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ABSTRACT

Thisis aHeath Evidence Network (HEN) synthesis report on private health-care funding in western
Europe. Over the last 20 years the level of private spending on health care has risen in many western
European countries, leading to concern about its impact. Evidence shows that private sources of health
care funding are often regressive and present financial barriers to access. They contribute little to
efforts to contain costs and may actually encourage cost inflation.

Cost sharing iswidely used in western European health systems to moderate demand and/or raise
revenue. However, the theoretical case for cost sharing isweak, particularly when applied to health
care arising from referral or prescription.

HEN, initiated and coordinated by the WHO Regional Office for Europe, is an information service for
public health and health care decision-makersin the WHO European Region. Other interested parties might
also benefit from HEN.
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Summary

The issue

Over the last 20 years the level of private spending on health care has risen in many western
European countries, leading to concern about its impact. The main channels of private
spending are private health insurance policies and cost-sharing schemes in public health
systems.

Findings

Evidence shows that private sources of health care funding are often regressive and present
financia barriersto access. They contribute little to efforts to contain costs and may actually
encourage cost inflation.

Private health insurance
Therole of private insurance in western European health systemsislargely determined by the
extent of statutory health insurance. The evidence shows that:

o Allowing people to opt out of statutory health insurance threatens its long-term financial
stability.

o Relying on complementary private health insurance to protect people against high levels
of statutory user charges can increase inequities in access to care between those who can
and cannot obtain such coverage.

o Supplementary private insurance increases inequalities of access, particularly where
there are no clear boundaries between public and private health care provision.

o Tax subsidies for private health insurance are inefficient — because they distort signals
about the real price of insurance and generate transaction costs — and inequitable, as
they tend to benefit higher income groups.

o Private health insurers lack efficiency incentives and tend to incur higher administrative
costs than statutory health insurance. Publicly-funded systems are generally more
successful in controlling cost inflation than mainly privately-funded systems.

o Private health insurance can increase choice for some, but not to the extent that is often
suggested, and under certain circumstances it may even restrict choice.

Cost sharing

Cost sharing iswidely used in western European health systems to moderate demand and/or
raise revenue. However, the theoretical case for cost sharing is weak, particularly when
applied to health care arising from referral or prescription. The evidence shows the following.

o Cost sharing shifts costs to individual s and leads to significant reductionsin the use of
health care.

o Cost sharing reduces the use of both appropriate and inappropriate health care, which
has negative implications for equity and efficiency.

o Cost sharing is not an effective means of containing costs.

o Differential charges can be used to encourage more cost-effective patterns of health care
use.

o Because cost sharing creates financial barriersto access, it should be accompanied by
mechanisms to protect heavy users of health care and lower income groups.
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o Exemption systems require administrative capacity, may generate significant transaction
costs and may limit cost sharing’ s ability to raise revenue.

Policy considerations

For private health insurance

Private health insurance should be regulated to ensure access and consumer protection,
according to the role it plays in a country and European Union laws. Private health insurers
should be required to provide clear, standardized information about prices, coverage and
policy conditions. Clear boundaries between the private and public health-care sectorsto
prevent distortion of public resource allocation and inequalities of access. Tax subsidies for
private health insurance should be removed.

For cost sharing

Exemption systems should be designed from a clearly-defined notion of need and applied
consistently. Differential charges can be used to encourage more cost-effective usage. Efforts
to contain costs should focus on health care supply rather than demand.
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1. Introduction

Health systemsin western Europe are predominantly funded from public sources of revenue
such as taxation or social health insurance (SHI) contributions, in order to provide a high level
of protection from the financial consequences of ill health and to promote equity and
efficiency. Private expenditure — on private health insurance and out-of-pocket payments —
accounts for less than athird of total expenditure on health in most countries; the main
exceptions are Greece and Switzerland (1).

Out-of -pocket payments usually form alarger proportion of private expenditure on health
than private health insurance. The latter rarely plays a significant role, either in terms of
funding or as a means of gaining access to health care. In 1999 private health insurance
accounted for less than 5% of total expenditure on health in every country except France,
Germany and the Netherlands (2).

Over the last 20 years levels of private expenditure on health care have risen in many western
European countries, due to greater reliance on out-of-pocket payments and, to a lesser extent,
increased use of private health insurance. These are two distinct funding mechanisms with
their own policy objectives and implications. This synthesis summarizes evidence of their
impact on policy objectives such as protection from financial lossin case of ill health, equity
(financial burden and access to health care), efficiency, cost containment and choice. Most of
the evidence comes from western Europe, with some additional evidence from the United
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States. The studies reviewed in this synthesis were identified using international databases
(PubMed, EconLit and IBSS) and through library and internet searches.

2. Private health insurance

Health insurance aims to protect people from the unpredictable and potentially catastrophic
financial loss associated with ill health. It does this by pooling financial risk among many
people over time. Health insurance can be publicly or privately funded and organized.
Neoclassical economists argue that the market, which sets prices through the interaction of
supply and demand, is the best mechanism for allocating resources. However, the market for
health care does not conform to models of perfect competition, mainly due to information
asymmetry between providers and consumers. As aresult of information asymmetry, the
provider acts as the consumer’ s agent, supplying the services considered appropriate
according to the former’ s superior information. Markets for health insurance are also likely to
beinefficient if:

o the risk of people becoming ill and making a claim is not independent across the
population;

o the probability of people becoming ill is high or certain, asit might be for older people
or r those already ill;

o it is difficult to estimate the probability of future claims;

o people are able to conceal relevant information from insurers (adverse selection);

o being insured encourages people — patients or providers — to behave in ways that affect
either health care need or health care costs (moral hazard) (3).

Although some of these failures can be corrected by regulation, private health insuranceis
often insufficiently regulated (5). Thisis partly because regulation is a complex process
requiring substantial technical and financial capacity, and partly because most corrective
measures have negative implications for policy objectives such as equity, efficiency and
choice. An insufficiently regulated market results in incomplete coverage and problems of
affordability for some groups, for example, people with pre-existing conditions, disabled
people, older people and people with low incomes, particularly where risks are pooled on an
individual or small group basis rather than a community basis.

In most countries health insurance is publicly funded and organized. From an economic
perspective this responseis justified by the existence of market failures and the problems
associated with regulating private health insurance. At the same time private health insurance
may offer potential advantages over public health insurance in terms of increasing choice,
mobilizing resources for the development of infrastructure, encouraging innovation or
enabling public resources to be targeted at poorer people (5). Whether these advantages are
realized in practice, however, depends on the structure and conduct of the market for private
health insurance, the way in which it is regulated and its relationship with the statutory health
system.

! Moral hazard also occursin public health insurance systems (4).
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2.1 The role of private health insurance

Private health insurance plays different roles in different contexts. It is possible to identify
five distinct roles: dominant, compulsory, substitutive, complementary and supplementary.?

Dominant

In the United States private health insurance is the main method of funding health care for the
working population. It is purchased on avoluntary basis, mainly through employers. Since
1966 publicly-funded health care coverage has been available to people aged 65 and over
(Medicare) and people with low incomes (Medicaid). Medicare is funded by a combination of
employment-related taxes, general tax revenue and some patient cost sharing. Medicaid is
funded equally by federal and state government general tax revenue. In addition, large
populations are directly provided with health services funded from general tax revenue or
through public and private insurers. These include active and retired military personnel and
their families, war veterans and government employees.

About 40% of the US population is covered by one or more government programmes.
However, due to regional variationsin Medicaid digibility criteria, problems relating to the
affordability of private coverage and poor uptake of government programmes or employer-
provided coverage, 16% of the non-elderly population is not covered at any given time by any
type of health insurance (6). Two-thirds of the total uninsured population are poor and near-
poor people, although 80% are in working families. A core group of about 3% of the
population either cannot obtain or refuses coverage — mainly young adults, working poor
people and socially dislocated people (7). Tax credits have been introduced to encourage
these people to obtain coverage, but with less positive effect than expected; even when
offered employer or insurer-subsidized coverage, many refuse (8).

Private health insurance accounts for 35% of total expenditure on health, whereas public
sources of funding accounted for 43% in 2000 (9).

Compulsory

In Switzerland it has been compulsory for all residents to purchase private health insurance
since 1996. Private health insurance was made compulsory in order to address issues arising
from adverse selection and risk selection. Private health insurers operating in Switzerland are
subject to a strict regulatory regime involving open enrolment, community-rated premiums, a
standardized minimum package of benefits and a risk adjustment mechanism. However, while
compulsory private health insurance in Switzerland addresses issues related to adverse
selection, it gives rise to concerns about equity and cost containment (10). These concerns are
likely to be magnified in countries with limited regulatory capacity.

With the exception of Switzerland, private health insurance in Europe is aways purchased on
avoluntary basis and plays a substitutive, complementary or supplementary role, as
summarized in Table 1.

2 In lower-income countries that find it difficult to raise revenue from public sources, or where systems of statutory health
insurance have deteriorated, some form of community-based pre-payment may be developed as an alternative to reliance on
out-of-pocket payments.
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Substitutive

Substitutive private health insurance provides coverage that would otherwise be available
from the state. It is purchased by those excluded from participating in some or all aspects of
statutory health insurance —for example, those with an annual income over €30 700 per year
in the Netherlands and self-employed people in Belgium — or by those who can opt out of
statutory health insurance, such as employees with annual earnings over €45 900 in Germany.

Complementary

Complementary private health insurance provides coverage for services excluded or not fully
covered by statutory health insurance. It sometimes covers whole areas of care, such as dental
care in many western European health systems or outpatient pharmaceuticals in Canada. It
can also cover the cost of statutory user charges, asin Denmark, France, Italy and Slovenia.
The benefits provided by complementary private health insurance are obviously influenced by

the nature of the benefits covered by statutory health insurance and may therefore vary from

country to country.

Supplementary

Supplementary private health insurance usually covers the same range of services as statutory
health insurance, which iswhy it is often referred to as “double coverage”. Its main purpose is
to increase the choices of provider (for example, private providers or private facilitiesin
public institutions) and level of inpatient hotel amenities (for example, asingle room). By
increasing the choices of provider it may also provide faster access to health care. Thistype of
private health insurance can be found in all western European countries. It is often sold in
combination with complementary and/or substitutive private health insurance.

Table 1. Therole of private health insurance in western Eur opean health systems

Role Coverage

Examples

Substitutive for people excluded
from or allowed to opt
out of statutory health
insurance

services excluded or

only partially covered

Complementary

excluded: families with annual incomes
over €30 700 in the Netherlands
allowed to opt out: families with annual
earnings over €45 900 in Germany
excluded services. France, Ireland, the
Netherlands, Spain, the United

by the state such as Kingdom
dental care or user cost sharing: Belgium, Denmark,
charges France, Ireland, Italy, Luxembourg,
Portugal, Sweden
Supplementary increased choice of all countries; the main role of private
provider and faster health insurance in Finland, Greece,
access Portugal, Spain, Sweden and the United
Kingdom
Source: (11)

The extent of statutory health insurance is a key determinant of the role private health
insurance playsin a country. In turn, the way in which private health insurance affects policy
objectives depends heavily on the role it plays. For this reason much of the following
discussion of research evidence concerning private health insurance in western Europeis



What are the equity, efficiency, cost containment and choice implications of private health-care funding in
western Europe?

WHO Regional Office for Europe’ s Health Evidence Network (HEN)

July 2004

structured according to whether private health insurance plays a substitutive, complementary
or supplementary role.

Evidence concerning the impact of private health insurance in European countriesisrelatively
limited, partly due to low levels of research interest in what has been arelatively small source
of total health care funding and partly due to the difficulty of obtaining relevant data. Much of
the evidence summarized here is based on recent reviews (11, 12) and additional evidence
from the United States, where relevant. Determinants of the demand for private health
insurance in western Europe include income, age, gender, employment status, occupational
status, educational status and area of residence. Those most likely to be covered by private
health insurance are middle-aged professional men living in urban areas (11).

2.2 Equity in funding health care

Premiums for private health insurance can be priced (rated) according to an individual’ s risk
of ill health or on the basis of the average expenditure incurred by a“community” (afirmor a
geographically-defined area). Individuals buying private health insurance are usually charged
risk-rated premiums, whereas groups — usually employeesin afirm — are usualy offered
community-rated premiums.

Because there is no link between the price of premiums and personal income, private health
insurance leads to aregressive distribution of financial burden —that is, poorer people pay
proportionately more than richer people. Risk-rated premiums are more regressive than
community-rated premiums and provide limited protection from financial risk due to the
relationship between income and health status — on average, people in lower income groups
tend to have higher rates of morbidity and mortality than those in higher income groups.

Analysis of the way in which private health insurance affects equity in funding the health
system revealsthat it is highly regressive where it plays a dominant or compulsory role and
the majority of the population relies on it for coverage, asin the United States and
Switzerland (13). Complementary private health insurance is also regressive, particularly
where it is purchased by middle-income groups and therefore covers arelatively large
proportion of the population. Where private health insurance is supplementary or substitutive,
and therefore mainly purchased by people in higher income groups, the effect on funding is
found to be mildly progressive. Over the course of the 1990s, private health insurance became
less progressive in most countries.

The finding that private health insurance contributes to the progressivity of health system
funding in some countries must be interpreted with caution. Wagstaff et al.’s study (13)
focuses on equity in terms of paying for health care; it does not analyse equity in the
distribution of health care benefits. Supplementary private health insurance appears to have a
progressive effect on funding health care because those it covers continue to contribute to
statutory health insurance, so their contribution to total health system funding is relatively
high. However, the benefits provided by supplementary health insurance accrue exclusively to
who are covered by it, who tend to come from higher income groups. The net effect on health
system equity is therefore regressive. In the case of substitutive private health insurance, those
covered no longer contribute to statutory health insurance, so not only is the state’ s capacity
for pooling risk reduced, the net effect on equity is aso likely to be regressive.
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2.3 Access to health care

The economic problem of adverse selection creates strong incentives for private health
insurersto select risks —that is, to attract people with alower-than-average expected risk of ill
health and deter those with a higher-than-average expected risk. Adverse selection is most
effectively addressed by making health insurance compul sory. However, where private health
insurance is purchased on avoluntary basis, insurers may be able to select risks explicitly, by
rejecting applications for coverage, excluding or charging higher premiums to cover pre-
existing conditions and offering annual rather than lifetime cover. If explicit risk selectionis
prohibited by regulatory requirements such as open enrolment, cover of pre-existing
conditions and community rating, private health insurers may engage in covert forms of risk
selection — for example, advertising viathe internet to attract younger people or marketing
private health insurance alongside cut-price gym membership to attract people who enjoy
keeping fit. Because community rating increases private health insurers’ incentives to select
risks, it may need to be accompanied by a system of risk adjustment.

Asaresult of risk selection in markets for private health insurance, some groups of people
may not be able to obtain an affordable level of coverage or any coverage at al. Those most
likely to face barriers to purchasing private health insurance include young adults, older
people, those in poor health or with disabilities and those in lower income groups. At the
same time, the seriousness of these barriers largely depends on how much peoplerely on
private health insurance to protect them from financial loss when they areill.

In Germany and the Netherlands substitutive private health insurance is the only or main
source of financial protection against illness for some groups of people. Due to risk selection
by private health insurers, older people, people in poor health and those with large families
have found it difficult to obtain affordable substitutive coverage. For this reason private health
insurers in both countries are now required to provide older people with a minimum package
of benefits for a premium set by the government. In the Netherlands the premium is
subsidized by younger people covered by substitutive private health insurance. Private health
insurers in Germany are also required to offer lifetime cover. To reduce financial barriersto
access in markets for substitutive private health insurance, governments need to apply much
tighter regulatory controls than are usually found in markets for complementary or
supplementary private health insurance.

Complementary private health insurance covering statutory user charges presents financial
barriersto access for people in lower income groups, particularly those whose income is just
above the threshold for any exemptions from user charges. In France, where complementary
private health insurance has expanded to cover about 85% of the population, the likelihood
and quality of coverage are highly dependent on social class and age, employment and income
levels (14, 15). Research in France and Spain shows that those covered by complementary
private health insurance consult doctors and dentists more frequently than those without this
type of coverage (16, 17).

Supplementary private health insurance increases inequalities in access where it enables
people to bypass waiting lists in the public sector. It may aso distort the alocation of public
resources for health care, particularly if the boundary between public and private provision is
not clearly defined —for example, if providers are able to work in both sectors, if capacity is
limited or if private health insurance creates incentives for providers to treat public and

11
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private patients differently. In Ireland, where people with private health insurance are able to
make use of private bedsin public hospitals—in spite of long waiting times for public patients
in these hospitals — research shows that the use of all types of hospital treatment (planned,
emergency and day care) by private patients has been increasing at a faster rate than use by
public patients (18). Research also shows that private patients accounted for close to 30% of
all hospital dischargesin 1999 and 2000, even though only about 20% of acute beds are
designated as private.

International analysis suggests that private health insurance lowers equity in the use of
doctors' servicesin OECD countries (19). Although in most countries this effect is small,
private health insurance is found to have a significant effect on equity in the use of specialists
servicesin Ireland and the United Kingdom — where supplementary private health insurance
mainly provides faster access to health care — and to alesser extent in Austria, Belgium,
Canada, Denmark, Italy and Spain.

2.4 Cost containment

In health systems with high levels of statutory health insurance coverage, private insurance
often exists to increase consumer choice. As aresult, private insurers in western Europe have
limited incentives to contain costs. With the exception of some of the largest insurersin Spain
and the United Kingdom, most have been reluctant to lower unit costs and premiums by
adopting “managed care” strategies such as vertical integration,® preferred provider networks,
selective contracting or monitoring of providers' behaviour (12). Thisis partly because of fear
that restricting choice will lead to reductions in demand. Attempts to restrict choice in return
for lower premiumsin Belgium, France and Spain have not been successful (12). The
potential for private health insurers to employ managed care strategies may aso be limited by
lack of bargaining power, particularly where markets are fragmented and providers are well-
organized.

Another reason private insurers have few incentives to contain costs is that private health
insurance is mainly purchased and paid for by individuals rather than employers. However,
over thelast 15 years the proportion of policies purchased by groups has risen dramatically in
some countries. Group policies currently account for aimost all policiesin Greece, Ireland,
Portugal, Sweden and the United Kingdom and over half of all policiesin France and the
Netherlands (12). In the United States most polices are purchased through employers. Markets
for group-purchased private health insurance tend to be more competitive, because employers
have greater purchasing power than individuals and are able to negotiate cheaper coverage.

Evidence shows that publicly-funded health systems are generally more successful in
controlling cost inflation than systems that are mainly funded from private sources (20). Also,
countries that link increased health care expenditure to pre-defined standards such as the
expected rise in gross domestic product (GDP) or afixed annual budget —for example,
Canada and the United Kingdom — seem to be most successful in maintaining the lowest
annual inflation rates.

3 Vertical integration is actually precluded by legislation in the Netherlands.
12
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2.5 Efficiency

Private health insurers tend to incur higher management and administrative costs than
statutory health insurers, partly because private pools are usually much smaller than statutory
pools, but mainly due to the extensive bureaucracy required to assess risk, rate premiums,
design benefit packages and review, pay or refuse claims (see Table 2). They also incur
additional expenses through advertising, marketing, distribution, reinsurance and the need to
generate a profit or surplus.

Economic theory suggests that high transaction costs are inefficient if they can be avoided
under an aternative system of funding and providing health care (3). In western Europe these
additional costs cannot be justified on the grounds that private health insurers are more
innovative than their public counterparts in devising mechanisms to contain costs. In practice,
private health insurers in western Europe are more likely to compete on the basis of risk
selection than through competitive purchasing. Most attempts to contain costs operate on the
demand side, through cost sharing.

Transaction costs have not been lowered as aresult of increased liberalization of private
health insurance markets in the European Union since 1994. In Ireland higher levels of
advertising following liberalization have actually increased transaction costs (12).

Table 2. A comparison of administrative costs among private and public insurers

Country Private (% of premiumincome) Public (% of public
expenditure on health)
Austria 22% (early 1990s) 3.6% (2000)
Belgium 25.8% (commercia individual)  4.8%
26.8% (commercial group)
France 10%-15% (mutuals) 4-8%
15%-25% (commercial)
Germany 10.2% 5.09% (2000)
Greece 15%-18% (commercia life 5.1%
insurers)
Ireland 11.8% (Vhi Healthcare 2001) 2.8% (1995)
5.4% (Vhi Hedlthcare 1997)
[taly 27.8% (2000) 0.4% (1995)
L uxembourg 10%-12% (mutuals) 5%
Netherlands 12.7% 4.4%
Portugal c. 25% -
Spain c. 13%-15% 5%
United c. 15% 3.5% (1995)
Kingdom
United States c. 15% C. 4%

Source: (12). Note: figures for 1999 unless otherwise stated
Private health insurersin the United States have similar levels of administrative costs to those

of their counterparts in western Europe. Thisis partly due to the fact that many American
insurers also organize and provide health care, which increases their transaction costs.
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2.6 Choice

Depending on itsrole, private health insurance can offer an alternative to public coverage and
increased choices of insurers, providers and treatments. In western Europe the opportunity for
individual s to choose between public and private coverageis limited to employees and their
dependants in Germany with annual earnings over €45 900 — about afifth of the population.
However, over three-quarters of those who have this choice opt to be covered by statutory
health insurance, which tends to be cheaper than private health insurance for older people,
people in poor health or with disabilities and large families. Choosing between public and
private coverage in Germany is complicated by uncertainty about health needs, employment
status and future income. Since 2000, people 55 years old and over in Germany can no longer
return to the statutory health insurance system once they have opted for substitutive private
health insurance.

Whether or not people are able to benefit from a choice of insurers depends on the structure
and regulation of the private insurance market. In both the German and the Dutch markets for
substitutive private insurance, choiceis severely restricted for all but new entrants to the
market and very young peopl e because premiums are rated on the basis of age at entry and
claims histories are non-transferable. Consequently, switching from one private health insurer
to another involves costs arising from higher premiums and/or exclusion of pre-existing
conditions. Thereis very little switching among private insurersin either country.

Since the extension of choice of health funds to most of the population in the Netherlandsin
1993 and Germany in 1996, those with statutory coverage are better able to exercise choice of
insurer than those with private coverage. However, permitting health fundsto sell
complementary or supplementary private health insurance may restrict choice of fund for
some peopleif the funds sell statutory and private coverage in asingle package. In the
Netherlands, for example, some complementary/supplementary private policies state that the
health fund will automatically terminate a contract if the policy holder switches to another
fund for the statutory part of his or her health coverage (12).

In some countries private insurers may offer arange of benefit packages. In theory offering
more than one product (“ product differentiation”) allows people to choose a benefit package
tailored to meet their needs. However, it can aso be used to segment the market, giving
private health insurers greater opportunity to select risks. Consumers may be confused by a
wide range of products and find it difficult to make value-for-money comparisons,
particularly if different insurance companies use different terms to describe their benefit
packages. Private insurers can reduce consumer confusion by using standardized terminology
and benefit packages. Consumers can also be helped if they have access to comparable
information about the price, quality and policy conditions of different products — for example,
comparative tables compiled by consumer associations or media outlets. Unfortunately private
insurers in western Europe have few incentives to increase transparency; evidence from
severa countries suggests that some people purchase inappropriate policies or inadequate
levels of coverage (12).

2.7 Discussion and current debates

Many governments in western Europe are committed in principle to providing publicly-
funded health care for all or most of their populations. At the same time concerns about the
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sustainability of public funding are widespread. One policy responseis to promote greater use
of private insurance as a means of shifting expenditure to individuals and, in some cases,
employers. This section considers the implications of expanding private health insurance in
western European health systems. It begins by examining two aspects of public policy related
to private health insurance — regulation and tax subsidies — and then discusses issues relevant
to substitutive, complementary and supplementary roles.

Regulation

Western European markets for complementary and supplementary private health insurance
tend to be loosely regulated, because of either their traditionally minor role relative to
statutory insurance or government reluctance to intervene on ideological grounds. Since July
1994, however, government intervention in private health insurance markets has been
restricted by the European Commission’s Third Non-Life Insurance Directive (21), which
aimsto create asingle market for all types of insurance, including health insurance, within the
European Union and prevents governments from:

o restricting the sale of private health insurance to asingle insurer, such as the statutory
health insurer, or to certain types of insurer, for example non-profit insurers or health
insurance specialists;

o treating insurers differently on the basis of their legal status, unlessit can be shown that
they are providing services of general interest and the differential treatment isin
proportion to the burden of providing such services;

o requiring systematic prior notification of private health insurance premium rates and
policy conditions;

o subjecting private insurers to regulations such as open enrolment, community rating,
lifetime cover or risk adjustment.

The directive serioudly limits a government’ s capacity to introduce regulatory measures that
go beyond solvency requirements. However, governments do retain some residual powers to
protect consumers where private health insurance serves “as apartial or complete alternative
to health cover provided by the statutory social security system”, according to Article 54,

which indicates that a government may require the following in order to protect consumers:*

open enrolment

community rating

lifetime cover

policies standardized in line with the coverage provided by statutory health insurance,
with a prescribed maximum premium rate

o participation in risk adjustment schemes.

However, there are areas of uncertainty regarding the application of regulatory measures to
substitutive private insurance. Thereis also controversy over whether —and how —
governments might be able to justify regulatory measures in markets for complementary and
supplementary private insurance. While it would be wrong to regard the directive as the
primary barrier to ensuring a sufficient level of social or consumer protection in private health

% S0 long as they are shown to be necessary and proportional, do not unduly restrict the right of establishment or the freedom
to provide services and apply in an identical manner to all insurers operating within a country.
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insurance markets, there is no doubt that the directive makes it more difficult for governments
to adopt regulatory measures involving control of products and prices.

In the absence of product and price controls, governments need to ensure the availability of
sufficient information about the price, quality and conditions of private health policies. In
many European Union countries people have to rely on private health insurers and insurance
brokers to provide them with information, although sources of comparative information have
become more readily available thanks to efforts by consumer associations and the media.
Governments should not underestimate how difficult it can be for people to compare private
health insurance products for value for money, even in markets with no more than two
insurers, asin Ireland.

Tax subsidies

Tax subsidies to encourage people to purchase private health insurance tend to be regressive,
particularly if they are applied at the marginal tax rate, because they increase the value of the
subsidy to peoplein higher tax bands (22). They are inefficient because they distort signals
about the real price of insurance and generate transaction costs. Evidence from the United
Kingdom shows that tax subsidies are expensive and do not succeed in stimulating demand
for private health insurance (23). In recent years many western European governments have
either reduced or abolished tax subsidies for private health insurance (12). Tax subsidies are
widely used to encourage uptake of private coverage in the United States, but they are only
moderately successful in reducing the number of uninsured people and are arelatively
inefficient way of expanding coverage (24, 25). Tax subsidies for employer-paid premiums
also serve as an incentive for employees to purchase more coverage than they otherwise
would.

Opting out and substitutive private health insurance

Governments are sometimes urged to adopt the German model, allowing people to opt out of
statutory health insurance. It is argued that this will ease pressure on public expenditure and
increase health system efficiency by stimulating competition between statutory and private
insurers. Some groups put forward proposals to allow opting out in Italy in the early 1990s,
but their plans were rejected. Portugal and Austria have actually enacted legisation to allow
opting out on a group basis, but to date very few groups have chosen to opt out in either
country. Beyond western Europe, the Russian Federation has introduced legislation to allow
opting out, and it has been permitted in Chile since 1981.

Opting out raises important issues for governments, as the experience of Germany and the
Netherlands shows (12). There is also extensive evidence about the impact of opting out in
Chile (26, 27, 28). Overall, the possibility of voluntary exits from statutory health insurance
threatensits long-term financia stability. Due to differences in the way in which statutory and
private health insurers operate, the latter are likely to attract younger and healthier people,
leaving the former with a disproportionate number of large families, older people and people
in poor health. A similar situation may arise when higher income people are excluded from
statutory coverage, due to the relationship between health status, age and income. In either
case the burden of raising revenue to fund statutory health insurance falls disproportionately
on people with lower incomes and lower health status — unless this revenue is subsidized
through taxation or mandatory contributions from those with private coverage. Allowing
people to opt out has put financial pressure on statutory health insurance in all three countries.
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Furthermore, some aspects of the way private insurers operate may restrict choice and prevent
people from obtaining an affordable and adequate level of substitutive coverage. This may not
be a problem if people have the right to return to statutory health insurance, asin Chile.
Germany and the Netherlands have struggled to address the issues of voluntary and
compulsory opting out for two decades. In 1986 the Dutch government prohibited voluntary
opting out, moving to a system of compulsory opting out, in which people with high incomes
are excluded from statutory coverage of primary and acute inpatient care. In 2000 the German
government made the decision to opt out irreversible for people aged 55 and over and in 2002
it raised the earnings threshold for opting out from €41 400 to €45 900. As aresult,
substitutive private coverage is no longer the preserve of relatively wealthy individuals and
the regulatory focus has had to shift from an emphasis on consumer protection to a concern
for social protection.

The uneasy relationship between statutory and private coverage was a key issue in the 2002
Dutch election. The government is currently proposing a system of compulsory private health
insurance based on the Swiss model. There are calls for the introduction of asimilar system in
Germany. The Dutch reform proposals and German policy debates arise from dissatisfaction
with systems seen as overly complex and subject to perverse incentives. While these views
reflect abelief in the ability of competitive markets to produce efficiency gains, they also
reflect strong opposition to universal statutory coverage from interest groups such as private
insurers, civil servants and employers.

Introducing compulsory private health insurance is likely to be problematic in European
Union countries due to the single market in insurance, which restricts governments' ability to
Impose product and price controls on private insurers (see above). Case law from the
European Court of Justice suggests that a social security scheme operated by private health
insurers would be subject to single market legislation and competition law. This raises
concerns about equity and efficiency, as the Swiss experience shows that a system of
compulsory private health insurance requires considerable government intervention.

Financial protection and access

In wealthier countries complementary private health insurance may be seen as a convenient
way of allowing governments to shift health care costs to individuals and insurers without
incurring significant political opposition or public resistance or raising concerns about equity
(see below).” However, the French experience suggests that complementary private health
Insurance covering statutory user charges is neither equitable nor efficient and doubly
disadvantages people in lower income groups, who may not be exempt from user charges and
may be unable to afford private coverage. Under such circumstances, the burden of paying for
health care at the point of use falls disproportionately on those who are likely to be most in
need of it.

To address the inequalities of access to health care arising from unequal accessto
complementary private coverage, the French government in 2000 introduced alaw on
universal health coverage (CMU), extending free complementary private coverage to
approximately five million people earning less than €550 per month. Complementary private
health insurance now covers about 94% of the population (29). The Slovenian government is
attempting to reform its system of complementary private coverage by increasing tax revenue.

5 In poorer countries the choice may be between out-of-pocket payment and making some form of pre-payment available.
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Governments may favour complementary private insurance covering benefits excluded from
statutory insurance, particularly if the statutory benefits package can be clearly defined using
cost-effectiveness and/or other explicit criteria. Thiswould leave people to purchase private
coverage for non-effective or less cost-effective treatment on a voluntary basis. In practice,
however, governments have found it politically, technically and financially difficult to define
aminimum level of statutory benefits.

The Dutch, German and Israeli experience of attempting to define statutory benefits, in part
based on cost-effectiveness criteria, suggests that governments find it easier to remove whole
areas of care from coverage — notably, dental care and pharmaceuticals — than to eliminate
individual services. In addition to concerns about equity of access to certain types of care, this
approach may also be politically difficult to implement; public opposition forced the German
government to re-introduce statutory coverage of dental care in 1998.

Supplementary private coverage may be less problematic than substitutive or complementary
coverage, because it covers the same services offered by statutory insurance or better
amenitiesin hospital. However, it does give riseto concern if it provides faster accessand if it
distorts public resource alocation. Asthe Irish evidence presented above shows, the
availability of supplementary private coverage can create perverse incentives for insurers and
providers, leading to inequalities of access. If private insurance isto play a supplementary
role without affecting access to health care for people covered by statutory insurance,
boundaries between public and private provision need to be clearly defined.

2.8 Conclusions

Private health insurance requires careful regulation to address inefficiencies arising from
asymmetrical information and to ensure access and consumer protection. Understanding the
relationship between private insurance and the statutory system is central to the development
of an appropriate regulatory framework. As a means of funding health care, private insurance
tends to be regressive and can create financial barriers to access. Unless there are clear
boundaries between public and private provision, private insurance may lower equity in the
health system as awhole. Private insurersin Europe currently lack sufficient incentivesto
operate efficiently, which has implications for cost containment. However, effortsto
encourage a more efficient use of resources may be unpopular if they result in restricted
choice for consumers.

2.9 Policy considerations

o Regulation of private health insurance to ensure access and consumer protection, within
the scope of itsrolein agiven country and what is permitted under EU law, including a
requirement that insurers provide clear, standardized information about prices, coverage
and policy conditions.

o Ensuring clear boundaries between public and private provision so that private
insurance does not distort public resource allocation, leading to inequalities of access.
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o Removing tax subsidies for private health insurance that work to the detriment of the
public sector.

3. Out-of-pocket payments

Individuals are required to contribute to the cost of health care at the point of use in most
European countries. Out-of-pocket payments can take three broad forms (see Table 3). This
synthesis focuses on direct forms of cost sharing (see Table 4). In many respects, the impact
of direct and informal payments are likely to be broadly similar to the impact of cost sharing,
although the effect on providers may differ.

Table 3. Types of out-of-pocket payment

Form Definition

Direct payments  payments for goods or services obtained from the private sector
in “pure private” transactions — for goods or services not covered
by any form of pre-payment or insurance

Cost sharing/user  require the individual covered to pay part of the cost of care

charges received

Informal unofficial payments for goods or services that should be fully

payments funded from pooled revenue; sometimes referred to as envelope
or under-the-table payments.

In Europe cost sharing is most commonly applied to pharmaceuticals and dental care, but also
to ambulatory and inpatient care in some countries (30). The type and level of cost sharing
applied varies considerably between countries.

Table 4. Direct forms of cost sharing

Form Definition

Co-payment the user pays afixed fee (flat rate) per item or service

Co-insurance the user pays a fixed proportion of the total cost, the insurer pays
the remainder

Deductible the user pays afixed quantity of the costs, the insurer the
remainder; deductibles can apply to specific cases or a period of
time

Cost sharing is often accompanied by mechanisms to protect individuals or households
finances (see Table 5).

Table5. Protection mechanisms

Type Examples
Explicit reduced rates
exemptions

discounts for pre-paid charges
annual caps on expenditure (out-of-pocket maximum)
tax subsidies on expenditure

Implicit complementary private health insurance
substitution of private for public prescriptions by doctors
substitution of generic for brand drugs by doctors and/or
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pharmacists

Differential charges applied to one type of good or service to encourage the use of another
type of good or service —for example, applying charges to brand drugs to encourage the
purchase or use of generic drugs — can be used to increase efficiency.

3.1 Arguments for and against cost sharing

There are two main reasons for introducing cost sharing. First, to reduce excessive use of
health services facilitated by health insurance, with aview to increasing efficiency and
containing overall expenditure on health care. Second, to raise revenue for the health system,
particularly in countries where public budgets are under pressure or funding health care
through other meansiis politically sensitive (31, 32). While this may lower equity in funding,
equity in the receipt of benefits would be preserved if the revenue raised were targeted at poor
people or otherwise used to reduce inequality in the system.

Neoclassical economists claim that the use of health services exceeds socialy beneficial
levels when health care costs are fully covered by insurance. Insurance reduces the marginal
cost to individuals of using health services by effectively lowering the price of these services
to zero. Consequently, insured individuals will make use of as much health care as they would
if the health care were free — the core issue of moral hazard (33, 4). Cost sharing restores the
price signal negated by insurance, thereby combating the social welfare loss arising from this
excess use. In economic terms, excess use does not refer exclusively to the use of services that
are either unnecessary or potentially harmful (32). Nevertheless, it is often argued that the
existence of a price signal will selectively discourage the use of health services that provide
little value to the individual and prevent the negative effects of consuming too much health
care. The case for cost sharing therefore rests on the assumption that it will enhance micro-
efficiency (more effective care) and macro-efficiency (contained costs) if it does not lower
health status or |ead to increased consumption of other health care resources. Cost sharing can
also be used to encourage more cost-effective patterns of use, by conveying price signalsto
individuals and providers (31).

However, the diverse nature of health care services and the existence of information
asymmetries in the market have led some economists to question both the appropriateness of
using the neoclassical model to measure welfare loss and the ability of cost sharing to achieve
efficiency gains (32, 34, 35). Arguments about inefficiency arising from excess use are based
on the assumption that individuals are well-informed about their own need for health care and
are able to distinguish between effective and ineffective treatment. Moreover, the neoclassical
model assumes that supply and demand are independently determined, but because providers
are usually better informed than patients, often acting as their agents, they have considerable
potential to influence the type and quantity of health services used (34). In practice, most
decisions about the use of health services are made by providers and are not based on
patients’ assessments of potential benefits (36). The neoclassical model also failsto take into
account the travel, time and psychological costs that individuals may incur when using health
services (31).
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3.2 Findings about cost sharing

This section summarizes evidence of the impact of cost sharing in North America and western
Europe. Evidence from North Americais based on two reviews of general cost sharing,
predominantly in the United States (37, 38), and a more recent review of the literature on
pharmaceutical cost sharing in OECD countries (mainly studies from the United States and
Canada) (39). European evidence is based on recent reviews of general and pharmaceutical
cost sharing in western Europe (40, 41). The volume of research focusing on cost sharing in
western Europe islow compared to research on cost sharing in North America. Although
quality, in terms of methodological rigour, is more important than quantity, most European
studies are observational in design, rather than randomized controlled trials or natural
experiments, and do not employ sufficient controls, which lowers the strength of their
evidence.

Equity in funding health care

Out-of-pocket payments tend to be aregressive means of funding health carein all countries
(13). However, they are less regressive in countries where people with low incomes are
covered by comprehensive statutory health insurance and are exempt from cost sharing on the
grounds of income, age or health status.

Access to health care

Thereis strong evidence to show that cost sharing leads to significant reductionsin the use of
health care in North America and western Europe (37, 38, 39, 40, 41). Research aso shows
variation in the distribution of reduced use across the population, suggesting that people with
low incomes are more responsive to price than others.

The experimental American studies of non-elderly populations found that while cost sharing
reduced use of health servicesin all income groups, it was a much greater deterrent to seeking
care among people with low incomes (42, 43, 37). Lexchin and Grootendorst’s review of
pharmaceutical cost sharing found that non-poor and non-elderly people were least sensitive
to price, older people with low incomes were more sensitive to price and, in al the studies
reviewed, prescription charges for non-elderly people with low incomes resulted in
considerable decreasesin use (39). However, one of the studies found that people in the
lowest third of the income distribution used the fewest antibiotics, regardless of whether they
were subject to cost sharing or not, which suggests that access to prescription drugs may also
be restricted by non-financial barriers (44).

Western European studies of the impact of cost sharing also support the finding that people
with low incomes are most sensitive to price (45, 46, 47, 48, 49).

Efficiency

One of the main arguments for cost sharing isthat it can increase efficiency by reducing
“unnecessary” use of health services and encouraging cheaper or more cost-effective health
care. Theoretically, if cost sharing only reduces the use of unnecessary health care, then it will
not have any impact on health status. However, evidence shows that cost sharing is non-
discriminatory in its effect. The RAND study found that increased cost sharing had the same
impact on the use of effective and ineffective or medically inappropriate health care,
including the consumption of prescription drugs (44, 50). And other North American studies
support thisfinding (37, 38, 39). Western European evidence concerning the ability of
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prescription charges to reduce unnecessary use only isinconclusive, perhaps because studies
are unabl e to distinguish between user and provider responses to cost sharing (41).

There have been few attempts to measure how cost sharing affects health status. One
exception isthe RAND study, which found that there were only small differences in adult and
child health status between those receiving “free” care and those subject to cost sharing,
although the study was not able to measure the long-term health effects of reductionsin use as
aresult of increased cost sharing (51, 52, 53). However, there were three areas in which those
with free care experienced better outcomes: diastolic blood pressure, corrected vision and the
risk of dying for those for whom the risk had been higher. Moreover, the study found that cost
sharing affected people with low incomes and those in poor health disproportionately. With
regard to prescription drugs, the RAND study found that people with higher levels of
education used more over-the-counter (OTC) drugs and spent alarger proportion of their drug
budget on OTC products, suggesting that poorer people may face financial and other barriers
to accessto OTC drugs and that prescription charges may therefore lead to a greater overall
negative effect on their health status (54).

Lexchin and Grootendorst’ s review found that the impact of prescription charges on use of
essential and discretionary drugs and other types of health care varied (39). While several
studies of older people did not find that prescription charges had any effect on the use of other
health services, a Canadian study found that increases in prescription charges resulted in a 9%
and 15% fall in the use of discretionary and essential drugs respectively, and that the fall in
the use of essential drugs led to a 117% increase in hospitalizations and doctor visitsand a
77% increase in emergency department visits (55). The study also found that relatively
modest increases in prescription charges targeted at welfare recipients resulted in larger
reductions in the use of drugs than that observed for older people, and similar increasesin the
rate of adverse events. Rubin and Mendelson found that cost sharing adversely affected the
health of unemployed and homeless people (38).

Western European studies have not attempted to measure the impact of cost sharing on health
status, although a number of observational studies provide weak evidence suggesting that cost
sharing deters the use of preventive health care, particularly among individuals in higher risk
groups (56, 57, 58, 59, 60). With regard to acute care, a study of the effect of the introduction
of a charge for accident and emergency servicesin Finland found that the charge decreased
visit rates by approximately 27% for older children and 18% for younger children, and that
the decrease in visit rates was also pronounced in less painful conditions (61, 62). However,
the authors concluded that the charge would not have serious long-term consequences for
health status, given the magnitude and diagnosis-specificity of the reduction in demand.

Differential charges

Some countries use differential charges — sometimes referred to astiered charges or selective
cost sharing — to encourage a more rational use of prescription drugs. In western Europe they
tend to be applied on the basis of a drug’ s therapeutic importance and/or severity of disease
rather than on the basis of estimates of cost-effectiveness. Although there is no evidence of
the impact of thistype of differential charge on micro-efficiency, it islikely to be low.

Differential charges are also used to encourage users and providers to substitute generic for
branded drugs. These are widely applied in North America, but not in western Europe (63).
However, evidence from North America suggests that the introduction of these differential
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charges might increase micro-efficiency. American studies assessing the impact of charges
applied exclusively to branded prescription drugs found that they led to a decrease in the use
of branded drugs and an increase in the use of generic drugs (64, 65, 66). Another recent
study found that differential charges were also associated with a significant shift from non-
preferred to preferred branded drugs (67).

Cost containment

When considering cost sharing’ s potential to contain costsit isimportant to distinguish
between its application to primary or ambulatory care and to health services that require
referral or prescription. Overall, however, cost sharing is unlikely to contain health care costs
in the long term because spending on health care is primarily driven by supply-side factors.

Several factors limit the potential for cost sharing to reduce or contain expenditure, so that its
overall effect is difficult to estimate. The American studies reviewed by Rice and Morrison
did not show that cost sharing reduced health care costs in the long term, particularly where
insurers and providers already had strong incentives to contain costs and reduce the provision
of unnecessary health care (37). Western European studies show that cost sharing is unlikely
to reduce health care expenditure in the long term. In Sweden, for example, significant
increases in prescription chargesin 1997 were found to have had a one-off effect on
expenditure in 1998; since then expenditure has continued to grow at the same pace as prior to
the increase (68). Another study found that the I celandic statutory health insurance scheme
did not experience a substantial decrease in reimbursement costs after increasesin
prescription charges came into effect (69). An analysis undertaken in aregion of Italy found
that the introduction of cost sharing was associated with a reduction in pharmaceutical
expenditure, but that the impact declined over time (70).

Cost sharing may fail to curb expenditure if reduced use of health services leadsto the
development of conditions that are more expensive to treat or if increased charges encourage
inappropriate patterns of use. For example, the review by Lexchin and Grootendorst found
that while prescription charges reduced the use of drugs, savingsin drug costs were heavily
outweighed by additional expenditure in other parts of the health system, such as doctor visits,
inpatient care, emergency departments, nursing homes and mental health services—that is,
not only was there no net gain in savings due to cost sharing, cost sharing may actually have
increased spending on health care overall (39). Evidence from France suggests that those
without adequate health insurance coverage are more likely to make regular use of hospital
emergency departments for routine care (71).

The potential for cost sharing to curb expenditure may also be limited by providers
sensitivity to the financial incentives facing their patients. In several western European
countries, providers have responded to pharmaceutical cost sharing by increasing the size of
prescriptions (41). However, European studies provide conflicting evidence about the way in
which providers respond to cost sharing. While one study found that increases in prescription
charges had a significant impact on GPs' prescription patterns (72), others found that there
was no effect on prescription (45, 73), except to patients known to have low incomes (74).

Where cost sharing affects providers' incomes, they may respond by increasing their
prescription of treatments to patients subject to lower levels of cost sharing or free care.
Evidence from the United States found that providers responded to cost sharing-induced
reductions in use by inducing greater use among non-cost sharing patients (75).
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Levels of revenue

Evidence from the United Kingdom suggests that the revenue-raising potential of prescription
chargesis negligible, at least where extensive protection mechanisms arein place. It has been
estimated that a 10% increase in the United Kingdom prescription charge would raise the
revenue generated from 4.8% of NHS total expenditure on drugsin 1997 to 5.1% (76).
However, prescription charges only account for a small proportion of total expenditure on
health care in the United Kingdom, which may not be the case in other countries. The NHS
also exempts alarge proportion of the population from prescription charges. Nevertheless, the
additional transaction costs associated with the collection of prescription charges and the
implementation of protection mechanisms are likely to reduce the net amount of revenue
raised (31). In the Netherlands the costs associated with implementing a new cost-sharing
policy in 1997 were considered too high and it was abandoned in 1999 (74). Fraud may also
limit the extent to which cost sharing policies contain costs or raise revenue.

3.3 Discussion and current debates

As a consequence of persisting debate about the advantages and disadvantages of cost
sharing, the introduction of charges for health care in western Europe has often been
accompanied by opposition from politicians, health care professionals, other interest groups
and the public (30). In spite of at times widespread political opposition, however,
governments across western Europe have increasingly applied cost sharing policiesin the
health sector, particularly to pharmaceuticals. This reflects a wider attempt to contain public
expenditure on health care that began in the late 1980s and continued throughout the 1990s
(77). Pharmaceutical cost sharing has not been subject to as much political opposition as that
in other areas, perhaps due to the fact that users of more expensive drugs — for example, those
for chronic illnesses — are often exempt from charges. For similar reasons the market for OTC
drugs has not stimulated significant political debate.

Policy-makers also face uncertainty as to what type of charge to use and how best to introduce
mechanisms intended to protect more vulnerable groups of people from the financial burden
imposed by cost sharing. Different types of charge can have different equity and efficiency
implications. Marginal cost pricing (co-insurance) provides users with greater incentives to
curb their use of health services. Any form of cost sharing that requires the user to pay first
and be reimbursed at alater date may disadvantage people with low incomes. This effect is
compounded when people are unable to afford complementary private health insurance.
Deductibles may be more detrimental to equity than flat-rate fees or co-insurance because
poorer people may not be able to afford the initial financial outlay required. At the same time,
co-insurance involves a greater degree of financial risk, as the cost of the treatment, and
therefore the amount the user is required to pay, may not be known in advance. However, the
monetary amounts involved may be relatively small for prescription drugs, at least for non-
heavy users. In some cases, flat-rate fees per prescription actually exceed the cost of the drugs
prescribed. Where thisis the case, providers may aready resort to alternative means of
protecting users, such as the substitution of private prescriptions for NHS prescriptions by
GPsin the United Kingdom.

Evidence suggests that protection mechanisms should focus on people with low incomes and
those in poor health. Exemption policies should be based on a clearly defined notion of need
and consistently applied. The Swedish practice of imposing a prescription drug deductible on
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all except those with diabetes provides an example of a poorly-designed exemption policy that
exacerbates rather than allays concerns about equity (78). Means-tested exemptions may
reduce the regressivity of cost sharing. However, where exemptions essentially protect non-
employed people, the burden of paying for health care will be borne by the working
population, which probably already contributes significantly to health care.

The French government recently took action to protect the incomes of poorer people. The
universal health coverage (CMU) benefits people on low incomes in two ways. First, sinceits
introduction, the price of complementary private health insurance premiumsin Franceis, in
theory, no longer a barrier to access, except for people with incomes just above the threshold
(see above). Second, CMU requires insurers to provide benefits in kind rather than cash. Asa
result, these low-income individuals are effectively exempt from making certain co-payments.
Surveys revea that the requirement to provide benefits in kind has increased equity in the
French health system (12). That the introduction of CMU has increased access to outpatient
careisreflected in the average outpatient per capita expenditure of CMU beneficiaries (€695)
compared to people of the same age and sex insured in the main health insurance scheme
(€538) (79). This suggests that the health status of CMU beneficiariesis low relative to others.
Unfortunately, there is also evidence to suggest that not everyone who should have benefited
from CMU has done so, particularly those who have not had access to information about the
scheme.

Further debates about cost sharing concern its use as a demand-side mechanism to contain
costs. It isdifficult to estimate the full economic impact of cost sharing. Even though it
appears to reduce the use of health care, there islittle evidence to suggest that it is capable of
stabilizing expenditure in the medium to long term or leading to sustained reductionsin
expenditure growth rates. Thisis partly due to implicit and explicit protection mechanisms
employed by doctors and other health care professionals, but may also be due to changesin
patterns of use in response to cost sharing — for example, the substitution of other health care
goods and services — and changes in health status arising from inadequate access to care.

Many economists argue that supply-side mechanisms are much more effective in containing
costs, largely because most health care costs are driven by supply factors and the health care
market is subject to asymmetrical information. However, the political feasibility of imposing
supply-side controls and influencing doctors behaviour may explain why so many European
governments continue to apply cost sharing to types of health care that are predominantly
dependent on prescription or referral by licensed providers.

Finally, the implementation and monitoring of cost sharing policies and protection
mechanisms require significant managerial and administrative capacity, both in terms of
technical skills and financial resources.

3.4 Conclusions

Cost sharing iswidely used in western European health systems to moderate demand and/or
raise revenue. However, the theoretical case for cost sharing is weak, particularly when
applied to health services requiring referral or prescription. In practice it shifts costs to
individuals and reduces the use of both appropriate and inappropriate health care, which has
negative implications for equity and efficiency. Because cost sharing creates financial barriers
to access, it should be accompanied by mechanismsto protect heavy users of health care and
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people in lower income groups. Exemption systems require administrative capacity and may
generate significant transaction costs. Extensive exemptions combined with transaction costs
limit the potential of cost sharing to raise revenue. There islittle evidence to show that cost
sharing is an effective means of containing costs. Rather, cost sharing may encourage
inefficient patterns of health care use. However, some forms of cost sharing —for example,
differential charges for pharmaceutical products — can be used to direct people away from the
use of health carethat is not cost-effective.

3.5 Policy considerations

o Exemption systems should be designed from a clearly-defined notion of need and
applied consistently.

o Differential charges can be used to encourage more cost-effective usage.

o Efforts to contain costs should focus on health care supply rather than demand.
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Annex | Glossary

Adver se selection: a situation in which individuals are able to purchase insurance at rates
which are below actuarially fair rates, because information known to them is not available to
insurers (see information asymmetry); the opposite of risk selection.

Community-rated premiums: premiums that are priced on the basis of the average expenditure
incurred by a“community” (afirm or a geographically-defined area).

Complementary private health insurance: provides coverage for services excluded or not fully
covered by statutory health insurance.

Compulsory private health insurance: private health insurance that must be purchased by the
whole population (defined as residents or citizens).

Cost containment: measures taken to reduce expenditure or the rate of growth of expenditure
or the unit cost of services.

Cost sharing: aprovision of most health funding systems that requires the individual whois
covered to pay part of the cost of health care received.

Coverage: asituation in which individuals health care costs are financed by athird party such
as the government or asickness fund or a private health insurer; coverage can be partial or
comprehensive.

Differential charges. charges that are applied at different rates for different goods and
services, or to some goods and services but not others, in order to encourage or discourage the
use of particular goods or services.

Dominant private health insurance: where private health insurance purchased on a voluntary
basisis the main method of funding health care for the working population, for example in the
United States.

Elasticity: elasticity of demand is a measurement of the change in demand for agood or
service caused by a change in the price of that good or service (own-price elasticity), a change
in the price of another good or service (cross-price elasticity), or a change in the income of the
person demanding the good or service (income elasticity).

Information asymmetry: a difference in information between two parties; the neo-classical
economic model assumes that buyers and sellers in a transaction have “perfect” or equal
information, but in some markets information is often highly unequal and the resulting
exchange may therefore result in an inefficient allocation of resources (market failure).

Lifetime cover: asituation in which individuals are covered for life, rather than on an annual
basis.

Means-testing: a process in which individuals' eligibility for a particular benefit or exemption
from charges is determined by their level of income.
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Moral hazard: where services are not paid for directly by individuals, but by athird party,
individuals may take risks or act in away that increases their demand for health services and
providers may over-supply health services.

Open enrolment: aregulatory requirement that prevents health insurers from rejecting
applications for coverage.

Opting out: asituation in which individuals are allowed to choose between statutory and
private health insurance coverage; if they choose the latter, they are exempt from contributing
to the former.

Pooling: a process in which resources for health care are combined and transferred to
purchasing organizations; pooling ensures that the risks of funding health care of
undetermined need are borne by the entire pool and not by each contributor individually; it
implies three redistributive functions: from the rich to the poor, from the healthy to the sick
and from the productive to the unproductive stage of the life cycle.

Pre-existing conditions: medical problems already diagnosed or under treatment before an
individual purchases private health insurance, that the insurer may not cover.

Preferred provider networks: arestricted list of providersto which all those covered by a
particular insurer have access; if they use other providers, they may incur additional charges.

Product differentiation: a situation in which insurers offer consumers arange of insurance
products and benefit packages.

Progressive distribution: a distribution in which the rich pay alarger proportion of their
income than the poor.

Regressive distribution: a distribution in which the poor pay alarger proportion of their
income than the rich.

Risk-rated premiums: premiums that are priced according to an individual’srisk of ill health.
Risk selection: a process whereby an insurer tries to attract people with alower-than-average
expected risk of ill health and deter those with a higher-than-average expected risk in order to

increase profits; the process can be explicit or covert.

Selective contracting: a situation in which purchasers are allowed to select the providers they
intend to contract, rather than having to contract all providers.

Selective cost sharing: see differential charges.

Satutory health insurance: compulsory health insurance operated by statutory bodies or
bodies carrying out a statutory function.

Satutory user charges. see cost sharing.
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Substitutive private health insurance: provides coverage that would otherwise be available
from the state; it is purchased by those who have opted out of statutory health insurance or
are excluded from participating in some or all aspects of statutory health insurance.

Supplementary private health insurance: usually covers the same range of services as
statutory health insurance, which iswhy it is often referred to as “double coverage”; often
provides increased choice of provider and faster access to health services.

Tax subsidy: an exemption from tax liability on a given amount of income used to purchase
particular goods or services such as private health insurance; the value to the individual or
corporation concerned isin retaining the income that would otherwise have been paid in taxes
on such an amount.

Tiered charges: see differential charges.

Transaction costs: the costs incurred in the process of negotiating between buyer (third party
payer/purchaser) and seller (provider).

User charges: generic term for official payments made by individuals at the point of use; in
this synthesis report it is used interchangeably with cost sharing.

Vertical integration: compulsory or voluntary health insurance or third-party funding in which
both the insurance and provision of health care is supplied by the same organization.
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