time; medical care 
is the quantity of medical care consumed; technology is the medical technology 
used; profile refers to the individual’s mental and physical profile; lifestyle covers 
the lifestyle variables (diet and exercise); environment refers to environmental vari-
ables; socioeconomic status represents social and economic factors such as educa-
tion and income.

On the other hand, while long-term production is based on the same functional 
formula Q = f (L, K), the K is no longer stable. In a long-term time frame, all factors 
of production can change. A typical example of a nonstable K is the development of 
a new facility that requires a hospital’s building structure to be expanded or more 
beds to be added. In long-term production, there are no fixed inputs and the firm has 
the flexibility to make its own production decisions. In the long term, a hospital can 
either expand or reduce its production in order to reduce its costs, according to its 
economies of scale.

The difference between short-term and long-term production is that factors 
deemed to be “fixed” cannot be changed in the short term but only in the long term, 
while the variable factors can be amended in either case. Long-term production can 
be estimated either by estimating short-term costs, by using the envelope condition 
to calculate the long-term cost function (Preyra & Pink, 2006), or by estimating 
short-term costs directly without using the envelope condition (Aletras, 1999).

Long-term production is based on the economies/diseconomies of scale. In an 
economy of scale, it is assumed that a hospital’s average costs will fall when its 
specialized labor and capital are increased. On the other hand, diseconomies of 
scale arise when a firm becomes too large (Santerre & Neun, 2010) and all inputs 
increase. Certainly, it is difficult to apply production theory in situations of radical 
change (Amendola, Gaffard, & Saraceno, 2005).

The production function (Katz & Rosen, 1998) makes the following assumptions:

	1.	 The hospital services increase, if at least one of its inputs increases and all other 
inputs remain constant. Thus, an extra amount of output is produced when the 
hospital uses one more additional unit of input. The marginal product of input1 
(MP) must be ≥0.

1 Marginal product of input is the ratio of the change of output over the change of input (MP = ΔQ/
ΔΧ).
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	2.	 The law of diminishing marginal returns applies. This law states that as a given 
input increases, with the amount of the other inputs remaining constant, then 
output increases at a decreasing rate.

The next figure shows the production function for the short term, followed by an 
explanation of how the hospital assesses the optimal level of output produced 
(Fig. 9.1).

In the short term, the production function consists of three parts, each with a dif-
ferent slope. In the upper diagram, the total output is presented as a function of 
labor.2 In the lower diagram, average product (AP) and marginal product (MP) 
curves are presented. The average product (AP) is the total output divided by the 
amount of variable input. The marginal product (MP) is the change in total output 
divided by the change in variable input.

A hospital, just like any other firm, has to determine the optimal level of variable 
input (labor) that produces the optimal output. In the first stage of production, we 
remark that the total product (TP in the upper diagram) and the marginal product 
(lower diagram) show increasing marginal returns for an increase in labor. The 

2 Total output depends on factors of production. Since the amount of capital is assumed to be con-
stant in the short term, changes in outputs are caused only by changes in labor.
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medical technology (capital) exhibits increasing marginal returns for an increase in 
labor: as we increase the quantity of labor, the marginal product of labor rises and 
so the slope of the marginal product is positive (upward sloping). The slope of the 
TP curve becomes steeper: the hospital continues to use more and more labor as it 
gets more and more output. The second stage shows decreasing marginal returns: 
the marginal product (MP) has a negative (downward) slope, indicating that the use 
of extra labor increases the total output at a decreasing rate. In this second stage of 
production, the total output reaches its maximum (upper diagram), as does the aver-
age product (AP in the lower diagram). The marginal product intersects the average 
product at its maximum point (lower diagram). In the third stage, technology con-
tinues to exhibit decreasing marginal returns for an increase in labor. However, 
when the amount of labor exceeds L3, the total output decreases and the marginal 
product becomes negative. This indicates that, at this point, an extra use of labor 
causes a decrease in the total output. Therefore, it is not in the interest of any eco-
nomic unit, hospitals included, to use a level of labor greater than L3 in the third 
stage of production because the marginal productivity becomes negative. The opti-
mal stage at which a hospital must set its level of labor in order to produce optimal 
outputs is the second, at which the optimal level is reached that maximizes average 
productivity.

For the long-term time frame, all inputs are variable. The hospital unit has to 
choose the optimal combination of labor and capital: it can either aim to produce the 
maximum output for a fixed cost of inputs or produce a given output at minimal 
input cost. Both actions represent the concept of efficiency. The hospitals are effi-
cient when they use all available resources to produce the maximum output.

Thus, the decision that the hospital has to take can be described as follows:

	
max : • •Q L K w L r K, under the constraint TC( ) = +

	

where: Q = total output, TC = total cost, w = price of labor, L = quantity of labor, 
r = price of capital, and K = quantity of capital.

The production function is represented by the isoquant curve (Fig.  9.2) that 
shows all different combinations of labor and capital for which the total output is 
constant.

In Fig. 9.2, the curve Q1 is the isoquant curve that shows all different combina-
tions of labor and capital for which the output produced (Q1) is constant. Thus, as 
we move along the isoquant curve we produce the same output using different com-
binations of labor and capital. The isoquant curve is downward sloping, which indi-
cates that as we use increase one input the other input decreases. The main hypothesis 
is that there is a substitution (or trade-off) between labor and capital. The marginal 
rate of technical substitution (MRTS) is the rate at which the available technology 
allows the substitution of one factor for another (Katz & Rosen, 1998). As we move 
from A to B, we can decrease the labor by increasing the capital. MRTS is the 
change of capital over the change of labor and it indicates how many units of labor 
the hospital unit could save when increasing the capital by one unit (ΔΚ/ΔL). When 
labor and capital are perfect substitutes, the isoquant curve is a straight line. In the 
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case that labor and capital are not substitutes, the isoquant curve is a right angle. The 
slope of the isoquant curve is −1 times MRTS. Each isoquant curve with a trajectory 
that is upward and to the right represents a greater amount of output produced since 
more inputs were used.

The cost of inputs is a constraint that a hospital unit has to take into account when 
it decides which hospital services it will offer. As we mentioned above, the cost 
function for the long term is given by the equation:

	 TC = +w L r K· · 	

where: TC = total cost, w = price of labor, L = quantity of labor, r = price of capi-
tal, and K = quantity of capital.

The cost function is presented in Fig. 9.3.
The line CD in Fig. 9.3 is the isocost line that shows all different combinations 

of labor and capital for which the total cost is constant. Any combination to the right 
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of CD cannot be achieved due to the constraints in the prices of inputs and the total 
available budget. Any combination to the left of the isocost line is possible but it is 
not efficient since it means that inputs are not used to their full capacity. The slope 
of the isocost line is −1 times the ratio of prices (−w/r).

Given a hospital’s total available budget and the prices of inputs, the challenge is 
for the hospital to identify the optimal combination of labor and capital for which 
the maximum output can be produced. At this point, the hospital unit aims for the 
optimal combination between labor and capital which allows it to maximize hospi-
tal services in the long term.

Figure 9.4 presents the equilibrium of the hospital unit in the long term. As 
already mentioned, the hospital has to choose the optimal combination of labor and 
capital for which it maximizes its output under the constraint of the total cost. Thus, 
the hospital unit can choose any combination along the isocost line (e.g., A, D, or E) 
but not any other combination to the right of the isocost line. The optimal combina-
tion is found at the point where the isoquant curve with the highest Q value (output 
produced) meets the isocost line. This occurs for the isoquant curve Q2 at point 
A. At this point, the slope of Q2 is the same as the slope of the isocost line, which is 
the condition for equilibrium: MRTS = w/r.

9.3  �Short-Term Costs, Long-Term Costs, 
and Decision-Making in Health Services

9.3.1  �Short and Long-Term Costs

Cost can be defined as the value of resources used in order to produce something. A 
community hospital’s expenditures can be broadly categorized into the payroll, pro-
fessional fees, supplies, capital depreciation, and interest. These costs vary from 

L

K

O

AK1

L1

B

C

D

E
Q1

Q2

Q3

Fig. 9.4  Equilibrium of the hospital unit over the long term

9.3  Short-Term Costs, Long-Term Costs, and Decision-Making in Health Services



188

hospital to hospital as a result of differences in the severity of factors such as the 
patient’s illness, the quality of care, the intensity with which the services are used, 
the shifting of costs to pay for teaching and research, the billing method, efficiency, 
the cost of labor, and other inputs (Getzen, 2006). Healthcare organizations also 
generate costs through the use of outsourcing services.

The concept of cost can be considered in the short term and the long term. Short 
and long-term costs are frequently found in healthcare administration. However, 
they are not easily distinguished, something that becomes evident when looking at 
how assets on the yearly balance sheet are recorded (Finkler, Ward, & Baker, 2007). 
Generally, a cost is considered as fixed in the short term but variable in the long 
term. The full cost of a hospital consists of both fixed and variable costs.

The fixed costs (short-term costs) remain constant and do not affect outputs in 
the short term. Typical examples of fixed costs are:

•	 Purchase of equipment—without taking into consideration the operating and 
maintenance costs

•	 The current rent of the hospital building
•	 Building maintenance
•	 Salaries—without taking into consideration potential overtime costs or annual 

increases in salaries.
•	 Utilities

The short-term costs of a hospital can be estimated by calculating its weekly or 
monthly costs. In the calculation of short-term costs, a reduction in the number of 
patients will increase the average cost per patient.

The variable costs (long-term costs) are mainly linked to the activity of a hospi-
tal. Typical examples are the drugs, consumables, worker supplies, lab supplies, 
fuel, and food. The number of patients has no impact in the short term while the 
patient volume is a factor in the long term. Actually, what is fixed in the short term 
becomes variable in the long term. For example, the unit supervisor’s cost is fixed 
in the short term but it can be varied in the long term by eliminating a unit or by 
changing the number of employees (Finkler et al., 2007).

In the long term, directors might have more time to train the management, hire 
clinical staff, replace existing building infrastructure, and take steps that help to 
minimize production costs and achieve the desired level of output (Getzen, 2006). 
The majority of hospital costs derive from equipment, building infrastructure, labor, 
and overheads (Landon, Normand, Frank, & McNeil, 2005), so reducing these costs 
can make the medical practices of hospitals more stable and resilient.

The labor cost (w·L) is the variable cost or the short-term cost. This cost depends 
on the price of labor (w) and on the quantity of labor used in the production. As the 
price of labor is considered to be constant, the short-term cost depends on the change 
in the quantity of labor. Changes in the total cost due to the changes in the variable 
cost can be measured by the marginal cost. The marginal cost (MC) is the change in 
short-term variable cost due to the change to the production of one more unit of 
output (Katz & Rosen, 1998). As the hospital wants to produce more, it increases 
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the quantity of labor used and thus increases the variable cost and therefore the 
total cost.

The properties of a short-term cost are as follows3:

	1.	 The variable cost curve is upward sloping. This shows that, as more labor is used, 
the total cost of labor (variable cost) increases

	2.	 The variable cost also depends on the fixed cost which is the capital cost. The 
amount of capital is constant in the short term. If the capital is not used to its full 
capacity in the short term, then it is necessary to increase labor, and therefore its 
cost, in order to use the remaining capital and become more efficient.

It is worth noting that a firm (or hospital in our case) is more interested in the 
average cost rather than the total cost. The average variable cost (AVC) is the vari-
able cost per unit of output (AVC = VC/Q). The average fixed cost (AFC) is the 
fixed cost per unit of output. The marginal cost is the change in variable cost due to 
the change of variable input.

In Fig. 9.5, the average and the marginal cost curves are presented.
The average fixed cost, average variable cost, average total cost (ATC), and mar-

ginal cost are given by the following equations:

	
AFC FC= = ( )/ • /Q r K Q

	

	
AVC VC= = ( )/ • /Q w L Q

	

	
ATC TC= = +( )/ • • /Q w L r K Q

	

3 See Katz and Rosen (1998)
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	 MC = =∆ ∆TC Q VC Q/ /∆ ∆ 	

In the short term, the change in the total cost is due to the change in the variable 
cost since fixed costs remain constant.

The AFC is highly inelastic at the beginning of production and becomes more 
elastic when more and more output is produced. At the beginning of production, 
only a part of the capital is used in the production process and therefore the capital 
cost per unit is high. As the hospital unit produces more and more, it uses more and 
more capital and the average fixed cost decreases. This happens because the numer-
ator of the AFC remains constant while the denominator increases. The other curves 
(AVC, ATC, MC) are U-shaped. Along the downward part of AVC and ATC, the 
production is characterized by economies of scale. As a hospital produces more 
output by using factors of production more efficiently, the increase in output is 
greater than the increase in the total cost and hence the ATC (and ACV) decreases. 
Diseconomies of scale occur along the upward part of AVC and ATC. In this case, 
the rate of increase of output is smaller than the rate of the increase of total cost and 
therefore AVC and ATC increase. The hospital achieves the lowest AVC and ATC at 
points A and B. As far as the marginal cost (MC) is concerned, it decreases and then 
increases. It intersects AVC and ATC at their lowest level (points A and B).

9.3.2  �Decision-Making

The decision-making process of healthcare and hospital services is based on eco-
nomic evaluations (Hoffmann & Graf von der Schulenburg, 2000). Initially, such 
evaluations were used by decision makers in situations of resource constraints and 
uncertainty (Weinstein, 2006). However, research suggests that there is a discrep-
ancy between theory and practice regarding the role of economic evaluation 
(Lessard, Contandriopoulos, & Beaulieu, 2010). Based on previous research, there 
are different approaches that can be used in a hospital’s decision-making process. 
To begin with, decision makers sometimes fail to consider economic evaluations in 
decision-making and pay more attention to therapeutic value and acquisition costs 
(Walkom, Robertson, Newby, & Pillay, 2006; Williams, McIver, Moore, & Bryan, 
2008). Furthermore, sometimes the decision-making is vulnerable to context-related 
factors such as the power of shareholders and political powers (Teerawattananon & 
Russell, 2008). Nevertheless, the economic perception of decision-making is the 
most dominant perception.

Regarding the economic perception of decision-making in hospitals, the time 
frame of a decision is defined by the type of cost (fixed or variable). As concerns 
outputs, the management has to deal with foreseeable but also unknown costs. A key 
factor that drives management’s decision-making is the budget (Berman & Weeks, 
1990). A budget that does not change in relation to volume is called a fixed budget 
and includes all the short-term costs while a flexible budget changes with volume. 
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Both fixed and flexible budgets create the hospital’s operating budget (Getzen, 
2006). Therefore, the decision-making is based on the hospital’s budget that takes 
into account both short and long-term costs. A tool that helps decision makers set 
budgets is called budget impact analysis, which estimates the financial conse-
quences of a new intervention’s implementation in a specific healthcare context 
(Mauskopf et al., 2007) and measures the amount of resources needed to implement 
an investment (Donaldson, Currie, & Mitton, 2002).

Another factor influencing a hospital’s decision-making is known as cost-
effectiveness analysis (CEA). The CEA takes into account resource constraints, 
options for using the available budget, and ethical or political constraints (Baltussen 
et al., 2003). Moreover, this analysis can provide information regarding the relevant 
costs (short and long term) and health benefits for different strategies. The CEA is a 
formal economic decision-making method used in the health sector that analyzes 
the allocative efficiency of a hospital and is frequently used in countries such as 
Australia, Canada, Sweden, and the United Kingdom. There is a growing awareness 
of using CEA as a decision-making tool, mainly in the reimbursement of pharma-
ceuticals (Pritchard, 2002). A similar approach for decision-making in hospitals is 
cost-consequence analysis (CCA) which evaluates predictive effects such as the 
impact on quality of life, utility impact, humanistic outcomes, and resources such as 
direct medical costs, hospital costs, and direct nonmedical costs (Williams et al., 
2008). Through this process, the decision-making is based on the relevant costs and 
the consequences they may have for the hospital.

Another approach to decision-making as regards costs is through marginal analy-
sis. This approach has been developed as part of a model that aims to set priorities 
for the allocation of resources (Mitton & Donaldson, 2004; Ruta, Mitton, Bate, & 
Donaldson, 2005). Based on this approach, the stakeholders set questions about the 
economic notions of margin and opportunity cost (Mitton & Donaldson, 2004). This 
makes the reallocation of resources feasible.

The decision-making process can derive from a combination of the above 
approaches—a practical process that evaluates all possible parameters in the hospi-
tal. The economic evaluation is an essential tool for decision makers and provides 
substantial help in a situation where there are conflicting objectives and/or uncer-
tainty (Weinstein, 2006). Different types of information and methodologies should 
be combined during the decision-making processes in order to achieve effective 
decisions that can be applied to a hospital.

9.4  �How Hospitals Determine Optimal Price Levels for Their 
Health Services Under Different Market Structures

The determination of an optimal price level for health services is based on a hos-
pital’s costs and decision-making processes and therefore can vary among differ-
ent market structures. The resource allocation and the price determination for 
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healthcare services are affected by several factors such as the availability of infor-
mation and the characteristics of purchasers and providers. Nowadays, hospital 
costs have risen (OECD, 2018) due to a wide variety of factors.

Waters and Hussey (2004) state that the determination of hospital prices relies on 
two main factors: the type of payment (specifically, whether a payment is retrospec-
tive or prospective) and the payment system (whether it is variable or fixed). In 
variable systems, the prices are fixed, while in fixed systems the price per service 
varies according to the volume of services.

High-income countries have different strategies for the determination of prices 
for hospital services. Research suggests that hospital payments are either case-
based, DRG-based (i.e., based on a patient’s diagnostic related grouping) or based 
on a budget allocation model. Austria is an example of a country where the budget 
allocation model is used to determine optimal price levels. There, costs are derived 
from a subset of hospitals that provide data for average costs and the financial cal-
culation is performed centrally (Kobel & Pfeiffer, 2011). Other European countries 
follow different approaches for setting prices. For example, Denmark receives 
information on each single patient. In Estonia, the costing system sometimes relies 
on negotiations between professional associations and hospitals and on data that are 
retrieved from the annual cost of resources, the total use of resources and on the 
different types of services provided (Kahur, Allik, Aaviksoo, Laarmann, & Paat, 
2011). In France, cost-based pricing was also applied during the 2000s. The costs 
are calculated according to the level of severity of patient conditions and the length 
of stay. In England, activity-based funding was introduced in 2003. All public hos-
pitals provide their data and prices are determined from cost data accumulated over 
the previous two years (Epstein & Mason, 2006). In 2009, a voluntary patient-level 
information and costing system was also applied in order to determine the cost of 
each medical case according to actual records (NHS, 2012–2013).

A DRG-based model was introduced into the public health sector of the United 
States in 1984. At the beginning, prices were determined based on the data related 
to costs of specific DRGs. The system was subsequently updated whereby the prices 
were based on data from hospitals’ cost centers and on data of the total charges of 
individual cost centers (CMS, 2010). The US approach to determining prices for 
hospital services relies on the assumption that cost-based weights and charge-based 
weights are similar (Cotterill, Bobula, & Connerton, 1986). However, there is a 
body of research that questions this assumption (Price, 1989). Consequently, the 
price of the final product depends on the present charge.

In Australia, case-based payments were applied to all hospitals in 2012 
(Department of Health and Ageing, 2011). The cost of each case is based on the 
treatment given and on the allocation of services to individuals. There, the public 
sector purchasers apply diagnostic-based per-case payment methods (Imai, 
Jacobzone, & Lenain, 2000).

Africa has yet another market structure, for which the principal constraint in low- 
and middle-income countries is the restricted information on volumes, costs, and 
patient characteristics (Maceira, 1998). Subsequently, while access to drugs is 
increasing (Knippenberg et al., 1997), there is reduced service utilization (James 
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et al., 2006) and access to health care is restricted (Gilson, Doherty, Loewenson, & 
Francis, 2007). In African hospitals, sometimes funding agencies influence the clo-
sure of certain health services (Witter & Adjei, 2007). On the other hand, Ridde and 
Morestin (2010) stated that the user fees have been abolished in many countries of 
Africa. For example, in Uganda, all services are generally free for low-income 
patients but the hospitals do charge those who can afford their services (Nabyonga-
Orem et al., 2008). In South Africa, basic services are free and in Kenya the services 
are free, apart from laboratory tests. Overall, the closure of certain services in 
African hospitals makes it hard to determine the optimal pricing level for a health 
service. Research suggests that in low- and middle-income countries, the determi-
nation of price and services is linked to line-items and global budgets (Bitran & 
Winnie, 1998). Elsewhere in the world, countries such as Argentina, Brazil, 
Nicaragua, and Thailand use capitation in order to control and determine healthcare 
costs but the available documentation for these countries is limited (Mills, Bennett, 
Siriwanarangsun, & Tangcharoensathien, 2000).

Clearly, the approaches used around the world to determine the optimal price 
level for hospital services are quite diverse, as are the regulations applied to deter-
mine the structure of cost categories, the designation of supporting cost centers, and 
the form of the intermediate and final products. Nevertheless, regulations have been 
criticized for failing to control the overall cost of health care (Getzen, 2006).

Market micro-costing methodologies for tracing and determining costs can be 
classified into top-down and bottom-up methodologies. Top-down costing is the 
approach where each cost is calculated based on comprehensive sources about rel-
evant costs (Chapko et al., 2009). On the other hand, bottom-up costing is where 
each cost component of a patient’s hospitalization is calculated individually 
(Wordsworth, Ludbrook, Caskey, & Macleod, 2005). The bottom-up approach has 
been characterized as a more accurate method because the cost allocation is based 
on resources actually used (Berlin & Smith, 2004), while some researchers suggest 
that the optimal approach comes from combining top-down and bottom-up micro-
costing (Baker, 1995; Kaplan, 1988).

Other factors that have been identified as determinants of price are the operating 
costs of hospitals and the integrating costs of new technologies, which can lead to 
price adjustments (Tompkins, Altman, & Eilat, 2006). The optimal price of hospital 
services also relies on the characteristics of the healthcare providers and the rela-
tionship they have with their purchasers. Waters and Hussey (2004) indicated that 
provider autonomy can determine contractual relationships with purchasers. Hence, 
providers with greater autonomy have more flexibility in determining the price of 
the services. Provider negotiating power can also be an important determinant in 
optimal price setting. For example, in Germany the healthcare system allows for 
negotiation regarding prices.

Another key determinant in price setting for health services is the competition 
that exists among hospitals: areas with higher competition tend to have relatively 
low costs in comparison with areas that have fewer providers of healthcare services 
(Keeler, Melnick, & Zwanziger, 1999). Competition is a complex issue because 
hospitals compete not only for patients but also for physicians and contracts. While 
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the literature tends to assume that hospitals are local monopolists (Barros & Olivella, 
2005; Olivella, 2002), competition remains a significant factor that can force hospi-
tals to provide services which are better and more efficient.

Consequently, the optimal price of a hospital’s services is the result of the inter-
action of different, sometimes conflicting, factors. The unique accounting system 
that each hospital has for cost allocation can also help determine the optimal price. 
Furthermore, hospitals do not have a standardized management information system 
(Tompkins et al., 2006) and this further allows for price differentials in the costing 
of their services.

Considering the hospital to be a typical economic unit, we can explain how the 
price and outputs are determined. The purpose of a firm is to maximize its profit. 
Marginal analysis is a decision-making tool that can help a firm achieve such a goal. 
Marginal analysis focuses on the cost or benefit of the next unit produced by a firm. 
If the extra benefit that the firm gets from the production of the last unit is greater 
than the extra cost of this unit, then the firm proceeds to produce this unit. Otherwise, 
the firm does not produce this unit. The equilibrium condition is that marginal rev-
enue is equal to marginal cost. Marginal revenue and marginal cost are given by the 
following equations:

	
Marginal Revenue MR( ) = = ( )∆TR Q PQ Q/ • /∆ ∆ ∆

	

where: P = price and Q = quantity of the product.

	
Marginal cost MC( ) = =∆ ∆TC Q VC Q/ /∆ ∆

	

The equation for marginal revenue shows that the marginal revenue is the price. 
In a perfectly competitive model, the price is exogenous and constant. Each firm is 
price-taking which means that each firm sells the product at the price which is fixed 
in the market by aggregate demand and aggregate supply. In this case, marginal 
revenue is constant and independent of the quantity produced. In a noncompetitive 
market, the price is not constant since the price is set by the firm. Marginal revenue 
is not constant and the marginal revenue curve is downward sloping.

The marginal cost depends on the price of the factor of production. If the price of 
input is constant, then the marginal cost is constant. Otherwise, the marginal cost is 
upward sloping. The next figure presents the decision-making tool of a hospital unit, 
based on the marginal analysis.

Figure 9.6 shows that the marginal revenue (BQ2) of producing Q2 is greater than 
its marginal cost (CQ2). Thus, the hospital unit decides to produce this last unit. The 
opposite is true when the hospital investigates the implications of producing output 
quantity Q3 since the marginal revenue (EQ3) of this output is smaller than its mar-
ginal cost (DQ3). The optimal output is Q1 for which its marginal revenue equals its 
marginal cost.

As mentioned above, the hospital unit must determine the price and the output 
for which the hospital unit can maximize its profit. The decision-making tool is 
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based on the marginal analysis, as was presented above, but it also depends on the 
market structure. Katz and Rosen (1998) mention the main characteristics of the 
market structure to be the following:

	a.	 the size and number of buyers and sellers
	b.	 the degree of substitutability among different sellers’ products
	c.	 the extent to which buyers are informed about prices and available alternatives
	d.	 the conditions of entry

On the basis of these characteristics, a perfectly competitive market is deter-
mined as one in which:

	1.	 there are a great number of buyers and sellers, neither of which is large relative 
to the overall market to be able to influence the actions of the others

	2.	 the output produced is homogeneous
	3.	 there is perfect information about the product
	4.	 there are no barriers to entering or exiting the market

When considering a perfectly competitive market, we need to distinguish between 
short-term and long-term time frames. The main difference between the short term 
and the long term is that all inputs are variable in the long term and the hospital can 
achieve economies of scale by producing a greater amount of health services and by 
making full use of all available capital. Thus, the firm can operate at a lower average 
total cost in the long term, compared to that of the short term. The slope of the aver-
age total cost in the long term is more elastic than in the short term. Due to the 
competition that exists between different economic units, the price at which the 
output is sold is lower in the long term than it is in the short term and so the profit 
margin is also lower. The consumers (patients), who pay for health services in a 
competitive market, pay a lower price and the buy products of higher quality.

MR, MC
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Fig. 9.6  Determination of the optimal output for which the hospital unit maximizes its profit
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Figures 9.7 and 9.8 present the short-term and long-term equilibrium of a price-
taker hospital, respectively.

The equilibrium condition at which a hospital can identify the optimal output for 
maximum profits is MR = MC. The equilibrium point is A and the quantity produced 
is Q1. The profit per unit (Π = P–ATC) is AB (namely, AQ1–BQ1) and the total profit 
is PABC (profit per unit quantity = AB·CB4). The profit can be explained by the fact 
that the price, which is given by the line PD, is above the average total cost, which 
is the ATC curve). If the price of a hospital’s health services were set below the aver-
age total cost, then the hospital would operate at a loss. The question is: what would 
the hospital decide to do if losses were incurred in the short term? If the price is 
greater than the average variable cost, the hospital continues to produce because all 

4 The quantity produced is OQ1, which is equal to CB.
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Fig. 9.7  Equilibrium condition of a perfectly competitive hospital in the short term
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Fig. 9.8  Equilibrium in the long term in a perfectly competitive market
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the variable costs and a part of fixed costs are covered by the price, which is the 
revenue from producing and selling one unit. On the contrary, if the price cannot 
cover all the variable costs, it is because the average variable cost exceeds demand 
(or marginal revenue). Then, it makes economic sense for the hospital to stop pro-
ducing since in this situation it has to pay all fixed costs and the part of variable 
costs which are not covered by the price. If the hospital does not operate, it only has 
to cover its fixed costs.

In the long term, the hospital has to choose the optimal combination of inputs 
and produce its services at a lower average total cost than that of the short-term time 
frame. The price of the product is constant in the short term. The existence of profits 
or losses in this market causes other hospital units to enter or leave the market and 
therefore a change in production affects the equilibrium price. The existence of no 
profit in a perfectly competitive market is only a theoretical concept. In practice, if 
there is a profit, this tends to be kept low in the long term.

In the above diagram, the equilibrium of the hospital in the long term is pre-
sented. The equilibrium condition is MR = MC, as it is in the short term. At the 
equilibrium point A, the hospital produces an output equal to OQ1. The price at 
which the output is sold is OP. The price (or the marginal revenue), which is OP, 
equals the average total cost (AQ1). Thus, we remark that the hospital in the long 
term does not make profit. As we mentioned above, a perfectly competitive market 
is considered to be the ideal market for the consumer (in our case, the patient) who 
benefits by receiving hospital services at a higher quality yet at a lower price.

A noncompetitive market can be considered to be a monopolistic market, the 
main characteristics of which are:

	1.	 There is one seller who is the price maker (they set the price)
	2.	 There are many buyers
	3.	 There are no close substitutes to replace the product
	4.	 There are barriers to entering the market

The price is determined by the monopolistic firm and therefore is not constant. 
The marginal revenue curve differs from the demand curve and is downward 
sloping.

Figure 9.9 presents the equilibrium in a monopolistic market. The equilibrium 
condition is MR = MC. At the equilibrium point B, the output produced is Q1. The 
price at which the monopolistic hospital unit sells the quantity of health services Q1 
is OP. This price is found if the quantity in demand is replaced by Q1. At this quan-
tity, the price (OP) is greater than the average total cost (BQ1) and the hospital 
makes a profit. The profit per unit is EB (P−ATC = OP−BQ1 = EQ1−BQ1) and the 
total profit is PEBC (profit per unit quantity = EB·OQ1 = EB·BC).

In a monopolistic market, a firm often applies a price discrimination policy 
whereby the monopolistic firm charges different prices to different consumers for 
the same good. The classical firm differentiates the price of the good in order to 
increase the demand of a specific group of consumers or in a specific period of time. 
The hospital can differentiate the price of health services according to the personal 
characteristics of the patient (e.g., age, insured/uninsured, etc.).
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Another important market structure is the monopolistic competitive market, the 
main characteristics of which are based on those of the perfectly competitive market 
and of the monopolistic market. It is important to mention that the main character-
istic of this market is the differentiation of the product. The competition between 
hospitals is based on the differentiation of their health services and each hospital 
determines the price of its health services as in the case of a monopolistic market.

The equilibrium of a monopolistic competitive market in the short term is identi-
cal to the equilibrium of the monopolistic market. The difference between these two 
markets is that in the long term there is no profit for the monopolistic competitive 
hospital due to the competition between hospitals. The profits that hospitals earn in 
the short term attract new hospitals into the industry of hospital services. The 
increase in hospitals, which are suppliers of health services, shifts the demand and 
the marginal curve lower and therefore the profit decreases. In the next figure, the 
long-term monopolistically competitive equilibrium is presented (Fig. 9.10).

The equilibrium condition is attained when the marginal revenue equals the mar-
ginal cost. At the equilibrium point B, the quantity supplied by the hospital is Q1. 
The price at which this quantity is supplied is OP. The price (OP) is equal to the 
average total cost (CQ1) and the profit per unit (OP−CQ1) is zero.

Another market structure is the oligopolistic market. The main characteristic of 
this market is that there is mutual interdependence between the firms (Katz & 
Rosen, 1998). Each firm is concerned with the actions of the other rival firms and it 
is also aware that the other firms are watching its decisions about the quantity it 
produces and at what price. The main characteristics of this market are:

	1.	 There is mutual interdependence between rival firms which behave strategically
	2.	 Each firm is a price maker
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Fig. 9.9  Equilibrium in a monopolistic market
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	3.	 Buyers are price takers
	4.	 Entry into the market may or may not be obstacle-free

How do the oligopolistic firms behave as far as the price and the quantity of 
product are concerned? The market influence that each firm has is an important 
determining factor regarding their behavior. If a firm has a significantly greater mar-
ket influence relative to the other firms, then that firm is considered to be a leader 
firm. The leader firm can determine the output and price in order to maximize its 
profit and the other firms are obliged to follow the policy applied by the leader firm. 
In the case that no firm has a significant market power, the firms can arrive at a col-
laborative agreement in order to reduce their uncertainty and keep their profit. Their 
agreement mainly concerns a consensus on pricing but may also include the quan-
tity supplied. To agree on the price, the firms should be able to exert some control 
on the market supply. Such an agreement between the firms would change the 
structure of the oligopolistic market to a monopolistic market. In many countries, 
there are antitrust laws which prevent monopolistic conditions from prevailing in 
the market.

In the case of no agreement between the firms, there are models which try to 
explain the behavior of firms in an oligopoly. One of these models is the so-called 
“Kinked Demand Curve,5” in which competing oligopoly firms commit to match 
price cuts but not price increases. The kinked demand curve can be applied to an 
oligopolistic market and delineates two different demand curves that each firm 
faces. The first part of the kinked demand curve is inelastic and shows that if one of 

5 This model has been developed by Sweezy (1939).
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Fig. 9.10  Long-term monopolistically competitive equilibrium
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the firms decides to increase its price then the other firms do not follow. The oppo-
site happens if the firm decreases the price of the product. In this case, we remark 
that all the other firms would also decrease their prices. The kinked demand curve 
shows the interdependence that exists between the oligopolistic firms. The equilib-
rium price is at the intersection of the two demand curves (Fig. 9.11).

The equilibrium price and quantity are P1 and Q1, respectively, and correspond 
to point B. The part of the demand curve above point B is more elastic than the part 
of the demand curve below it. This change in slope shows the degree of reaction of 
the rival firms. If the oligopolistic firm decides to increase the price of the product 
(the part of the curve above point B), the decrease in quantity is greater because the 
other firms do not follow this price policy and attract consumers from the first firm. 
The opposite happens if the oligopolistic firm decreases its price. The other firms do 
the same and subsequently there is a small increase in the quantity of the first firm.

Each of the firms in an oligopolistic industry chooses the strategy that maximizes 
its profit in view of the strategies of other firms. In such a case, the market is said to 
have established a Nash equilibrium whereby every firm in a group makes the best 
decision for itself, based on what it thinks the others will do. A market in which any 
firm chooses a certain level of output taking into consideration the reactions of other 
firms is said to have attained a Cournot-Nash equilibrium.6 Each firm has a reaction 
curve that tells us the profit-maximizing output choice it would make, given what 
this firm believes about the output level of other firms. We can illustrate an oligop-
oly with two firms (a duopoly is a form of oligopoly), with each firm having a reac-
tion curve (Fig. 9.12).

6 Cournot (1838) introduced a model to analyze the market structure of oligopoly.
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The above figure illustrates the Cournot equilibrium in a duopoly model. As 
mentioned above, each firm decides its output on the basis of the predictions of the 
actions of the other firm. These decisions are shown in the reaction curve of the firm. 
The equilibrium point is the point where the reaction curves meet, at point C. This 
point indicates the common level of output which is optimal for both firms.

In this section, we examined the basic market structures (perfect competition, 
monopoly, monopolistic competition, and oligopoly), as they are presented in a 
microeconomics textbook. We also used the term “firm” instead of “hospital.” We 
do this because the analysis of the market structure could be applied to many differ-
ent industries. Clearly, instead of the term “firm” we could use the term “hospital” 
or “healthcare unit.” The main issue is to explain the market structure of the health-
care sector. The theoretical background of different basic market structures was 
given above. It is not so easy to indicate which market structure most characterizes 
the healthcare industry because of the market conditions and the particularity of the 
provided good (“healthcare services”). The nature of healthcare services raises 
questions. If healthcare services are considered as a purely private or public good, 
then it is easier to define the market structure of the industry. In particular, health 
care, which is provided by hospitals, is not purely a private or public good. To put it 
differently, there are arguments which support that health care could be a private or 
a public good. The most important is that health care generates positive externalities 
and therefore the government intervenes in order to support the provision of health 
care to poor people. Healthcare services are not a typical good. Their demand is 
determined not by consumers but by their suppliers. This is the so-called induced 
demand. This happens because the consumers/patients suffer from perfect informa-
tion concerning their healthcare status and the type of health care they need. The 
development of healthcare insurance affects the price and the quantity of healthcare 
services supplied. People who are fully covered by their health insurance do not 
have any incentive to decrease their consumption of healthcare services (moral haz-
ard). If we focus on the structure of the market for hospitals without thinking about 
the particularities of healthcare services, we may see that the size and the structure 
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of the market in the healthcare industry differ from country to country and from 
region to region but nevertheless may be characterized as one of monopolistic com-
petition. Hospitals compete against each other by offering a “different” healthcare 
service. This is true to some extent but this does not apply in all cases. The size of 
the market and the structure of society influence the behavior of private hospitals 
and affect pricing policy and the quantity of services produced. The existence of a 
public healthcare system (public hospitals) is another factor that influences the 
development of hospitals in the private sector. To conclude, we consider monopolis-
tic competition to be the most viable market structure for the healthcare industry 
without excluding the case of a perfectly competitive or an oligopolistic model.
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Chapter 10
Financing Hospitals

Key Points
•	 There is an inverse relationship between economic efficiency and social justice/

equality
•	 Financing health care by income tax enhances equality and equity in health care
•	 Prospective methods control health expenditures more than the retrospective 

methods
•	 DRG payments link the payment to economic activity and therefore money is 

distributed more equally to health providers according to their activity
•	 P4P programs are used to enhance the quality of healthcare services but the 

empirical results are mixed.

10.1  �Introduction

Financing an economic activity is the crucial point in the production process of 
healthcare services. While patients consume healthcare services, they are not the 
direct purchasers of healthcare services. Public or private insurance agencies collect 
money from people and transfer this money to health providers (hospitals). Consumers 
pay a fixed amount of money which does not correspond to the cost of the healthcare 
services they consume. The purpose of the government is to control spending on 
health care. Factors that exacerbate spending on health care are an aging population, 
technological advances, changes in consumer preferences due to higher incomes 
(Murthy & Okunade, 2016), and the asymmetric nature of information in health care 
which causes an induced demand beyond what is actually necessary (Evans, 1974; 
McGuire, 2000). Although the control of health spending is one of the objectives of 
a nation’s health policy, promoting equality and equity is among the first priorities of 
health policy makers. Equality refers to the distribution of health services among a 
population. In a market economy, the allocation of resources and the distribution of 
output are based on the market mechanism. It could be optimal in the sense that it 

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-35370-4_10&domain=pdf
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achieves the Pareto optimum, but this does not guarantee that the allocation/distribu-
tion is also fair or equal. The latter depends on what society considers as fair or equal 
and is attained only through the transfer of resources/income from one social group 
to another. In general, efficiency and justice are considered to be inversely related. 
Furthermore, equity is not the same as equality. As the World Health Organization 
(WHO) states1 “Equity is the absence of avoidable, unfair, or remediable differences 
among groups of people, whether those groups are defined socially, economically, 
demographically or geographically or by other means of stratification. ‘Health 
equity’ or ‘equity in health’ implies that ideally everyone should have a fair opportu-
nity to attain their full health potential and that no one should be disadvantaged from 
achieving this potential.” Another aspect of equity in health is the equity in health 
financing. De Graeve et al. (2017, p. 569) consider that “equity in health financing is 
about fairness in the distribution of health-care payments across the population.” 
Financing health care influences the economic and social process since it is related to 
the transfer of money from persons to health providers through public or private 
agencies. Thus, financing is an extra cost for individuals. It is one matter for the costs 
to be distributed equally but it is another matter for individuals to have equal access 
to the healthcare system. Both are among the main priorities of health and public 
policy. From the one side, taxes imposed on individuals or on firms affect their deci-
sions and therefore the development of the economy. From the other side, the financ-
ing of health care stimulates economic activity in the health sector and permits 
individuals to obtain health care and ameliorate their health status. The main sources 
of revenues for healthcare activities are taxes on income, payroll taxes/social security 
contributions, and out-of-pocket money. Tax on income is characterized by progres-
sivity and distributes the cost of financing according to the income of each individ-
ual. Equality in financing is therefore achieved and equal access to health care is 
enhanced. Reimbursement methods indicate the way health providers are paid for the 
provision of health services. The reimbursement method could affect the amount of 
spending on health. A retrospective method, such as fee-for-service, would help to 
increase the spending on health, while a prospective method, such as a global budget, 
could limit the cost of health services and enhance the efficiency of the health provid-
ers. In recent years, one of the more popular methods of health payments has been 
the DRG method (diagnostic-related groups) which relates the payment to the health 
services delivered. Empirical studies show that DRGs promote efficiency and equal-
ity in the distribution of payments. Although the efficiency of the health sector is 
crucial, relevant literature also focuses on the effect of payments on the quality of the 
health services offered. The Pay-for-performance (P4P) method is used simultane-
ously with a prospective reimbursement method (such as DRGs) in order to give 
financial incentives to health providers to ameliorate the quality of health services.

The purpose of this chapter is to discuss not only the concepts of efficiency, equal-
ity, and equity in the health sector, but also the different financing and reimbursement 
methods that hospitals use.

1 This definition is in the web page of the WHO: https://www.who.int/topics/health_equity/en/.
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10.2  �Equity and Efficiency in Financing Hospitals

One of the major priorities of the welfare state is to reduce inequalities which very 
much depend on the way in which resources are distributed. A key factor is income 
distribution, namely, how the nation’s gross domestic product (GDP) (or income) is 
distributed among its population (Atkinson & Bourguignon, 2001). Classical econ-
omists, such as Adam Smith, David Ricardo, etc., concern themselves mainly with 
the various factors of production in total income (functional distribution of income). 
Today, economists are also interested in the distribution of income among individu-
als, independently of their social status (personal distribution of income). Of course, 
income may be distributed equally or unequally. However, defining equality is not 
only a matter of economic, social, or political science but it is also a central issue of 
ethical analysis, which aims to identify where there should be equality and why 
(Sen, 1992). However, this does raise the question: If everyone has the same income 
and the same amount of resources, could we say that they are all equal?

For the sake of simplicity, let us assume that in society only one good is pro-
duced—hospital services—and that they must be distributed between just two per-
sons. Then, those services can be considered to have been distributed equally if each 
person receives the same amount of hospital services (Fig. 10.1).

All the combinations on the line OC show that there is an equal distribution of 
health services. For all other combinations, the hospital services are distributed 
unequally. For example, for any point on any line OD below the line of equality, 
person A receives more hospital services than person B. The opposite is the case for 
any line OE found above the line of equality. In this case, person B receives a greater 
amount of hospital services than person A.

Figure 10.2 presents the distribution of hospital services which, for illustration 
purposes, we are assuming to be the only good produced in the economy. The per-
centage of the population is presented on the horizontal axis, while the percentage 
of hospital services is presented on the vertical axis. The diagonal line OO′ indicates 
perfect equality in the sense that, at each point on this line, any given percentage of 
the population consumes the same percentage of the available hospital services. The 
curve OO′ describes an unequal distribution of hospital services since, other than 
points O and O′, at each point on the curve the percentage of available hospital 
services being consumed is less than the percentage of the population consuming 
them. At point B, the proportion of services consumed, OH1 is less than OP2, the 
percentage of the population that has benefited from this quantity of services. As the 
curve OO′ (which is the Lorenz curve) shifts to the right, the inequality increases.

The allocation of output produced in the economy is based on the Pareto 
efficiency principle.2 Assume that two goods are produced in the economy—hospi-
tal services and other consumption goods—and that there are two consumers. 

2 See Katz and Rosen (1998, p. 386–388).
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Fig. 10.1  Equality map of hospital services (this figure is drawn from Fig. 4.2 presented by Amiel 
& Cowell (2003, p. 33))
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The price mechanism determines the allocation efficiency3 of goods between the 
two consumers. According to Pareto, efficient allocation requires efficiency not 
only in allocation but also in production. Pareto efficiency implies that an action of 
consumers or producers cannot improve the welfare of one person without worsen-
ing that of the other person. Pareto efficiency is illustrated in the following figure 
(Fig. 10.3).

On the above figure, we remark the following:

•	 AB is the production possibilities frontier, which shows all the optimal combina-
tions between health services and other goods that are produced by using all 
available resources with maximum efficiency.

•	 The line ε shows the slope of the production possibilities curve. The point O′ is 
the equilibrium point, at which there is Pareto efficiency in production.

•	 The curve OO′ is the contract curve which shows that there is Pareto efficiency 
in consumption. At all the points on the contract curve, the combination of the 
two goods is Pareto efficient.

3 The allocation is considered to be efficient if the marginal rate of transformation between two 
goods is equal to the marginal rate of substitution between two goods (Katz & Rosen, 1998, 
p. 387). The marginal rate of transformation (or the marginal rate of substitution) is the rate at 
which the economy can exchange one good with another. More specifically, the marginal rate of 
substitution refers to the producers of goods and services while the marginal rate of transformation 
concerns the consumers of goods and services.

Health services

Other Goods

A

B

C

DO

O’

O1

O2

O3

Person A

Person B

ε

ε1

ε2

ε3

Fig. 10.3  Pareto efficient allocation (this figure is based on the figure presented by Katz & Rosen 
(1998, p. 388))
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The point O3 is the equilibrium point at which Pareto efficiency is achieved in 
production and consumption simultaneously. The equilibrium condition is:

Marginal rate of substitution of person A = Marginal rate of substitution of person 
B = Marginal rate of technical substitution.

The purpose of each consumer is to maximize their utility by consuming goods 
and services. Thus, the utility function of each person is:

	
U f X Y ZA = …( ), ,

	

The utility of person A depends on the quantity of the goods that they consume. 
As their consumption increases, their utility increases at a decreasing rate. The latter 
implies that the person’s marginal utility (namely, when the extra utility that the 
person obtains by consuming a good increases by one unit) decreases (Fig. 10.4).

The total utility function is presented in the upper diagram and the marginal util-
ity function is illustrated in the lower diagram. As a person consumes more health 
services, they obtain less extra utility and so the marginal utility decreases.

The distribution of the output (health services) to different people may be eco-
nomically efficient but may not necessarily be equal or fair. If this distribution is not 
economically efficient, it may become so if the prices of the goods are changed. 
Thus, the market mechanism can lead to Pareto equilibrium (first theorem of wel-
fare economics). If society considers that this distribution is not fair in the sense that 
some persons with certain conditions should receive more health services than oth-
ers, then a new redistribution is necessary. This could succeed only if the govern-
ment transfers income (or in-kind income) from one person to another person 
(second theorem of welfare economics). In the case that we transfer health services 
from one person to another, the utility of one person increases while the utility of the 
other person decreases. The frontier of utility possibilities is the locus of Pareto-
efficient points. This curve illustrates the changes in the utility of person A caused 
by changes in the utility of person B (Fig. 10.5).

As we transfer health services from person B to person A, the utility of person A 
increases and the utility of person B decreases.

In order to determine the distribution of income (or in-kind income, e.g., health 
services), we need to use the social welfare function (Rosen & Gayer, 2007). The 
purpose of society, which is identical to the purpose of each person, is to maximize 
the welfare of society, that is, social welfare. Different schools of economic, politi-
cal, and philosophical theory have their own social welfare function and have a 
completely different way of maximizing this function. As Stiglitz (2000, p. 98) says, 
“the social welfare function gives the level of social welfare corresponding to a 
particular set of levels of utility attained by members of society.”

Libertarianism supports that social welfare increases as there is Pareto improve-
ment.4 According to the utilitarian theory, social welfare is the sum of the utility of 

4 Pareto Improvement occurs if the reallocation of goods makes one person better off without mak-
ing anyone else worse off.
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all members of society and welfare is maximized by maximizing the utility of each 
member. Rawls’ theory supports that social welfare depends on the welfare of those 
persons who are in the worst economic and social situation. Social welfare is maxi-
mized by ameliorating the economic situation of these persons.5

Just as an individual can maximize their utility by choosing the combination for 
which the budget line is tangent to the highest indifference curve, society maxi-
mizes social welfare by choosing the combination for which the utility possibilities 
frontier is tangent to the highest social indifference curve (Fig. 10.6).6

5 See Barr (2004, p. 44–51).
6 The social indifference curve is the locus of different combinations of utility of person A and 
person B for which the total utility is constant.

Health services

Health services

Total Utility

Marginal utility

TU

MU

MU1

MU2

HS1 HS2 HS3

HS1 HS2 HS3

Fig. 10.4  Total and marginal utility of a person who consumes health services (this figure is based 
on the figure presented by Stiglitz (2000, p. 124))
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Fig. 10.6  Maximization of the social welfare (the figure is based on the figure presented by Katz 
& Rosen (1998, p. 401))
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Utility of Person B

A
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UA1 UA2
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Fig. 10.5  Utility possibilities frontier (this figure is based on the figure presented by Katz and 
Rosen (1998, p. 389))

The equilibrium point is the point A at which society maximizes its social welfare.
The allocation of resources and goods among individuals is based on the princi-

ple of allocative efficiency in production and consumption. As we mentioned above, 
allocative efficiency does not imply that the allocation of goods is fair or equal. The 
second theorem of welfare economics states that the market mechanism is unable to 
improve the level of fairness in the allocation of goods. Only the state could change 
an unequal distribution of income to a more equal distribution. This is achieved by 
the transfer of income (in cash or in kind) from one person to another. In this case, 
resources are transferred from one person to other persons and thus economic 
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efficiency is altered. The relation between social justice (or equality) and economic 
efficiency7 is illustrated in the figure below (Fig. 10.7).

As shown in the above figure, there is a trade-off between economic efficiency 
and social justice or equality. When a society takes measures to improve social jus-
tice, that society loses in terms of economic efficiency.

Equality is the effect of treating each person in the same way. There is income 
equality if the income that a person gets is the same as everyone else’s. So, inequal-
ity can be described as the effect of treating an individual (or individuals) differently 
from others. Health equality/inequality refers to the health status of each person. 
Health equality exists when the health status of all people is the same, regardless of 
personal characteristics (such as age, sex, educational background, etc.). Thus, 
health inequalities refer to differences in health between persons with different 
socioeconomic characteristics (Braverman, 2014; Braverman et  al., 2011; 
Chittleborough, 2017; Whitehead, 1992). Braverman et al. (2011) use the concept 
of health disparities, instead of the concept of health inequalities when they refer to 
the health status of a different racial or ethnic group. Whitehead (1992) emphasizes 
the unfair and unjust character of health inequalities. Braverman (2006) indicates 
that health inequalities are not only health differences between persons of different 
race or ethnicity, but they also refer to persons with different socioeconomic status. 

7 Economic efficiency is achieved when all resources are used efficiently and produce the maxi-
mum output at the minimum cost.

A

BO

C

D

Social justice / 
equality

Economic efficiency

Fig. 10.7  The relation between economic efficiency and social justice/equality
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The poorest people are expected to have an inferior health status, compared to that 
of richer persons. Income, education, employment status (Galobardes, Lynch, & 
Davey Smith, 2007), ethnicity, and gender (Galobardes, 2012) are some of the 
determinants of health inequalities. According to McCartney, Popham, McMaster, 
and Cumbers (2019), the use of health inequalities by Americans does not imply 
that health differences are not necessarily unfair. The unfair character of health 
inequalities has been emphasized by Whitehead and Dahlgren (2007) in their WHO 
report. They use the concept “inequities” instead of “inequalities” but they mention 
that these two concepts are synonymous. They support that all health differences 
between socioeconomic groups within the country can be considered “unfair” and 
therefore they can be classified as “health inequities.” The definition given by 
Krieger (2001, p. 698) is similar and more detailed. He uses the concept of social 
inequalities (or inequities) in health, instead of health inequalities. What is new in 
his definition is his notion that social inequalities… “systematically burden popula-
tions rendered vulnerable by underlying social structures and political, economic 
and legal institutions.” He also considers that social inequalities are not synony-
mous with health inequalities, which are broader than social inequalities since the 
former concept does not imply that health differences are necessarily unjust and 
unfair. Thus, social equity refers to the absence of unjust health disparities (Krieger, 
2001, p. 698). The main difference between health inequality and health inequity 
mentioned by Kawachi, Subramanian, and Almeida-Filho (2002) is that health 
inequality refers to all differences and disparities in the state of health while health 
inequity specifically refers to those health inequalities that are unfair. Details on 
health inequality defined by many authors are presented explicitly by McCartney 
et al. (2019, p. 27).

The definitions of equity proposed above indicate that equity is related to fair-
ness and equity in health outcomes. Whitehead (1992, p. 431) defines health ineq-
uity as “differences in health which are not only unnecessary and avoidable, but in 
addition are considered unfair and unjust.” These definitions consider that equity is 
an ethical concept. Braverman and Gruskin (2003) consider that health equity is 
also linked to human rights principles and they propose to define equity based on 
measurable criteria and on the purpose of operationalization. The right to health is 
close to the notion of an equal opportunity to remain healthy. Braverman & Gruskin 
(2003, p. 254) define equity in health as “the absence of systematic disparities in 
health (or in the major determinants of health) between social groups that have dif-
ferent levels of underlying social advantage/disadvantage—that is, a different posi-
tion in the social hierarchy.” In related work, Braverman et al. (2001, p. 679) stated 
that “Equity concerns a special subset of health disparities that are particularly 
unfair because they are associated with underlying social characteristics, such as 
wealth, that systematically put some groups of people at a disadvantage with respect 
to opportunities to be healthy.”

Theories about social justice also refer to the concept of equity and consider 
access to health to be its main determinant. Various views on these theories about 
equity are presented extensively by Wagstaff and Doorslaer (2000), Williams and 
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Cookson (2000), and Williams (1993). Libertarians8 reject the necessity of govern-
ment intervention to assure efficiency and equity in the provision of health services. 
In contrast, they point toward a privately financed health system where health care 
is distributed according to an individual’s willingness (and ability) to pay. 
Egalitarianism, as a school of thought, prioritizes equality for all people. As Wagstaff 
and Doorslaer (2000, p.  1809) mention, egalitarians support that in a publicly 
financed health system health care should be distributed according to need and 
financed according to “the ability to pay.”

Another important key to defining equity in health care is the role of access to 
health care.9 Access could be measured in terms of money or in terms of the time that 
people spend waiting to receive healthcare services (Le Grand, 1982; Mooney, 
1983). Goddard and Smith (2001) focus on equal access to health care for equal need 
in order to define equity in health. This concept of equity in health is independent of 
ethical belief. Access could refer to delivering health care (Le Grand, 1982; Mooney, 
1994) or to receiving health care. Olson and Rodgers (1991) support that income is 
among the determinants of access to health. They define access as the maximum 
attainable quantity of healthcare services, given a household’s income and the prices 
of healthcare services. According to Goddard and Smith (2001), equity of access 
needs to be considered from the supply side and any variations in access are due to 
either: (a) the availability of health services, (b) the quality of health services, (c) the 
cost of health services, or (d) information that the availability of the health services 
is known to everyone.

Another aspect of equity in health concerns health financing. As de Graeve et al. 
(2017, p. 569) mention, “equity in health financing is about fairness in the distribu-
tion of health-care payments across the population.” Universal health coverage is 
also an important element to ensure that all people have access to needed health 
services. In a publicly financed health system, the equity in financing could take the 
form of vertical equity (persons of different income capacities contributing 
unequally to finance health care) or the form of horizontal equity (that people with 
the same ability to pay taxes should pay the same amount of taxes) (Wagstaff & 
Doorslaer, 2000, p. 1819). As Culyer & Wagstaff (1993) commented, the point of 
view that health care should be distributed according to “need” for the sake of jus-
tice is illustrated by both the horizontal and the vertical versions. In their work 
(2000, p.  433), they further state “the horizontal version implies that persons in 
equal need should be treated the same, while according to the vertical version per-
sons with greater need should be treated more favorably than those with lesser needs.”

In a publicly financed system, people should have access to healthcare services 
without paying for the delivery of those services. In many healthcare systems, peo-
ple contribute to the cost of health services at the time they receive those services—
a type of payment often referred to as OOPs (out-of-pocket payment). The questions 
“who pays” and “how much should they pay for health care” are at the core of health 

8 Libertarians are represented by Nozick (1974) and Locke (1967).
9 See Wagstaff and Doorslaer (2000).
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policy analysis. The amount of money that households give to obtain health services 
constitutes the financial burden. De Graeve et al. (2017) consider that a household’s 
capacity to pay (ctp) is essential in measuring equity in health. “A household’s 
capacity to pay is equal to the total resources that a household can mobilize for 
purchasing health services, including savings, selling assets and borrowing from 
financial institutions, relatives and friends” (De Graeve et  al., 2017, p. 569). Xu 
et al. (2003, p. 112) define the household’s capacity to pay as “effective income 
remaining after basic subsistence needs have been met.” Thus, ill-health could lead 
individuals to spending catastrophic amounts for their care, which in turn could 
push them into poverty. Catastrophic expenditures occur when the amount that a 
household pays for health care is greater than 40% of their capacity to pay 
(Yerramilli, Fernandez, & Thomson, 2018). A household is considered poor when 
its capacity to pay (ctp) becomes negative after subtracting the budget needed to 
cover their basic needs (Cylus, Thomson, & Evetovits, 2018). Yerramilli et  al. 
(2018) considered that households are further impoverished if consumption budgets 
are reduced by OOPs to less than the cost of their basic needs.

10.3  �Financing Versus Payment of Hospital Services

Hospitals are economic units and as economic units they use resources in order to 
produce healthcare services and deliver these services to the population. The pro-
duction and the distribution of healthcare services are illustrated by the circular flow 
diagram presented in the next figure (Fig. 10.8).

Hospitals use inputs (Personnel, Technology, and Materials) in order to produce 
health services and supply these services to households. Hospitals need money in 
order to produce health services and this amount of money constitutes the financ-
ing of hospital services. Hospitals pay the health providers in order to buy inputs 
and organize the production. Note that there is a clear distinction between a pay-
ment and financing. The latter answers the question “who pays for the hospital 
services” and refers to the manner in which hospitals apportion the total cost of 
their services among the population (Evans, 2002, p. 33). The payments to health 
providers answer the question “who gets what and how much” (Evans, 2002, 
p. 41). Therefore, the financing equation could be written as follows (Mossialos & 
Dixon, 2002, p. 3):

	

Total revenues Total health expenditures
Total incomes pro

=
= + ffits of those working in hospitals 	

Total revenues, which are the funding side, come from the government, from 
social and private insurance, and from households. Total revenues are: taxation (direct 
or indirect, national, or local taxes), social health insurance, private insurance, and 
out-of-pocket money. Social insurance is levied on earnings and is like income tax. 
Health expenditures amount to the health services produced multiplied by their prices. 
Total incomes amount to the units of factors of production multiplied by their prices.
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The financing process consists of three parts: (a) the collection of revenues, (b) 
the pooling of funds, and (c) the purchasing of health services (Mossialos & Dixon, 
2002; Murray & Frenk, 2000; Phua & Lee, 2017). The first part, which is the collec-
tion of revenues, is implemented through different mechanisms.10 According to 
Kutzin (2001, p. 175), these mechanisms are: direct taxes, indirect taxes, payroll 
taxes, other compulsory contributions, voluntary prepaid contributions, grants, and 
loans. Mossialos and Dixon (2002, p. 5) add two more mechanisms which are medi-
cal savings11 and out-of-pocket payments.12 Co-payment is a fixed amount 
established by an insurance policy and paid by the consumer at the time of using the 

10 See Kutzin (2001), Mossialos and Dixon (2002), and Sheiman, Langenbrunner, Kehler, Cashin, 
and Kutzin (2010).
11 In medical savings, individuals contribute a proportion of their income. This amount of money is 
spent at the time that persons use health services (Mossialos & Dixon, 2002, p. 21). There is a huge 
amount of literature on the role of medical savings (among others, see Scheffler and Yu, 1998; 
Hsiao, 1995).
12 Out-of-pocket money includes costs paid by the consumer at the time of using the health ser-
vices. They consist of formal and informal payments.

Hospitals

Households Government Social 
Insurance

Private 
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Personnel Technology Materials

Inputs
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Payments
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Services
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Fig. 10.8  Circular flow diagram
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health service. The implementation of co-payment is based on the plan for sharing 
the cost of certain health services between the insurance company and the insured 
customer.

OECD (1992) classifies healthcare financing into seven models based on the 
hypothesis that there are two main types of financing: (a) voluntary and (b) compul-
sory. The health financing models are: (a) the voluntary out-of-pocket money, (b) 
the voluntary reimbursement model, (c) the public reimbursement model, (d) the 
voluntary contract model, (e) the public contract model, (f) the voluntary integrated 
model, and (g) the public integrated model. As far as hospital financing in Europe is 
concerned, there are two main models. The first is the public compulsory insurance 
model and the second is the tax-based model. Private insurance and out-of-pocket 
money are supplementary sources of financing. In the case of public-owned hospi-
tals, the role of the state in the financing process of these hospitals is crucial. Even 
in the case of privately owned hospitals, the role of the state is important, especially 
in the case of the nonprofit private hospitals.

Hospital financing is strongly related to the equity principle. The question that 
arises is how the financial burden is distributed among the population. It is believed 
that the most equitable approach is a progressive distribution whereby those with a 
greater ability to pay, as measured by consumption, income, or wealth, should pay 
a greater marginal tax rate than those with a lower ability to pay (Auerbach, 2009). 
Income tax is a progressive tax while the consumption tax  [value-added tax (VAT)] 
is a regressive tax. Payroll tax or social security contributions are less progressive 
than income tax. Musgrave and Thin (1948) aimed to examine the progressivity of 
the tax system by comparing income inequality before and after income tax was 
deducted. A tax system is considered as progressive when income inequality, after 
income tax is deducted, decreases while in the case of a regressive tax system the 
income inequality increases. A measure of the progressivity of tax on incomes, pro-
posed by Pigou (1928), is an increasing change in the average tax rate as the change 
in income increases. If the ratio of change in tax rate to the change in income 
increases, then the tax system is described as progressive. It is considered to be 
proportional if this ratio is equal to 1 and regressive if less than 1. In the next figure, 
the average tax rate across incomes is presented in different tax systems (Fig. 10.9).

Kakwani (1977), inspired by the Gini coefficient, proposed a measurement of tax 
progressivity. The graphical presentation of Kalwani’s index is presented explicitly by 
Wagstaff and Doorslaer (2000, p. 1823). The Lorenz curve shows the distribution of 
income for each proportion of the population. As the distance between the equality line 
and the Lorenz curve increases, the income inequality increases. With regard to the 
financing of health care, two Lorenz curves are drawn. The first curve is the Lorenz 
curve for prepayment income Lpre(p) which represents the distribution of income before 
the financing of health care. The second curve is the payment concentration curve Lpay(p) 
which is the distribution of tax payments among different proportions of the population. 
In the case of a proportional tax, the two curves coincide. If the tax is progressive, the 
Lpay(p) curve is found below the Lpre(p) curve (L1

pay(p) in the diagram). If the tax is regres-
sive, the Lpay(p) curve is found above the Lpre(p) curve (L2

pay(p) in the diagram) (Fig. 10.10).
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The Kalwani’s index is based on the use of the Gini coefficient for the prepay-
ment income Gpre and the concentration index for payments (Cpay) and is defined as: 
πκ = Cpay − Gpre (Wagstaff & Doorslaer, 2000, p. 1823). The index πκ is positive if 
the system is progressive and negative if the system is regressive.

The financing of hospital care has its limits, with consequences for individuals 
and for the economy as a whole. A key means of increasing hospital financing is for 
the national government to increase its spending on health and this is achieved by 
increasing income tax, which inevitably affects the decisions of individuals and 
firms. Disposable income (income minus taxes) decreases which affects private 
consumption and therefore aggregate demand and consequently aggregate supply. 
Firms’ decisions are also affected by the increase in their taxes. As taxes for firms 
increase, profits decrease and therefore investments decrease. An increase of payroll 
tax increases the cost of labor, which has a negative effect on firms’ recruitment of 
staff. Also, firms have a vested interest to substitute labor with capital and this can 
further reduce employment opportunities for households. Hospital financing also 
impacts upon the welfare of society, as it affects income inequality and the extent to 
which the health needs of the population are satisfied.

% of average income

% of average income

% of tax rate

% of tax rate

O

O

Progressive Tax system

Regressive Tax system

Fig. 10.9  Average tax rate across income
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10.4  �Traditional and Modern Hospital Payments (DRGs 
and P4P)

The way hospitals are financed for the services they provide is a crucial point in any 
health policy. Hospital costs constitute the main portion of health expenditures 
(Mathes, Pieper, Mosch, Jaschinski, & Eikermann, 2014). Health providers (hospitals) 
may or may not have incentives to affect a hospital’s costs. In the past, health policy 
makers used reimbursement methods in order to incite hospitals to control their costs 
(Abel-Smith & Mossialos, 1994; Dixon, 2004; Draper et al., 1987). Although the rel-
evant literature includes some analysis of the impact of payment methods on hospitals’ 
costs and on the quality of their care, it remains difficult to predict their impacts 
(Campbell et al., 2007). The relation between a health provider’s income and their 
activity is under research. In systems where the remuneration is variable, a hospital has 
the capability to influence their earnings, while this is not the case of systems where 
the remuneration is constant (Jegers, Kesteloot, de Grave, & Gilles, 2002).

As far as payments to hospitals are concerned, these could be classified into two 
major categories: (a) Retrospective healthcare systems and (b) prospective health-
care systems. In a retrospective payment system, the hospital’s costs are reimbursed 
fully or partially ex post. This payment system does not give an incentive to the 
hospital to decrease their costs since they are reimbursed for the cost of providing 
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Fig. 10.10  Lorenz curve for prepayment income and healthcare payments (this figure is presented 
in Wagstaff and Doorslaer (2000, p. 1823))
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their services (Eastaugh, 1987). The cost of providing hospital services determines 
the price of hospital services which is the price of reimbursement. It seems that 
there is a positive relationship between hospital costs and payments to hospitals. In 
the prospective payment system, payments to hospital are determined ex ante 
(Jegers et al., 2002) and can take the form of a regular payment or a set budget. In 
this payment system, the payment is independent of the actual cost of the hospital’s 
services since the reimbursement is fixed ex ante. It seems that this system incites 
hospitals to stimulate efficiency by decreasing their cost and increasing their profits 
(or decreasing their losses in the case that hospitals are faced with losses). Prospective 
payment systems have the potential for applying a cost containment policy.13 
Although such a prospective payment system has the advantage of controlling a 
hospital’s costs, one disadvantage from a patient’s perspective is that, in an attempt 
to reduce costs, hospitals using this system tend to provide care that has less diver-
sity and lower quality.

The provision of an extra unit of health care has a marginal cost and a marginal 
benefit. An economic unit (hospital) may decide to produce an extra unit if the 
expected benefit is greater than the extra cost. As long as the prospective payment 
system is not cost-neutral, hospitals have incentives to increase the provision of 
health care, even if this is not absolutely necessary. Induced demand, which is when 
demand for health services is increased to more than the level that society actually 
needs, is caused because of the asymmetric nature of the information that patients 
have about their health.

As far as the specific reimbursement schemes are concerned, WHO14 proposes 
six main approaches, as follows:

•	 Line-item budget. This is a centrally planned budget that is allocated according 
to different resource categories (staff, medicines, etc.).

•	 Payment per procedure (Fee-for-service). This is a payment for each individual 
procedure. Reimbursement is based on a set of listed charges for various 
procedures.

•	 Payment per day (or bed). There is a fixed charge per day, regardless of the treat-
ments given to the patient.

•	 Payment per case. A fixed payment is made for each admission, regardless of the 
actual cost of the care. Fees are set according to diagnosed medical conditions 
and standardized treatment costs (OECD, 1995, p. 31).

•	 Global budgeting. A lump sum is given to the hospital to cover all specified ser-
vices during a given period.

13 The cost containment policy consists of actions that aim to control operational costs.
14 See World Health Organization. How are hospitals funded and which payment method is best? 
Summary of a HEN network member’s report. http://www.euro.who.int/en/data-and-evidence/
evidence-informed-policy-making/publications/hen-summaries-of-network-members-reports/
how-are-hospitals-funded-and-which-payment-method-is-best. These main types of reimburse-
ment schemes are also presented by Mathes et al. (2014, p. 2).
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•	 Capitation. A fixed amount for each person is covered for specified services for 
a given time period.

Pay per procedure (Fee-for-service) is a retrospective mechanism while all the oth-
ers are prospective mechanisms. As we mentioned above, while a fee-for-service 
incentivizes hospitals to increase their activity and therefore health expenditure, it does 
not encourage efficiency. It may create competition between health providers (hospi-
tals) but this competition would be based on the quality of hospital services provided 
rather than on lower prices (Weisbrod, 1991). Prospective mechanisms enhance the 
measure of control over hospital costs and incentivize hospitals to be more efficient. 
However, there has been no evidence of any improvement in the quality of the health 
care provided (OECD, 2016). Davis and Rhodes (1988, p. 121) support the view that 
the prospective payment mechanism provides incentives that encourage cost-con-
scious behavior among hospitals and helps to secure a certain level of inpatient care.

The payment mechanism based on a global budget has two main advantages. The 
first is that it is relatively simple from an administrative point of view. Secondly, it 
helps to control the cost of health services.

In recent years, many countries have used the payment per case model to reim-
burse the cost of hospital services. A well-known payment per case system is the 
Diagnostic-Related Groups (DRGs) system. The first DRG system was imple-
mented in New Jersey in the beginning of 1980 and it was the basis for reimbursing 
providers under the US Medicare system (Wiley, 2011, p. 4). Initially, the purpose 
of the DRG system was to serve as a patient classification system. It also helped to 
classify diseases according to clinical complexity and the utilization of resources. 
McGuire (1991, p. 98) noted that DRGs were primarily used as a tool to regulate 
increases in hospital spending. Indeed, DRGs do serve as a basis for budgeting and 
cost control in hospital management (Vogl, 2013, p. 290). Another purpose of DRGs 
as a payment mechanism is to encourage the efficient delivery of healthcare services 
and to discourage the provision of unnecessary services. The implementation of 
DRGs as a payment mechanism affects the behavior of health providers (hospitals). 
From one perspective, hospitals could increase their activity in order to increase 
their profit if they expect that hospital costs will be less than the reimbursement rate 
(Miranda & Cortez, 2005; Wiley, 2011). From another perspective, hospitals could 
decrease admissions in order to avoid exceeding the expected costs (Chalkley & 
Malcomson, 2000; Cutler & Zeckhauser, 2000). As far as the consequences of the 
implementation of DRGs are concerned, it has been found that DRGs decrease the 
average length of stay in hospitals (Husser, Guerin, & Bretones, 2012) and subse-
quently hospital utilization (Davis & Rhodes, 1988). A literature review on the use-
fulness of DRGs to pay hospital costs revealed that there are also some negative 
effects (Street, O’ Reilly, Ward, & Mason, 2011). Hospitals can choose their patients 
and apply the “cream skimming practice” (Martinussen & Hagen, 2009). There is 
also a risk of hospitals being unfairly financed whereby they choose/attract the 
patients who are likely to incur the lowest bills (Husser et al., 2012, p. 33). The 
impact of hospitals using a DRG-based payment system on the quality of health care 
is ambiguous and depends on the hospital’s practices. The impact could be negative 
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if the hospital decides to decrease the cost per admission or it could be ameliorated 
if it decides to increase the number of admissions. The latter would give the hospital 
an incentive to use new technology (Quentin, Scheller-Kreisen, & Buss, 2011).

Summarizing, we can say that the implementation of DRGs in many countries 
has not only many advantages but there are also some weak points. According to 
Husser et al. (2012, p. 32), DRGs help to:

•	 Establish a link between healthcare production and financing
•	 Encourage the providers to be more efficient, otherwise they will be penalized 

with deficits
•	 Enhance the development of management tools to control costs
•	 Encourage harmonization between the public and private sector
•	 Reduce the length of stays
•	 Cause cream skimming whereby hospitals apply patient selection in order to 

avoid the most severe cases (and the highest costs)
•	 Cause a coding effect (overcoding/upcoding of patient diagnosis)
•	 Increase the tendency for hospitals to transfer patients to units that do not operate 

under a DRG system.

A new payment method, which can be used in addition to the existing basic reim-
bursement methods, is pay-for-performance (P4P). This method is not actually a 
payment or reimbursement method. The purpose of this method is to provide incen-
tives to health providers to improve efficiency (Eijkenaar, Emmert, Scheppach, & 
Schoffski, 2013) and the quality of their services (Milstein & Schreyoegg, 2016). 
The use of the P4P method in health care originated in the private sector in the USA 
in the late 1990s (Cashin, Chi, Smith, Borowitz, & Thomson, 2014). In many coun-
tries where P4P programs have been implemented, healthcare providers have had 
financial incentives to achieve goals relating to performance measures (Eijkenaar 
et  al., 2013, p.  115), to increase their coverage of preventative services, and to 
enhance their management of chronic diseases in order to achieve better patient 
outcomes (Cashin et al., 2014, p. 4).

There is no commonly accepted definition of a P4P program. The OECD 
(2010) offers definitions given by the following six organizations/institutions: the 
Agency for Healthcare Research and Quality (AHRQ), the Centers for Medicare 
and Medicaid Services (CMS), the RAND Corporation (RAND), the World Bank, 
the United States Agency for International Development (USAID), and the Center 
for Global Development. The definitions proposed by AHRQ, CMS, and RAND 
relate to an extra payment being made in order to improve quality. The definition 
proposed by the RAND Corporation includes the attainment of efficiency as a 
measure of the performance needed in P4P programs. The definitions given by 
the World Bank, USAID, and the Center for Global Development include incen-
tives for both the supply side (providers) and for the demand side (patients) 
(OECD, 2010, p. 110).

In a typical market, decisions about the price and the quantity supplied are based 
on perfect information concerning the product and the needs of the consumers. 
The transaction between consumers and producers causes maximum utility of both 
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economic units. However, the health market is characterized by asymmetric infor-
mation between patients and health providers (Arrow, 1963). Moreover, health pro-
viders have a greater knowledge of patients’ health status than the patients have. 
They decide, on behalf of their patients, about the treatment and generally about the 
quantity of the health services a given patient should receive. As hospitals aim to 
maximize their interests, this may cause demand to increase more than is necessary. 
This is known as the phenomenon of induced demand. Patients who are insured and 
have their health needs fully covered do not have an incentive to reduce their demand 
for health services. This is a moral hazard. The relationship between provider and 
patients in the healthcare market could be characterized as a principal–agent rela-
tionship (Nguyen, 2011). The framework of the pay-for-performance program can 
be analyzed based on the principal–agent theory (Christianson, Knutson, & Mazze, 
2006; Eisenhardt, 1989; Golden & Sloan, 2008; Robinson, 2001; Town, Wholey, 
Kralewski, & Dowd, 2004; Trisolini, 2011). Agency describes the relationship 
between the principal (i.e., the patient or the organization that finances the provision 
of healthcare services) and the agent (i.e., the physician or medical unit, such as a 
hospital). The prospective payment method implies that there is a financial risk for 
the health provider (hospital) in the case that the reimbursement is less than the cost 
of healthcare services. Hospitals have an interest in reducing the cost of healthcare 
services in order to increase the number of admissions. The cost of health care may 
be reduced by decreasing the amount of health care provided to the patient. However, 
this could be to the detriment of the patient’s health. P4P programs give the health 
provider an incentive to improve performance and therefore to increase quality by 
linking payment to performance. It is considered that P4P programs have two main 
goals: to improve the quality of health services and to improve efficiency. The first 
questions to arise when measuring quality and efficiency are: should health provid-
ers be rewarded for good quality/efficiency? Should they have a penalty imposed for 

Public / Private
Insurance Body
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Hospitals and other
Health Units

Social security 
Contributions / Fees

Hospital services

Reimbursement 
Method

Fig. 10.11  Relationship between patients, public and private insurance institutions, and hospitals
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poor quality/efficiency? The next step in the P4P process is to determine the basis 
for reward/penalty and the third step is to ensure the reward/penalty is administered. 
In the case of a prospective payment system, reimbursement to the hospital comes 
from the purchaser of hospital services, which could be a public or private insurance 
group. The relationship between the patient (principal), the public/private purchaser 
of health services, and the health units/hospitals (agents) is illustrated in the follow-
ing figure (Fig. 10.11).

A P4P program is set up by a public/private insurance body and it is linked to the 
main payment method. The measures used can be split into quality and efficiency 
measures (Scheffler, 2010). The performance domain refers to: (a) structure, (b) 
process, and (c) outcomes. Efficiency measures refer to cost savings or productivity 
improvements. The basis for reward could be the absolute level of measure or rank-
ing system. The type of reward is mainly a financial bonus but could also be a 
nonfinancial incentive. Scheffler (2008) developed the following framework for a 
P4P program:

 

Framework of P4P programs. Source: Adopted from Scheffler RM: Is There a Doctor in the 
House? Market Signals and Tomorrow’s Supply of Doctors, Stanford University Press, 2008

The effects of P4P programs on the quality of health services remain mixed 
(Damberg et  al., 2009; Gurthrie, Auerback, & Binman, 2010). Frolich, Talavera, 
Broadhead, and Dudley (2007) studied the impact of P4P programs on service 
quality and they found that in two programs there was an improvement of quality 
while in three other programs there was no significant effect. Sutton et al. (2012) 
found that a P4P program in hospitals in one region of England had clinically 
significant effects on in-hospital mortality. As regards the impact of using P4P pro-
grams on inequalities, a review of many studies carried out by Eijkenaar et al. (2013) 
showed that P4P seems to have narrowed socioeconomic inequalities. The unclear 
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effect of the use of P4P is also shown by Milstein and Schreyoegg (2016). In their 
review of 34 P4P programs in 14 OECD countries, they mention two positive effects 
of the use of P4P programs: a greater awareness of how personal data were being 
recorded and the development of public records.

Summarizing, we can say that the new methods of paying for healthcare services 
aim to control health spending, promote efficiency, improve service quality, and 
decrease inequalities.
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Chapter 11
Hospital Efficiency and Performance

Key Points
•	 Hospital efficiency involves the cost of, and prices charged for, the provision of 

health-care services as well as the quality of those services and the cost effective-
ness of their production method.

•	 Attaining both technical and allocative efficiency is the primary economic target 
of a hospital and requires the realization of an optimal quantity of qualitative 
medical care services provided at minimal production cost.

•	 Marginal and average total costs are fundamental economic elements that deter-
mine the minimum operating cost for a given number of medical care services.

•	 Among the factors that influence hospital efficiency, the most influential are the 
size of the hospital, the range of the medical care services, and changes in 
technology.

•	 The relationship between hospital efficiency and financing depends, to a great 
extent, on the national payment structure (the funding system a country uses) and 
the appropriate management of hospital fees. At hospital level, a useful tool for 
managing the efficient use of hospital budget is efficiency variance analysis.

11.1  �Introduction

As has already been mentioned, a public or private hospital is an open system 
designed to provide health-care services to the community as a whole, and is there-
fore a social organization. This sense of purpose is the primary reason for a hospi-
tal’s creation. In order to determine whether it is working effectively, the degree to 
which individual objectives are being achieved needs to be measured. This measure-
ment is necessary firstly because operational costs of modern hospitals are huge 
(Bevan, Helderman, & Wilsford, 2010; Donaldson & Magnussen, 1992; Farrell, 
1957; Hollingsworth, 2008; Hopp & Lovejoy, 2013; Hussey et  al., 2009; Linna, 
Hakkinen, & Magnussen, 2006; Sullivan, 2012; Wagstaff, 1989) and secondly 
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because healthy citizens make healthy workers, which helps to increase the quality 
of their work and thus a nation’s productivity (Chletsos, 2011; Saiti & Mylona, 
2015a, 2015b; Skountzos, 2005). Within this framework, the management of a 
health-care organization has to resolve any operational problems (such as organiza-
tional, structural, medical, and financial) in order for the organization to achieve 
maximum efficiency through the utilization of the available resources (human and 
material) at the lowest possible cost and without altering the quality.

In theory, measuring an organization’s performance may seem relatively easy, 
but, in practice, determining efficiency is quite difficult. This is because there is no 
commonly accepted theoretical model that takes into account the production pro-
cess, the behavior of hospital costs, the complexity of service provision, the differ-
ent types of hospital organization, different operating environments, etc. (Bates, 
Mukherjee, & Santerre, 2006; Bevan et  al., 2010; Chletsos, 2011; Donaldson & 
Magnussen, 1992; Dranove, 1988; Feldstein, 1967, 2012; Flatters, Henderson, & 
Mieszkowski, 1974; Helmig & Lapsley, 2001; Hopp & Lovejoy, 2013; Jacobs, 
Smith, & Street, 2006; Newhouse, 1970, 1992; Prior, 2006; Wagstaff, 1989; Zagga, 
2017; Zuckerman, Hadley, & Iezzoni, 1994). This forces health-care agency admin-
istrations to resort to practices and intervention measures to improve efficiency.

In addition, the operation of a hospital institution refers mainly to the supply of 
services and not to the production of material goods. In contrast to the outputs of 
industrial processes, “good health” is not so marketable since patients who attain 
good health through appropriate care are not themselves marketable products. In 
other words, “good health” is not easily measurable and cannot be separated from 
the person in possession of it.

According to economic theory, efficiency requires the inputs to be used in a cost-
effective way so that the organization can perform efficiently and achieve the desired 
outcome. Determining cost/prices indexes in the health-care industry has significant 
and serious problems concerning their measurement (Arrow, 1963; Hollingsworth, 
2008; Newhouse, 1992; Prior, 2006), the most significant of which are the following:

The price to be paid for health-care services cannot be measured based on the 
cost of the treatment, but rather on the number of days a patient stays in hospital. 
However, this estimation can differ significantly from the actual cost of health-care 
services, since the provision of medical care is most intense at the beginning of a 
patient’s stay in the hospital, so the cost of the patient’s first day in hospital will 
certainly be higher than the cost of their last day. Hence, the estimated price fails to 
consider any cost savings that might occur during the patients’ stay in the hospital.

The calculation of the price index is based on the standard listed price for health 
care and not on the actual costs (Newhouse, 1992, p. 10).

The estimation of the price index does not anticipate adjustments for any changes 
that may occur in terms of quality. This is a very real problem because medical sci-
ence is moving fast and it is very likely that qualitative changes in the provision of 
medical care will have a significant impact on the cost/price index.

Health-care systems vary around the world, not least in terms of the proportion 
of the patient’s hospital bill they cover. For this reason, it is extremely difficult to 
find a given method for estimating a cost/price index for medical care. Moreover, in 
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most countries, the health-care system includes both private and public health insur-
ance coverage. These two types of health insurance have differences in their cover-
age of hospital bills, medicines, visits to medical staff, etc. in terms of the contribution 
the patient makes to their medical expenses. In some cases, public medical insur-
ance requires no contribution from the patient to health-care costs. Even among the 
private health insurance packages, there can be substantial differences in the contri-
bution that the patient makes to their health-care costs.

In view of the above, the study of efficiency among health-care organizations is 
becoming more and more essential, especially nowadays that organizations around 
the world face problems that are many and varied, mainly in the fields of economy 
and labor.

Further in this chapter, we will see how the efficiency of health-care organiza-
tions can be conceptually determined and the difficulties in assessing it.

11.2  �Defining Efficiency (Technical and Allocative Efficiency)

Efficiency refers to the relationship between attributable results and the inputs spent 
to achieve the result, usually expressed as a cost-effectiveness ratio/percentage. The 
goal of efficiency is to produce outputs of good quality with the least possible cost 
using the most efficient production method available.

One way in which an administration may monitor the performance of their orga-
nization is by its productivity. This term counts the quantity and quality of the orga-
nization’s output in relation to input costs (Assaf & Matawie, 2008; Bates et al., 
2006; Bevan et al., 2010; Biorn, Hagen, Iversen, & Magnussen, 2010; Farrell, 1957; 
Hollingsworth, 2008; Hopp & Lovejoy, 2013; Hussey et  al., 2009; Jacobs et  al., 
2006; Newhouse, 1992; Schermerhorn, 2010; Zuckerman et al., 1994). It examines 
how well an organization uses the resources available to achieve its goals and pro-
duce its services.

Productivity includes two common performance measures:

•	 The effectiveness of a ‘nursing unit,’ that monitors the degree to which manage-
ment’s goals are achieved through planning and programming (Zagga, 2017, 
p. 47), and

•	 The efficiency that expresses the cost of resources associated with achieving a 
result (Assaf & Matawie, 2008; Bates et al., 2006; Bevan et al., 2010; Farrell, 
1957; Flatters et al., 1974; Gruen & Howarth, 2005; Hollingsworth, 2008; Hopp 
& Lovejoy, 2013; Hussey et al., 2009; Jacobs et al., 2006; Jensen & Morrisey, 
1986; Prior, 2006; Schermerhorn, 2010; Segal & Richardson, 1994; Varabyova 
& Schreyogg, 2013; Wagstaff, 1989). According to this perception, efficiency is 
measured by an indicator that has, as a numerator, the realized result (outflow) 
and, as the denominator, the resources used to achieve the result (inflows) (Bevan 
et al., 2010; Bouradas, 2001; Farrell, 1957; Hollingsworth, 2008; Hussey et al., 
2009; Jacobs et  al., 2006; Newhouse, 1992, 1994; Okunade & Murthy, 2002; 
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Zuckerman et al., 1994). In the case of a health-care organization, we may say 
that profitability is achieved by the rational allocation and the use of available 
resources to provide health-care services of a given quality.

The concept of hospital efficiency is defined in the seminal work of Farrell 
(1957) and Farrell and Fieldhouse (1962). Total efficiency which is also called 
X-efficiency indicates the capacity of the hospital unit to produce the maximum 
quantity of hospital services at the lowest cost. “X-efficiency” consists of technical 
efficiency and price (or allocative) efficiency. Technical efficiency shows the opti-
mal relation between inputs (factors of production) and output. Technical efficiency 
is achieved when the maximum output is produced with a given amount of inputs. 
Allocative efficiency refers to the relation between the cost of inputs and the quan-
tity of output. It is achieved when a given output is produced with the minimum 
cost. In the case that the hospital unit achieves both technical and allocative effi-
ciency, then this unit is total efficient.

According to the relevant literature (Bates et  al., 2006; Bevan et  al., 2010; 
Chletsos, 2011; Feldstein, 1967, 2012; Hollingsworth, Dawson, & Maniadakis, 
1999; Hollingsworth, 2008; Hopp & Lovejoy, 2013; Hussey et  al., 2009; Jacobs 
et al., 2006; Kalogeropoulou, 2011; Newhouse, 1992, 1994; Palmer & Torgerson, 
1999; Prior, 2006; Tsavalias, 2013; Wagstaff, 1989), efficiency may be distinguished 
into two main categories:

•	 Technical efficiency, associated with the least amount of inputs into every inter-
vention that takes place during care. This technique interprets the effect of a 
hospital by comparing it with the productive function of a hypothetical optimal 
organism (Bates et al., 2006; Kalogeropoulou, 2011, p. 795; Jensen & Morrisey, 
1986; Newhouse, 1970, 1992; Palmer & Torgerson, 1999; Tsavalias, 2013, p. 24; 
Wagstaff, 1989; Zuckerman et al., 1994).

•	 Allocative efficiency, associated with selecting a team of technically efficient care 
interventions to achieve the best possible improvement in outcomes. The choice 
is cost-effective because interventions are treated as inputs (Athanassopoulos & 
Gounaris, 2001; Bevan et al., 2010; Kalogeropoulou, 2011; Palmer & Torgerson, 
1999; Tsavalias, 2013; Wagstaff, 1989; Zuckerman et al., 1994).

Technical and allocative efficiency together give the concept of economic effi-
ciency, which aims to achieve the goals of the first two categories of profitability 
(Kalogeropoulou, 2011; Newhouse, 1970, 1992, 1994; Zuckerman et al., 1994).

Technical and allocative efficiency could be presented using the tools from the 
production theory. As we know, the purpose of a firm in long run period is to deter-
mine the optimal level of inputs in order to produce the optimal level of output. The 
isoquant curve is the geometric path of all different combinations of inputs to pro-
duce the same level of output. The isocost line shows all different combinations of 
inputs used in production for which the total cost is the same.

The purpose of the unit is to produce the maximum output with a given cost or to 
product a given output with the lowest cost. These two different cases are presented 
below. The first case represents the effort to maximize output with given the cost 
(Fig. 11.1).
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In the above diagram, all the points on the isoquant curve (Qi) represent the same 
quantity of output produced by different combinations between labor and capital. 
As we move from a low isoquant curve (Q1) to the highest isoquant curve (Q3), the 
output produced increases, but the quantity of inputs is not the same. The combina-
tion O1 is preferred than the combinations O2 and O3 because the output produced 
by the three combinations is the same, but the cost is lower. The combination O3 
cannot be achieved because it is found outside the isocost line and the cost of pro-
ductions of this combination exceeds the given amount of money that the unit can 
spend. The optimal combination is at the point O1. At this point, it produces the 
same output with a given amount of inputs and therefore a given cost.

Figure 11.2 presents the equilibrium of a productive unit in long run period when 
it produces a given output with the minimum cost.

As explained above, Fig.  11.2 presents the optimal decision of unit which is 
interested in producing a given output with the minimum cost. The equilibrium 
point is the point O1 at which it produces the same output as at points O2 and O3 but 
at a lower cost. The combination O1 is found at a lower isocost line than the combi-
nations O2 and O3.

Technical, allocative, and “X-efficiency” could be shown using the isoquant 
curve and the isocost line in the Fig. 11.3. This figure is based on the figure pre-
sented by Farrell (1957).

As we have already mentioned, a hospital unit achieves technical or allocative 
efficiency when it is found on the isoquant curve or on the isocost line, respectively. 
Farrell measures efficiency (technical of allocative) relative to the achieved frontier. 
In the above diagram, the letters C, D, E, and K present different hospital units. The 
technical efficiency of the unit E is presented by the ratio OE/OD which is >1 and 
this indicates that the unit E is technically inefficient. Similarly, the allocative effi-
ciency is given by the ratio OE/OC which is >1 and that shows that there is no 
allocative efficiency. Technical efficiency and allocative efficiency are achieved by 
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Fig. 11.1  Equilibrium point in long run period (max output with a given cost)
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the hospital unit D and C, respectively. The hospital unit K achieves both technical 
and allocative efficiency because technical and allocative efficiency equals to 1.

The efficiency of health-care organizations can be defined as:

•	 The production of the largest possible quantity/provision of health-care services, 
given the human and material resources available (Bates et  al., 2006; Bevan 
et al., 2010; Helmig & Lapsley, 2001; Hollingsworth, 2008; Hussey et al., 2009; 
Newhouse, 1970, 1992; Polyzos, 2015; Zuckerman et al., 1994)

•	 The production of a given quantity/service with minimal resources (Bates et al., 
2006; Bevan et al., 2010; Hollingsworth et al., 1999; Hopp & Lovejoy, 2013; 
Kalogeropoulou, 2011; Tsavalias, 2013) and

•	 The minimum cost to produce a given quantity/provide certain health-care ser-
vices (Bates et  al., 2006; Bevan et  al., 2010; Hollingsworth, 2008; Jacobs & 
Rapoport, 2004; Tsavalias, 2013; Zuckerman et al., 1994).
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Fig. 11.2  Equilibrium point in long run period (a given output with the minimum cost)
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Fig. 11.3  Technical, allocative, and “X-efficiency”
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With particular reference to the efficiency measures in the field of the health care, 
measures can be distinguished into the following (Feldstein, 1967, 2012; Hussey 
et al., 2009; Joumard, Andre, & Nicq, 2010):

•	 Perspective, which refers to who will evaluate what,
•	 Inputs, both physical (staff, equipment, etc.) and financial (expenditures),
•	 Outputs, which are the actual quantifiable results such as the number of treated 

people, and
•	 Outcome, which refers to the impact on society such as patients’ better health 

condition and equal access to health-care services.

According to the relevant literature, an econometric approach to measuring effi-
ciency in the health-care sector—the methodology of Data Envelopment Analysis 
(DEA)—is usually employed so as to derive outcomes and determine solutions to 
problems. Since there are many restrictions that dictate a hospital’s functionality, 
this econometric approach based on mathematical and computer programming tools 
is used to design efficiency measures that help to ensure a hospital’s successful 
performance.

11.3  �The Determinant Factors of Hospital Efficiency

Efficiency in health-care organizations is necessary for their sustainability and for 
this reason, it is a major management objective. In order to facilitate the sustainable 
performance of these organizations, they must aim to use their resources (human 
and material) as efficiently as possible.

The efficiency of health-care organizations is influenced by factors that occur in 
their internal and external environment. As an open system, a hospital operates 
within a wider environment that affects and is affected by it. Essentially, a hospital 
is in constant interaction with its environment. For example, when communicating 
with its outside environment, a hospital receives inflows (such as doctors, nurses, 
patients, administrative staff, and materials) by performing the input function, trans-
forming them into the internal environment by performing the function of the trans-
formation, which in turn renders the service of this processing to the external 
environment, performing the function of the outflow (Bevan et al., 2010; Breyer, 
1987; Wagstaff, 1989; Worthington, 2004; Zuckerman et al., 1994).

As hospitals aim to strike a balance between providing a finite set of health-care 
services, serving an increasing number of patients and meeting demands for higher 
quality health-care services, the administrations of these organizations have to apply 
the principles of efficiency and quality. Hence, the goal is to provide health-care 
services at the lowest possible cost (for example, minimize the wastage of consum-
ables, avoid unnecessary medical examinations, control the operating costs of tech-
nology and infrastructure, ensure that treatments are proportionate for the medical 
condition, etc.) in terms of monetary and human sacrifice so as to achieve the best 
possible result without a corresponding degradation in quality.
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Based on economic theory, an individual makes choices (preferences) with the 
ultimate goal of maximizing his/her utility (satisfaction). This means that individu-
als can choose between providers to achieve their goal. Providers, on the other 
hand, will need to seek technical efficiency, for example, to deliver the best possible 
result (in terms of quality and quantity) at the lowest possible cost. If there is no 
competition, the providers have no reason to pursue technical efficiency and this 
will create a problem, in terms of both the type of service offered and the quality of 
that service. In the field of health care, things are quite complex because of the 
special nature of the industry. According to the theory of Efficient Markets, estab-
lishing appropriate conditions for a healthy competitive market and having suffi-
cient information are the basic prerequisites for improving performance in the 
sector (Feldstein, 1967, 2012). In the field of health care, however, these conditions 
cannot be met because (a) in general, patients do not have the necessary medical 
knowledge to make valued judgments; and (b) the quality of the health-care ser-
vices is customized, so there can be no uniform assessment and this is because 
medical services can have differing levels of quality within the same hospital. Even 
among hospitals of the same type, it is likely that the levels of quality in health-care 
provision will differ, which will affect their operating costs and therefore their 
efficiency.

Indeed, no health-care organization can be perfectly efficient, which can be 
attributed to various factors that interact to shape the final result. Moreover, in the 
relevant literature (Gerdtham, Löthgren, Tambour, & Rehnberg, 1999; Grosskopf, 
Margaritis, & Valdmanis, 2004; Hollingsworth, 2008; Newhouse, 1970, 1992, 1994; 
Prior, 2006; Street & Hakkinen, 2009; Tsavalias, 2013; Wagstaff, 1989; Worthington, 
2004; Zagga, 2017) it is mentioned that efficiency is being influenced, in both the 
short and long term, by a variety of factors. In the short term, the efficiency of a 
health-care organization is influenced by the degree of utilization of “work.” The 
use of “work” can be achieved by the hospital administration in the following ways 
(Hussey et  al., 2009; Joumard et  al., 2010; Newhouse, 1970; Tsavalias, 2013; 
Wagstaff, 1989; Zagga, 2017):

•	 By adapting the input of “work” to changes in production and demand conditions
•	 By replacing high-paid employees with low-paid employees
•	 By removing nonproductive employees.

It should be noted that, according to the economic theory, the exploitation of the 
work is subject to the law of diminishing marginal returns. According to this law, an 
increase in any factor (technology, for example), while keeping other factors con-
stant, will result in an increase in production. However, after a certain point, the 
additional products/services to be produced by each additional unit of the variable 
factor (e.g., technology) will begin to decrease.

To make it clearer, we graphically illustrate the term ‘marginal efficiency,’ which 
refers to the increase in overall efficiency a hospital can achieve by adding one unit 
of production factor (fixed or variable). Decreased marginal efficiency is defined as a 
decline in hospital efficiency when a production factor is increased by more than one 
unit. We present two figures (Figs. 11.4 and 11.5) which illustrates the decreasing 

11  Hospital Efficiency and Performance



241

(Maximization of the
marginal efficiency)

A

Health Care Human
Resources

Marginal Product
Marginal Efficiency

Fig. 11.4  Marginal efficiency (in terms of health-care human resources)

(Maximization of the
marginal efficiency)

A

Capital

Marginal Product
Marginal Efficiency

Fig. 11.5  Marginal efficiency (in terms of capital)

marginal efficiency with respect to a variable factor (labor) and a fixed factor (capi-
tal). In particular, Figs. 11.2 and 11.3 show the levels of marginal efficiency in rela-
tion to two production factors, namely labor (Fig. 11.2) and capital (Fig. 11.3).

Based on these diagrams, at point A, the marginal efficiency of the hospital is 
maximized. At this point, there is an optimal level of work, human resources 
(Fig. 11.2) and capital (for example technological equipment) (Fig. 11.3). At higher 
levels of employment and capital intensity, that is, beyond point A, marginal profit-
ability decreases.

The law of diminishing marginal returns is a generalization of the reality that 
assumes at least one input remains constant/stable. Therefore, this particular law of 
managerial economics cannot be applied in the case where all inputs are increased, 
nor can it predict the influence of an additional input.
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We will now look at the main factors that influence the efficiency of a hospital in 
the long run.

11.3.1  �The Size of a Health-Care Unit

The size of a health-care organization can affect its efficiency either positively or 
negatively. Studies by several researchers such as Kontaratou (2003), Tsavalias 
(2013), Wagstaff (1989), and Worthington (2004) have shown that hospitals with 
fewer than 100 beds or more than 620 beds are generally unprofitable. Moreover, 
researches such as Banker, Conrad, and Strauss (1986) and Mobley and Frech 
(1994) suggested that the ideal size of a health-care organization is 220–260 and 
200–370 beds, respectively.

Following these considerations, and bearing in mind that according to the long-
term production function, efficient scale outputs are influenced by the size of the 
health-care organization, we can see in the diagrams how large hospitals can pro-
vide lower-cost health-care services than smaller hospital units. To see how the size 
of a hospital ultimately affects its efficiency, we will use the concept of the average 
cost. The average cost is defined as the ratio of the total cost of the health-care ser-
vices rendered (quantity received by a group of consumers) and has the form of a U 
in the diagram (Begg, Fischer, & Dornbusch, 2005; Mansfield, 1996). Based on the 
trend of the average cost in relation to the quantity of health-care services rendered, 
we can see whether a hospital is developing positive, negative, or stable economies 
of scale.

Based on Fig. 11.6, the average cost increases as the size of the body increases to 
the point A where the lowest average cost is reached. Beyond point A, as the level 
of health-care production (and thus the size of the hospital) is increased, the average 
cost rises. The graphical depiction of the long-term average cost of a hospital is 
based on specific values of the productive factors (for example, the inflows into a 
hospital), so any change in the input factors (such as price) will result in a shift in 
the average cost curve.

Health Care Services

Average Cost

A (Lowest Average Cost)

Fig. 11.6  Average cost curve
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A hospital can achieve positive economies of scale if the increase in the amount 
of its health-care services reduces the average cost. When the average cost increases 
with an increase in the amount of health-care services, then the hospital has a nega-
tive economy of scale; if it remains the same, it is said to have a stable economy of 
scale. The economies of scale a hospital can attain depend mainly on its use of 
technology and on the specialization of its human resources.

We noted in a previous chapter that, in terms of ownership, hospitals are divided 
into two main categories: public and private. Private hospitals are divided into profit 
and nonprofit institutions. Several studies (Arrow, 1963; Assaf & Matawie, 2008; 
Dranove, 1988; Hadley & Feder, 1985; Newhouse, 1970, 1988, 1992, 1994; 
Okunade & Murthy, 2002, etc.) have focused their interest on the efficiency of non-
profit hospitals, which have similar characteristics to public hospitals since both 
types of hospital focus on the social aspect of health-care provision as well as on the 
quality of health-care services. Based on the assumption that consumers are the 
main source of funding for hospitals, Newhouse (1970) argues that since a hospital 
focuses on its social purpose, it is not a priority of the hospital administration to 
maintain a particular range or quantity of health-care services, as it relies mainly on 
donations, grants, and tax privileges. Nevertheless, public and nonprofit hospitals 
aim to maximize the amount of health care they provide while maintaining their 
services at affordable prices.

In addition, in his model, Newhouse (1970) argues that any improvement in the 
level of quality of health-care services shifts the average cost curve upward (see 
Fig.  11.7) since improved quality increases the demand for health-care services, 
which pushes up the cost of those services.

For example, public hospitals have a broader range of health-care services and, 
by aiming to offer quality services to as many patients as possible while maintaining 
affordable prices, they are likely to accrue higher costs, making them less efficient 
than smaller private hospital institutions.

Health Care Services
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Fig. 11.7  Average cost and improvement in the level of quality of health-care services

11.3  The Determinant Factors of Hospital Efficiency



244

11.4  �The Range of Health-Care Services

It is reported in the relevant literature that increasing the size of a health-care orga-
nization is often interrelated with an increased/more diversified range of health-care 
services provided by the organization (Arrow, 1963; Assaf & Matawie, 2008; 
Dranove, 1988; Feldstein, 1967, 2012; Helmig & Lapsley, 2001; Hollingsworth, 
2008; Hussey et al., 2009; Newbrander, Barnum, & Kutzin, 1992; Newhouse, 1970, 
1992; Tsavalias, 2013, p. 34; Zagga, 2017, p. 52). This relationship leads to a frag-
mentation in the production process and hence to a reversal in the economies of 
scale. In general, the greater the range of health-care services a hospital provides, 
the lower its efficiency will be, that is, the average cost increases as the range of 
health-care services increases. As such, hospitals providing a small range of health 
services tend to exhibit a higher efficiency. If we combine the range of health-care 
services with the size of the health-care unit, we may see that increasing the range 
of health-care services increases the cost of diversification.

Figure 11.8 illustrates the long-term average cost curve in terms of range of 
medical services. As the range of health-care services increases beyond point A, so 
does the average cost. For hospitals that produce a wide range of medical care ser-
vices, the question that arises is whether or not they may also achieve economies of 
scale. The answer to this question is that economies of scale can be achieved while 
increasing the range of services only if the hospital’s management is able to recog-
nize the profitable opportunities. Such economies of scale are achieved when the 
combined production cost of two (or more) services is lower than the production 
cost of each service separately (Mansfield, 1996, p. 343). Hence, the efficient per-
formance of a hospital and the primary purpose of a hospital’s efforts to maximize 
knowledge, abilities, and opportunities depend heavily on a capable management, 
and on how efficiently the available resources are used.
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Fig. 11.8  Average cost, hospital efficiency, and the range of health-care services
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11.5  �Ownership

The legal status affects the efficiency of health-care organizations. For example, 
public hospitals are exposed to a high level of state interventionism (institutional, 
economic, etc.) and constraints such as social and quality goals may not apply to the 
private sector (Arrow, 1963; Bevan et  al., 2010; Czypionka, Kraus, Mayer, & 
Rohrling, 2014; Newhouse, 1970, 1992, 1994; Prior, 2006; Tsavalias, 2013; 
Worthington, 2004). In addition, private hospitals are, as a rule, relatively small 
organizations, administratively flexible and, as mentioned above, more efficient. On 
the contrary, public hospitals are complex organizations that exhibit organizational 
and administrative rigidity, high operating costs, and lack of incentives to improve 
their profitability (Newhouse, 1970, 1992; Worthington, 2004; Zagga, 2017).

11.6  �The Technological Infrastructure of Health 
Organizations

Broadly speaking, modern technological infrastructure has a positive impact on the 
efficiency of hospitals, as it reduces the average service cost over the long term 
(Arrow, 1963; Newhouse, 1992, 1994; Okunade & Murthy, 2002; Scherer, 1993; 
Sullivan, 2012). For example, hospitals that use the latest biomedical equipment 
may have a high initial outlay, but, over time, they will recuperate their costs through 
the savings made from a more effective detection, diagnosis, and treatment of ill-
nesses and a swifter rehabilitation of patients (Kontaratou, 2003, p. 53). Electronic 
health records (EHRs) also improve performance, reduce medical errors, and cut the 
cost of health care (Sullivan, 2012). Certainly, maintaining data security is a con-
cern for health-care organizations, patients, and policy makers, but the benefits of 
integrated systems outweigh the risk (Trossman, 2009).

Of course, technology can affect hospital performance. According to economic 
theory, if the technology is effective, there will be an increase in demand for the 
relevant treatment by specific population groups (such as people with higher 
incomes). However, technology tends to reduce the number of days that patients 
stay in hospital, so hospitals need to find other ways of recuperating their costs. 
They tend to do this by increasing the cost of the technology-enhanced treatment. 
This cost increase will affect the efficient operation of the hospital, either negatively 
or positively, depending on how well the hospital is managed.

11.7  �The Building Infrastructure

Another factor that affects the efficiency of a health-care institution is its infrastruc-
ture. This is because a modern building with a rational layout of its spaces and 
equipment creates a pleasant working environment and thus positively affects the 
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efficiency of its employees, facilitates the decongestion of the individual nursing 
units, and allows the employees to be friendly, collaborative, and efficient 
(Hollingsworth, 2008; Hussey et al., 2009; Newbrander et al., 1992). On the con-
trary, obsolete buildings impair their profitability simply because they do not fully 
meet their current operational needs. In summary, the modernization of the building 
infrastructure in health-care organizations improves their efficiency because they 
create modern working conditions.

11.8  �The Method of Payment for Health-Care Services

It is mentioned in the relevant literature that the method of payment affects the effi-
ciency of health-care services. In particular, fee-paying health care has a positive 
impact on the efficiency of the hospital, as it leads to a decongestion of the system 
(Feldstein, 1967, 2012; Zagga, 2017). This decongestion results from the fact that, 
when the patient pays a fee for the health-care services provided, they use the doctor 
only when they have a genuine health problem, resulting in a reduced demand for 
the health-care units’ services (Feldstein, 1967, 2012; Newhouse, 1970, 1992). On 
the contrary, when the patient does not contribute to the cost of the health care they 
receive, then they tend to use the services for more trivial (nonessential) matters. 
This increases the burden on the health-care unit’s resources and reduces its effi-
ciency (Tsavalias, 2013). Of course, with the latter payment method, there is a wast-
age of public resources and a considerable cost for the state. In one view (Arrow, 
1963; Newhouse, 1970; Zagga, 2017), this is due to the central administration’s 
incomplete developmental planning. In a fee-paying health care, which is a fully 
retrospective system, as the patient cannot choose its treatment, the health-care unit 
has no incentive to control cost (Zweifel, Breyer, and Kifmann (2009). Thus, fee-
for-service payments do not provide enough incentives to control cost, while in a 
prospective system—in which the health-care unit is reimbursed in the beginning 
independently of the cost—there are incentives to decrease health-care cost.

As already mentioned, health-care systems differ across the world and therefore 
there are significant differences in patients’ expenditures on private and public 
health insurance. The main difference in the health insurance cover lies in how the 
cost is shared between the private or public insurance organization and the patient. 
However, there are several externalities that affect the issue of payments and medi-
cal care service payments (Feldstein, 1967, 2012; Newhouse, 1992, 1994). Even 
when a person decides not to buy health insurance, whenever they use medical care 
services, the costs are covered indirectly by the social security contributions and 
taxes they pay to the state (usually deducted from their gross salary). The same 
applies if a person buys partial health insurance cover and cannot pay for the entire 
use of the medical service.

To make it clearer, each patient has their own map of indifference curves, that is, 
they have their own preferences. Indeed, according to rational behavior, people 
inevitably make choices based on cost (risk) and benefit (the expected value). They 
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also have a specific income constraint. The goal of each patient is to maximize their 
utility, for example, their satisfaction with the use of health-care services. Therefore, 
the patient has their own utility function given by Up = upfp (quantity, quality) and 
represents their desire to have access to enough quality health-care services in order 
to “get well.” On the other hand, the hospital administration has its own map of 
indifference curves, that is, its own preferences and utility function. On its part, a 
hospital wants to see the quality health-care services it provides as well as its pres-
tige increase as a function of quantity (Newhouse, 1970 cited by (Dranove, 1988, 
p. 49). The corresponding utility function is Uh = uhfh (quantity, quality).

With regard to patient options and the payment method for the use of health-care 
services, we present two diagrams (Figs. 11.9 and 11.10) which illustrate the differ-
ent patient preferences in relation to payment method. Figure 11.9 illustrates the 
patient’s preference to pay for the use of health-care services, where we observe that 
the curved indifference is more vertical. In contrast, Fig.  11.10 illustrates the 
patient’s preference for not paying for health-care services at all, where the indiffer-
ence curves are more horizontal since they have access to more health-care services. 
If in the above figures we add the income constraint, the point of maximum utility 
is where the indifference curve touches the income constraint at point A, respec-
tively, in each figure.

The budget line (CD) indicates the total cost of the patient of buying health-care 
services and other goods. The budget line depends on the ratio of the prices of goods 
and patient’s income. As the patient is obliged to contribute more to the cost of buy-
ing health-care services, he considers that the price of health-care services increased 
and therefore he chooses to consume more from other goods and less from the 
health-care services.

The opposite case, the patient does not pay directly health services, is presented in 
Fig. 11.10. As the patient does not pay directly health-care services, he considers that 
the price is zero since the marginal cost of health-care services for the patient is zero.

The slope of the isoquant curve in Fig. 11.10 is more elastic than the slope of 
isoquant curve in Fig. 11.9. The slope of the isocost line in both figures is not the 
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Fig. 11.9  Patient’s preference to pay for the use of health-care services
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same. In Fig. 11.9, as the patient is obliged to contribute more and more to the cost 
of buying health-care services, he considers that health care’s price goes up and the 
isocost line becomes more elastic.

As we mentioned above, the patient considers that there is no price for health 
services since the marginal cost of buying health-care services is zero. Comparing 
the patient’s preferences when he contributes to total cost with his/her preferences 
when there is no contribution to total cost of health-care services, we understand 
that patient chooses a greater amount of health-care services in the second case. 
Therefore, this could be influences negatively hospital efficiency.

Patients decide the optimal combination between health-care services and other 
goods by choosing this combination which maximizes its utility, given their income 
and the prices of goods. Patients’ decisions are not independent on the decisions of 
hospital as producer of health-care services. In a model where two goods (health-
care services and other goods) are produced, the equilibrium point is the point at 
which the highest indifference curve is tanged at the production possibilities fron-
tier. In our case, production possibilities frontier present all different combinations 
between health-care services and other goods are produced given the amount of 
resources (Fig. 11.11).

In the above figure, the curve CD presents the production possibilities frontier 
for health-care services and other goods. Any combination on the production pos-
sibilities frontier indicates that there is efficiency in production in the sense that 
given the amount of inputs, the maximum output is produced. Combinations A and 
B show that there is also efficiency in consumption and these two points are Pareto 
equilibrium. The lines are the isocost lines and they have different slopes because 
the patient considers a different price for health-care services in each case. The 
equilibrium point A shows that patients do not contribute to the cost of health-care 
services, while at equilibrium B, the patients pay directly for health-care services.

Based on the Feldstein model, the overall balance between patients and hospitals 
is reached at the point where the hospital indifference curves intersect those of 
patients (Ifantopoulos, 2003).
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Fig. 11.10  Patient’s preference for not paying for health-care services at all
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11.9  �Developmental Design

It has been mentioned above that the competitive environment of the health-care 
sector and the limited resources of states require health-care organizations to 
respond to public demands for safe, easily accessible, and high-quality health-care 
services (Sullivan, 2016, p. 24). But to do so, there should be a proper and valid 
development plan.

Development planning is a time-consuming and demanding process that should 
not be rushed and fragmented. This is because it is an important tool in developing 
a country’s health-care system and in the efficiency of health-care institutions (Saiti 
& Mylona, 2015a, 2015b; Zagga, 2017). This designing of health-care services is 
conducted both at a national level (where each country’s national health-care sys-
tem is planned and the operational rules are established) and at health-care organi-
zation level (where modern administrative principles are applied for the organization 
and operation of each hospital).

It should be noted that the method of payment for health-care services, the ratio-
nal distribution of credits between central and regional hospitals, the introduction of 
a system of incentives and the meritorious staffing of health organizations with all 
kinds of human resources are significant issues that need special consideration from 
national governments.

11.10  �The Hospital Management System

Previously, we mentioned that modern hospitals (public and private) are complex 
organizations with their own standardization. Furthermore, the effective fulfillment 
of a health-care organization’s goals presupposes an assessment of and improvement 
in the input–output relationship in the administrative sense (Feldstein, 1967, 2012; 
Newhouse, 1970, 1992). Despite their distinct standardization, large public health-
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Fig. 11.11  Efficiency in production and consumption under different hospital’s payments
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care organizations mainly have a bureaucratic system that makes them inefficient and 
dependent on their central administration, compared with the private ones, with the 
consequence that public hospitals cannot take initiatives (independently from their 
central administration) in matters regarding strategy, modernization of equipment, 
staffing, etc. (Kontaratou, 2003). Additionally, the lack of an integrated information 
system, electronic patient records, a reliable statistical database, and productivity 
indicators have a negative effect on the performance of health-care organizations 
(Okunade & Murthy, 2002; Scherer, 1993; Sullivan, 2016; Trossman, 2009; Tsavalias, 
2013). Within this framework, and given that hospitals are costly organizations, the 
existence of a competent and flexible administration is imperative. There is a need 
for an administration that can address the problems of the present and the challenges 
of the future through coordinated and continuous efforts, objectives, and controls.

11.11  �The System of Incentives

Motivation is an important aspect of performance because motivated staff are gener-
ally more productive than unmotivated staff (Saiti & Mylona, 2015a, 2015b; Saiti & 
Papadopoulos, 2015; Sullivan, 2016). Motivation is achieved through a range of 
material and nonmaterial incentives that harmonize the aspirations and behavior of 
employees with that of the health-care organization. Financial incentives include an 
increase in wages that allow employees to have a better standard of living, while 
noneconomic incentives such as praise, facilities, and comforts in the workplace 
also encourage employees to work harder.

In summary, research findings such as Arrow (1963), Burgess & Wilson (1998), 
Chern and Wan (2000), Gerdtham et  al. (1999), Grosskopf et  al. (2004), 
Hollingsworth (2008), Hussey et al. (2009), Newhouse (1970, 1992, 1994), Street 
and Hakkinen (2009), Tsavalias (2013), Zagga (2017), Wagstaff (1989), and 
Worthington (2004), many of which are contradictory, have shown that the effi-
ciency of health-care organizations is influenced by many factors. In its most for-
malized form, efficiency is the ratio of outputs generated by the inputs used, but in 
practice, it is difficult to assess because of the specificities and peculiarities of hos-
pitals, which are due to the complexity of these institutions and due to the qualita-
tive nature of inputs and outputs (Assaf & Matawie, 2008; Bevan et  al., 2010; 
Dranove, 1988; Feldstein, 1967, 2012; Hollingsworth, 2008; Hussey et al., 2009; 
Newhouse, 1970, 1992, 1994; Okunade & Murthy, 2002; Zagga, 2017).

11.12  �Financing and Efficiency

One of the key features of health-care policy is the relationship between the effi-
ciency of investment in health care and equal opportunities. Active steps are needed 
from every government to improve the quality of the health-care system and increase 

11  Hospital Efficiency and Performance



251

the efficiency of their country’s hospitals. For this to happen, the quantity and qual-
ity of hospital outputs have to be managed together (Arrow, 1963; Newhouse, 1970, 
1992, 1994). Hospital financing based on efficiency can be considered at two levels, 
namely national and local (hospital level).

At national level, irrespective of the health-care system of the country, the gov-
ernment’s primary objective is for hospitals to be efficient and provide a standard of 
health care that can maintain the population in good health. For this to happen, 
hospitals need to make efficient use of their resources and particularly of public 
funding (Gruen & Howarth, 2005). This is because the state is obliged to meet the 
expectations of better health and of fairer and equal access to health-care services, 
thus meeting the needs of the population for a more effective level of protection 
from their health-care system. For the state to meet the above obligation, appropri-
ate programs need to be drawn up which, through an effective mechanism, can help 
to facilitate the rational allocation of available resources in order to meet public 
needs and implement the economic and social policies of governments.

The health-care sector is one of the most important elements of the state budget. 
As such, it is important to understand the decision-making processes of the public 
sector (Dranove, 1988; Falch & Rattso, 1999; Newhouse, 1994; Saiti & Mylona, 
2015a, 2015b) and, with that knowledge, develop strategies for improving the medi-
cal care process. This may cause us to consider incentive-based methods for financ-
ing hospitals.

In many health-care systems, the funding of state hospital expenditure has a cru-
cial impact on hospital finances. In the health-care systems of many countries, the 
financing of hospitals is a decentralized process, while in other countries, state hos-
pital expenditure is determined centrally. Certainly, the role of the state can be char-
acterized as important, as it manages budgets and, to a varying degree, distributes 
appropriations to hospital units. With an efficient use of time and information 
(Farrell, 1957; King & O’Sullivan, 2002; Newbrander et al., 1992; Nir, 2007; Reyes 
& Rodriguez, 2004), hospitals could be more responsive to their patients’ needs. 
However, a key difficulty that governments have in public investment programs lies 
in selecting those projects that will be efficient for the country’s future development.

It is evident from the above that the efficiency of hospitals is closely related to 
the payment structure and the appropriate management of hospital fees. As previ-
ously mentioned, hospital efficiency can be estimated by econometric analysis 
through the DEA method, although it is subject to several constraints such as hospi-
tal activity and various levels of technology. In Chap. 10, we talked about the issue 
of payments and made extensive analysis on DRG-payment systems. Efficient use 
of hospital resources depends on what kind of funding system that the country uses. 
This is because if a country uses the state budget system, then the main problem of 
financial management and planning is with the timing of cash inflows and expendi-
tures, which may negatively affect the efficient operation of a hospital. In addition, 
it is very likely that the hospital will not be interested in applying a cost-effective 
production method and thus have a negative efficiency.

In the case of incentive-based financing, where funding depends heavily on effi-
cient performance through indicators, then it is more likely that the hospital will 
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develop the appropriate mechanisms to facilitate the creativity that will contribute 
significantly to the hospital’s more efficient operation (Biorn et al., 2010; Czypionka 
et al., 2014; Donaldson & Magnussen, 1992; Farrell, 1957; Grosskopf et al., 2004; 
Gruen & Howarth, 2005; Hadley & Feder, 1985; Linna et al., 2006; Prior, 2006; 
Worthington, 2004). Of course, when talking about overall hospital efficiency, we 
are talking about achieving both technical efficiency (via an efficient production 
method) and allocative efficiency (minimizing production costs) which is certainly 
very difficult in practice. Indeed, even if we have a more incentivized payment 
method for monitoring efficiency, it is likely that the hospital will not achieve the 
same degree of performance for both types of efficiency. This is because, regardless 
of a country’s health-care system, in practice, there is no perfect flow of information 
regarding technology or input prices, and hospitals have to operate under budget 
constraints due to their limited financial resources. The type and size of hospital 
property also play a significant role.

Regardless of the funding system, and considering that hospital units need to 
deal with various and multiple operational problems, then a hospital’s ability to 
solve any financial problems efficiently could be considered as significant since it is 
the efficiency of performance that helps to facilitate the desired goals of a medical 
care system.

At the hospital level, the process is almost the same in the sense that the primary 
goal of the hospital is to survive through its efficient operation. And at this level, 
there are indicators, a comparison of inputs and outflows. A hospital’s management 
should manage certain elements in an efficient manner to attain the desired out-
come. These elements are (Pettinger, 1994, cited by Gruen & Howarth, 2005, p. 26): 
costs (i.e., deal efficiently with all the different types of costs), income (deal effi-
ciently with all the different types of resources), and returns (benefits derived from 
achieving the desired goals). The desired goal of the hospital is to maximize effi-
ciency, in terms of both quality and quantity.

A useful tool for dealing with efficiency at the hospital level is variance analysis. 
Such analysis, when applied to both production methods and prices (costs), will 
help hospital managers to use the budget and available resources in a more efficient 
manner (Gruen & Howarth, 2005). With particular reference to the analysis of effi-
ciency variance, this includes the estimation of standard cost and quantity as well as 
the actual quantity (Gruen & Howarth, 2005, p. 91). Although variance analysis of 
hospitals deals mainly with the quantity of medical care services, it constitutes a 
useful tool for hospital managers, as it may help them analyze each hospital activity 
and with a different level of technology. Hospital management should wield its 
influence in order to check that appropriations for the running costs of hospitals 
actually reach their intended recipients.

In any case, quicker and effective decisions allow the hospital to assess its ser-
vice providers more carefully, to negotiate more effectively, and thus to improve 
the correspondence between the hospital’s needs and the provision of those 
services.
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