Working Paper No: 4/2006 November 2006 LSE Health

ISE Health

Sarah Thomson and Elias Mossialos

Regulating private health insurance in the
European Union: the implications of single
market legislation and competition policy

LSE

THE LONDON SCHOOL
oF ECONOMICS anD
POLITICAL SCIENCE ®



Regulating private health insurance in the European Union: the implications of

single mar ket legislation and competition policy

Sarah Thomson and Elias M ossialos

Working Paper No. 4/2006

First published in November 2006 by:

LSE Health

The London School of Economics and Political Sagenc
Houghton Street

London WC2A 2AE

© 2006 Sarah Thomson and Elias Mossialos

All rights reserved. No part of this paper may éprinted or reproduced or utilised in
any form or by any electronic, mechanical or otlrerans, now known or hereafter
invented, including photocopying and recording,imrany information storage or

retrieve system, without permission in writing frohe publishers.

British Library Cataloguing in Publication Data
A catalogue record for this publication is avaitabiom the British Library
I SBN [07530 1974 4]



Abstract

This paper examines the implications of the simgégket in insurance for regulation
of private health insurance in the European Uniboonsiders areas of uncertainty in
interpreting the third non-life insurance directiparticularly with regard to when and
how governments may regulate private health insigraand questions the Directive’s
capacity to promote consumer and social protegtidmealth insurance markets. The
Directive reflects the regulatory norms of the 141@80s and early 1990s, when
boundaries between ‘social security’ and ‘normabresmic activity’ were still
relatively well defined in most member states. Todhese boundaries are
increasingly blurred, and as governments look twape health insurance to ease
pressure on public budgets, uncertainty abouttbpesof the Directive and concerns
about its restrictions on material regulation #ely to grow.
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1. Introduction

The European Union (EU) has traditionally considenealth and health systems to
be subject to the subsidiarity principle, a viewnfioned by successive European
treaties. In practice, however, there are a nurobéealth-related areas in which EU
policies directly or indirectly provide a framewdidr national legislation or override
national competence all together. Obvious caseslvevpublic health activities such
as epidemiological surveillance, control of comnoabie diseases and rules about
labelling of tobacco products. In other areas thiéuénce of EU law, although
significant and growing, has been less visible; égample, the free movement of
people in search of treatment abroad and the freetto provide health services,
including insurance, across national borders (Madgsiand McKee 2002).

In 1992 the European Commission (hereafter refeteedas ‘the Commission’)
established a regulatory framework intended to eo&aompetition and consumer
choice in markets for all types of non-life insuranincluding, for the first time,
markets for health insurance. To facilitate the fnr@ovement of health and other non-
life insurance services throughout the single Eeampmarket, the introduction of the
third non-life insurance directive removed barriégosentry and outlawed various
forms of government intervention. For example, goweents can no longer impose
price and product controls in private health inegeamarkets, except where these
form a ‘partial or complete alternative’ to statytohealth insurance (European
Communities 1992).

This paper examines the implications of the simgégket in insurance for regulation
of private health insurance in the European Unlordoing so it considers areas of
uncertainty in interpreting the third non-life imance directive (referred to here as
‘the Directive’), particularly with regard to wheand how governments may regulate
private health insurance. As in other spheres ofléglislation, interpretation largely
rests on the jurisprudence of the European Courdustice (ECJ), so clarity may
come at a high cost and after considerable delénge paper also questions the
Directive’s capacity to promote consumer and soprakection in health insurance

markets. In many ways the Directive reflects thgulatory norms of the late 1980s



and early 1990s, a time when boundaries betweetialsgecurity’ and ‘normal

economic activity’ were still relatively well defal in most member states (White
1999). Today these boundaries are increasinglyrdadyrand as governments in old
and new member states look to private health imoerdo ease pressure on public
budgets, uncertainty about the scope of the Directind concerns about its

restrictions on regulation are likely to grow.

Our study is based, where possible, on discusdi®&Cad rulings and cases in which
the Commission has considered national regulatigamieate health insurance to have
infringed the Directive or contravened other forofsEU legislation. Where actual
examples are lacking, our analysis is, inevitabtgre speculative. In the following
section we summarise the main changes brought dlyotle Directive and its initial
impact on regulation of private health insurancéhm European Union. A subsequent
section examines the issue of uncertainty as tonwdmed how governments can
intervene in private health insurance markets (iBatwhere health insurance is
voluntary and paid for privately by individuals @odtheir employers). The paper

concludes with a discussion of key points.

2. The introduction of the third non-life insurance directive and regulation of

private health insurancein the European Union

Markets for health insurance suffer from ineffiaes triggered by the nature of
health risks, asymmetrical information between iassj consumers and regulators
and the absence of perfect competition (Barr 1988)a result, voluntary (private)
insurance rarely achieves an adequate quantityualitg of population coverage, a
failure starkly illustrated in the United Stated)exre one in three adults under the age
of 65 has no health insurance, sporadic cover wvercthat exposes them to high out
of pocket health care costs (Schetmal 2005).

For efficiency and equity reasons governments wetee in markets for health
insurance in several ways. Many choose to orgasis¢utory (public) health

insurance, typically combining compulsory risk pogl on a national or regional



scale with rules concerning levels of pre-paymémbugh taxation or earmarked
‘contributions’, the range of services to be codeamd the provision of benefits in
kind (Rice 2001). Some allow health insurance terafe on a private basis subject to
regulation intended to protect consumers and ingemcess. Less direct intervention
may involve subsidising the price of private cowverfavouring particular insurers —

for example, by giving tax breaks to non-profitiges.

The majority of EU member states provide universalnear universal public
coverage for health as part of a wider system adi&d protection’. Private insurance
offering ‘supplementary’ cover (see Table 1) acdsuior less than 5% of total
expenditure on health (Organisation for EconomicoPeration and Development
2003). In some member states, however, privateranse also contributes to social
protection, providing cover that substitutes forcomplements statutory insurance.
Without this ‘substitutive’ and ‘complementary’ pate cover, which may be
purchased by large proportions of the populatioth @sually accounts for 10-20% of
total health expenditure, people would not be sidfitly protected from financial

risks associated with ill health.

Historically, the extent to which EU governmentgukated private health insurance
was determined by the role of private cover in hiealth system, aspects of market
structure (such as the number and type of insimesperation) and political ideology.
Two broad approaches prevailed: minimal financial ppudential regulation of
supplementary markets, focusing on solvency leaid, heavier material regulation
of substitutive markets, emphasising control ofcgsi and products. While both
approaches aimed to protect consumers from ingnselvency, material regulation
also endeavoured to ensure access to health caderWhe subsidiarity principle
governments were free to decide on the appropfiate of regulation required in a

given context.

! Financial or prudential regulation focuses on estscrutiny of an insurer’s financial returns on
business. Material or contract regulation involggsante scrutiny of an insurer’s policy conditi@msl
premium rates on the grounds that this elimindiegbtential for insolvency.



Tablel Theroleof private health insurance in EU health systems
Role Coverage and examples

Substitutive For people excluded from some or all aspects tditstey
cover (eg higher-income households in the Nethddaamior
to 2006) or allowed to choose between statutorypaivéite
cover (eg higher-income households in Germany)

Complementary  Services excluded (eg dental care, alternativeneat) or

only partially covered by the state (eg statutsgrcharges)

Supplementary Increased choice of provider and faster accessriices

Source: Mossialos and Thomson 2004

In the last thirty years the Commission has sudokgsemoved this freedom by
introducing a series of directives aimed at creptn single market in insurance
(European Communities 1973; European Communiti&8;18Buropean Communities
1992). The first and second generation of insuraticectives were limited to the
cover of ‘large risks’ of a commercial nature calesed small enough, in relation to
the size or status of their policy holders, natetguire special protection (for example,
aviation or marine insurance and re-insurance) kieand Rodger 1997; Mabbett
2000). ‘Mass risks’ involving individuals and smallisinesses were excluded on the
grounds that they required special protection b&edheir policy holders would not
normally have the ability to judge all the comptees of the obligation they
undertook in an insurance contract (Nemeth 2004 third generation of insurance
directives extended the application of single miaft&gislation to all types of risks,

including mass risks such as health insurance.

The third non-life insurance directive gives ingar&ull freedom to provide services
throughout the European Union, with or without arfwh presence, through the
introduction of a single system for the authormatand financial supervision of an
insurance undertaking by the member state in whkiehundertaking has its head
office (‘home country control’); the mutual recotian of systems of authorisation
and financial supervision; and the harmonisationmefimum solvency standards
(European Communities 1992). ECJ case law conftimas insurance activities fall

under the scope of the Directive when they areezhwut by insurance undertakings



at their own risk, following insurance techniquesid on the basis of contractual
relationships governed by private law (European rCofi Justice 1991; European
Court of Justice 2000; Hatzopoulos 2002).

To protect the freedoms outlined above and preweamtiers to competition, the
Directive brought about three key changes for peiviaealth insurance. First, by
requiring governments to abolish existing prodund @rice controls, the Directive
accords primacy to the financial approach to raguiarendering the material model
redundant and, in some cases, illegal. Secone&gitires governments to liberalise
markets for private health insurance, opening tbeeompetition at national and EU
levels. Third, it prevents governments from dison@ting among insurers on the

basis of legal status.

Material control in the form of national rules rétgug the prior approval or
systematic notification of policy conditions, premm rates, proposed increases in
premium rates and printed documents insurers usthaim dealings with policy
holders are no longer permitted (articles 29 and S@ch rules played an important
regulatory function in several countries, notablgrice, Germany and Italy. However,
most member states amended existing laws or passgdaws to comply with the
Directive. Legislative changes generally involvad tntroduction of tighter solvency
controls, although some also resulted in the loogear outright abolition of price
and product controls. France proved to be the exzem this respect, contravening
the Directive by continuing to insist that insurerstify the supervisory authority
when they launched a new product. The ECJ rulethsigéne French government in
May 2000 (European Commission 2000; European Giulistice 2000).

Although the Directive prevents governments frommaducing regulatory measures
that go beyond solvency requirements, member stesetain limited residual

powers to protect policy holders. For examplehd home supervisory authority fails
to prevent an insurer from infringing the host doys domestic law, the host
supervisory authority may take action, but onlyaaast resort (Merkin and Rodger
1997). More importantly, the host supervisory attliomay impose specific

measures, in the form of restrictions on insuraceetracts, in the interest of the

‘general good’, if contracts covering health riskerve as a partial or complete



alternative to health cover provided by the statusocial security system’ (article
54.1). Where this is the case, the government eguine private insurers to ‘comply
with the specific legal provisions adopted by tiregmber state to protect the general
good in that class of insurance’ (article 54.1)r(pean Communities 1992).

Article 54.2 and recitals to the Directive listettypes of legal provisions that may be
introduced if private cover provides a partial @amplete alternative to statutory
cover: open enrolment, community rating, lifetineeer, policies standardised in line
with the cover provided by the statutory healthunasice scheme at a premium rate at
or below a prescribed maximum, participation irk gjualisation schemes (referred
to as ‘loss compensation schemes’) and the oparafiprivate health insurance on a
technical basis similar to life insurance. Measusd®n to protect the general good
must be shown to be necessary and proportiondlisoaim; not unduly restrict the
right of establishment or the freedom to providevises; and apply in an identical

manner to all insurers operating within a membatest

Governments in Germany and the Netherlands haved asicle 54.1 to justify
intervention in their substitutive markets, whergkrselection by private insurers
prevents some older people and people with chrdimesses from buying an
adequate and affordable level of private cover @wad995; Rupprechdt al 2000).
Regulatory measures in both countries (prior to62@0the Netherlands) include the
provision of lifetime cover, the introduction of lpmes with mandatory pooling,
standardised minimum benefits, guaranteed pricdstlaa establishment of direct or
indirect cross subsidies from those with privatethose with statutory coverage.
German private insurers are subject to further leggun concerning the way in which
they fund substitutive cover (on a similar basidif@insurance) and the provision of
information to potential and existing policy holdeiThe Irish market is also tightly
regulated; insurers must offer open enrolment waimmunity rating and the Minister
of Health has the power to trigger a risk equabsatscheme if this is deemed

necessary by an independent regulatory body.

In contrast, regulation of most markets for comm@atary and supplementary cover
tends to focus on ex post scrutiny of financiaumes on business to ensure that

insurers remain solvent. Insurers are permittedreject applications for cover,



exclude cover of or charge higher premiums for vialials with pre-existing
conditions, rate premiums according to risk, previdon-standardised benefit
packages and offer annual contracts, while benafé@sisually provided in cash rather
than in kind.

3. Implicationsfor government intervention in health insurance markets

At first sight the Directive appears to give gowvesnts significant scope for
regulating private health insurance under the geérgwod principle, which broadly
refers to any legislation aimed at protecting comsxs. On closer examination,
however, interpretation of the principle is showrbe problematic in two areas: first,
the issue of what is meant by complete or partiedrzative to statutory health

insurance; and second, what types of interventiemacessary and proportional.

These problems arise because there is no agre&dtidef of the general good,;
interpretation relies on ECJ case law. Followingnptaints about the absence of a
definition, the Commission tried to clarify whendahow the general good might be
invoked in the insurance sector, but its interpeetommunication failed to provide
new information (European Commission 2000). Calisf@irther clarification persist
on the grounds that the lack of a definition cred¢gal uncertainty, while the process
of testing questionable use of the general goodutiir the courts is prohibitively
lengthy and expensive (Mossialos and Thomson 2004) discuss interpretation of
the general good in relation to when and how gawemts can intervene in markets

for private health insurance.

When can gover nmentsintervene?

Uncertainty about when the general good can bekendo justify material regulation
arises from the need to distinguish between prihai@th insurance that serves as a
partial or complete alternative to statutory heafigurance, as set out in article 54.1,
and private cover that does not fall into such tegary. Circumstantial factors
suggest that the distinction hinges on whetherabrpnivate health insurance plays a

substitutive role. For example, article 54 was iitegeduring negotiations prior to the
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drafting of the Directive at the instigation of th®erman, Dutch and Irish
governments (Association Internationale de la Mit#ial999). As a result of
lobbying from member states with substitutive m#kehe regulatory measures
outlined in article 54.2 are an exact match of ¢hakeady in place in Germany, the
Netherlands (prior to 2006) and lIreland, and so tla stringent regulatory
frameworks applied to private insurers in theseedghcountries have not been

challenged by the Commission.

Recent policy developments in the Netherlands duetther light on this crucial
distinction. Since the late 1990s successive gowents have put forward proposals
to replace the existing dual system of statutomsyecdor lower earners and voluntary
private cover for higher earners with a single,varsal system of health insurance.
Uncertainty about how to interpret article 54 paded a previous government to
propose a public rather than private system (Ma&662), but the current
government introduced a private system in 2006. ddrithte new system health
insurance is operated by private insurers and gedeby private law. Regulatory
measures include open enrolment, lifetime covemmanity-rated premiums set by
insurers, a package of minimum benefits in kindcash defined by the government
and a risk equalisation scheme (Hamilton 2003; 8drgiof Health Welfare and Sport
2005).

Before the private system came into force, concabwut relying on article 54 to
justify such extensive regulation prompted the Duktinister of Health to request
clarification from the (then) Commissioner for threernal Market Frits Bolkestein
(Hoogervorst 2003). In his response, Bolkesteiresdhat the private system cannot
be excluded from the scope of the Directive asiribarers involved are carrying out
‘an insurance activity’. However, the regulatory aseres can be justified under
article 54 because the system, though private,titotes a complete alternative to
statutory health insurance and the regulationsh(a@me caveats; see below) ‘appear
necessary to ensure legitimate objectives pursugdthe Dutch government’
(Bolkestein 2003: 2). The Commission has recentypfiemed this position in
response to written questions put forward by Memldrthe European Parliament
(McCreevy 2005; McCreevy 2006).

11



Bolkestein goes on to point out that it would n& proportionate to apply the
proposed regulatory measures ‘to any complemeriteeyrance cover offered by
private insurers which goes beyond the basic s®dalrity package of cover laid
down by the legislation’ (Bolkestein 2003: 3). Haster strongly suggests that ‘partial
or complete alternative’ can be understood in teahshe benefits provided by a
particular insurance scheme. Substitutive privagalth insurance constitutes an
alternative to statutory cover because it replatasitory benefits for those who are
excluded from some aspects of the statutory sy@tegher earners in the Netherlands
and Ireland) or those who are allowed to chooswitsty or private cover (higher

earners in Germany). Whether the substitutive cogera partial or complete

alternative depends, presumably, on whether thefibent provides are ‘partial’

(cover of mainly outpatient care in Ireland) or ngolete’ (cover of outpatient and
inpatient care in Germany and the Netherlands).ve€mely, complementary and
supplementary cover cannot be construed as altessatio statutory cover because
they offer benefits in addition to those offered ttne statutory system. Therefore
private health insurance is only eligible for matkeregulation if it covers benefits

offered by statutory health insurance.

But ‘partial alternative’ could be interpreted ither ways. For example, the logic
behind allowing governments to intervene in substie markets is implicitly based
on the assumption that purely financial regulatdmprivate insurers’ solvency levels
will suffice for the purposes of consumer protectiut will not be enough to ensure
access to health care when private cover fulfé®aal protection function. If this is
the case, what are the implications for regulabdmon-substitutive private health

insurance that also fulfils this function?

Where the statutory benefits package (the basi@lssecurity package of cover
mentioned by Bolkestein) is relatively narrow obj@get to extensive co-payments, it
could be argued that individuals do not have fulbtgction from financial risks
associated with ill health unless they purchase ptementary private health
insurance covering excluded (and effective) sesvimad / or statutory user charges.
In such cases complementary cover provides a deaxjreecial protection, thereby
justifying material regulation to prevent privatesurers from selecting risks, but rules

to ensure affordable access to private cover nughtravene the Directive.
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Markets for complementary cover are likely to depeland expand in future,
particularly in the context of constraints on pablfunding. Policy makers
increasingly put forward the idea of offering aidetl and more restricted package of
statutory benefits (perhaps based on proven ctettefeness), usually on the
understanding that the statutory package can beleomented by voluntary take-up
of private insurance covering less effective and-oost-effective services. In
practice, however, efforts to set priorities andaswge cost-effectiveness tend to be
limited by technical, financial and political codsrations, making it easier for
governments to exclude whole areas of service, asg@rimary care, outpatient drugs
or dental care, than single interventions of lowtesffectiveness (Ham and Robert
2003). This means that complementary insurancen aftewers a range of necessary

and cost-effective services.

Governments in some countries have resorted todating or raising user charges to
supplement public resources, again under the agsumihat complementary cover
will bridge the funding gap. In France the propamtiof the population covered by
private health insurance reimbursing statutory searges grew from 33% in 1960 to
86% in 2000 and accounts for about 13% of totakeriure on health (Sandiet al
2004). Complementary cover of statutory user clsang@oduced in Slovenia in 1993
now covers around 70% of the population and aceofartover 11% of total health
expenditure (Albrehtet al 2002). Recognising that this type of private cover
contributes significantly to social protection, theench government has paid for
complementary cover for people with low incomessi2000, raising the proportion
of the population covered to over 90%, while thevBhian government enacted
legislation in 2005 to require private insurer®ftfier open enrolment and community-

rated policies accompanied by a risk equalisatabrese (see below).

The lack of a definitive interpretation of part@l complete alternative creates further
uncertainty when we consider what happens if aquéar market for health insurance
changes from playing a substitutive to a compleargntole. In Ireland, for example,
private health insurance developed at a time whditleament to publicly-funded
inpatient and outpatient care was restricted to-itftm@me households. A significant

proportion of the population could only access thesgérvices by paying out of pocket
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or buying private cover, which is why, when thesltirimarket was liberalised in 1994,
private insurers were subject to quite stringegulation (see below). However, the
level of public benefits has gradually increasedhst low-income households and all
those aged 70 and over have free access to al tfpeare, while non-elderly higher-
income households have access to services thptedeminantly publicly-funded but
subject to co-payments up to a maximum of €550/par (McDaid and Wiley 2006).
In 2006 the government further increased the nundbepeople eligible for free
primary care (Department of Health and Children&00he regulatory framework
originally justified under article 54.1 could nove lmuestioned on the grounds of
whether or not private health insurance in Irelatill constitutes a partial or complete
alternative to statutory health insurance. In otlerds, it is debatable whether the
Irish market for private health insurance contindesplay a significant role in

providing social protection.

Material regulation that hinges on Bolkestein’stidition between ‘basic’ and

complementary or supplementary cover may also lebl@matic if the latter is

offered by the same insurers responsible for piogictatutory health insurance.
Insurers could take advantage of the absence afategn governing access to private
cover to exploit consumers through the practice cohditional sale (that is,

terminating a voluntary contract if an individuabwes to a rival insurer for statutory
cover). Although conditional sale poses a barr@rcompetition and is likely to

infringe competition rules, it has been problematithe Netherlands (Mossialos and
Thomson 2004).

How can governmentsintervene?

The second area of uncertainty concerns the typdstervention that might be
considered necessary and proportional. Article %@ recitals to the Directive list
the legal provisions governments can introduce @/peivate cover provides a partial
or complete alternative to statutory cover. Howeites not clear if the list should be
understood as being exhaustive, in which case tadlignterventions would
contravene the Directive; and again, there is ttablpm of interpreting partial or
complete alternative. In this section we discussruentions that have been disputed

or may be contentious.
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Financial transfers

Risk equalisation schemes are a direct form ofnwetgion typically involving
financial transfers from insurers with low risksitsurers with high risks. They are
intended to ensure access and fair competitiorotweiing incentives for insurers to
select risks in markets with open enrolment andmamity-rated premiums (van de
Ven and van Vliet 1992; Puig-Junoy 1999), but tleistence has been challenged in

the Netherlands, Ireland and Slovenia.

Bolkestein’s letter raised concerns that the Dugcvernment’s risk equalisation
scheme, part-financed from public funds, might caargne EU rules about state aid
(Bolkestein 2003: 3), but the Commission has noth@ised the transfer of public
funds as, in its opinion, the aid does not unduistadt competition (European
Commission 2005; McCreevy 2005). Neverthelessfdhethat a regulatory measure
specifically mentioned in the Directive as pernbssiunder article 54.1 could be seen
to be contentious, even when it has been agreé¢dndd@utch system is a ‘complete
alternative’, reinforces the potential for confusi®espite further assurances from the
European Commissioner for Competition (Reerink d&wkenberg 2005), Dutch
analysts and politicians continue to question tbgality of the risk equalisation
scheme, noting that the ECJ will have the final gaywhether or not the scheme is
both necessary and proportionate (den Exter 20@seMand Liotard 2005).

Risk equalisation in Ireland has been the subjéch complaint to the European
Commission (even though it does not involve pullinds) on the grounds that
financial transfers between private insurers waddstitute a form of state aid to the
largest private insurer in the market. Prior tcetddisation in 1994 private health
insurance in Ireland was mainly provided by Vhi Hezare, a quasi-public body
under the jurisdiction of the Department of HeaBly. 1994 Vhi Healthcare covered
about 37% of the population (Department of Healttd &Children 1999). After

liberalisation the Irish government relied on detiG4 to maintain the existing

regulatory framework which required insurers toeofépen enrolment, community-
rated premiums, minimum benefits and lifetime covidre government also passed
new legislation allowing it to establish a risk atisation scheme to be activated by
the government at the request of the independealthHesurance Authority (HIA) if

it became evident that private insurers were comg@dhrough risk selection rather
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than on the basis of administrative efficiency goality (Department of Health and
Children 1999).

BUPA Ireland (a branch of the UK insurer BUPA), tlaeger of the two private
insurers currently operating in the Irish marketdded a complaint with the
Commission in 1998, arguing that the risk equalbsascheme was a form of state aid
that distorted competition and discouraged costtatoment in the health sector
(BUPA Ireland 2003). In response, the Irish goveenmargued that the Directive
allowed member states to exercise reasonable tistreith respect to the general
good and that the scheme had particular regardtherneed for proportionality
(Department of Health and Children 2001). Five gdater the Commission issued a
decision stating that financial transfers made urtde scheme would not constitute
state aid for two reasons. First, the scheme wiagjitimately compensate insurers for
obligations they faced in carrying out a servicegeheral economic interest; and
second, this compensation is limited to what isessary and proportionate to ensure
stability in a community-rated market for privateealth insurance (European
Commission 2003). The decision also noted that sbieeme would not distort
competition, penalise efficiency or create pervensentives that might lead to cost
inflation, nor was it likely to deter insurers froemtering the market as new entrants
can exclude themselves from the scheme for a p@fag to three years. Even if
financial transfers were to be considered a forratafe aid, the Commission pointed

out that this aid would not, by itself, amount teialation of the Directive.

The Commission’s decision is as noteworthy for whabstains from commenting on
as for what it confirms. It explicitly states thatassessed the risk equalisation
scheme’s compatibility with state aid rules ‘witlhqurejudice to the analysis of its
compatibility with other relevant EU rules, and particular with [the Directive]’,

emphasising that it was made independently of amgideration as to whether the
Irish market could be regarded as a partial or detepalternative to cover provided

by the statutory system (European Commission 28D3:

BUPA Ireland subsequently challenged the Commissioaluctance to consider
whether the scheme infringed the Directive. Askimg ECJ to suspend the decision,

it accused the Commission of misapplying the pukkevice compensation test,
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wrongly identifying open enrolment, community ratinminimum benefits and
lifetime cover as public service obligations whdreyt actually represent rules
generally applied to all insurers offering privdwealth insurance (European Court of
Justice 2003). It also accused the Commission ibhdato consider whether these
obligations imposed a financial burden on Vhi Heedire and whether the risk
eqgualisation scheme would affect the developmenrtaofe contrary to the interests of
the Community, and of failing to initiate a formalestigation procedure, given the
complexity of the arguments and the economic amahgsjuired. The Dutch and Irish
governments and Vhi Healthcare have joined thel legeceedings in defence of the
Commission and the issue has yet to be resolvedetember 2005 the Irish Minister
of Health, acting on advice from the HIA, announted intention to introduce risk
equalisation from January 2006. BUPA Ireland and®BUnsurance are challenging
the legality of the scheme under Irish and Europaan(The Irish Times 2006).

The Irish proceedings will be of interest in Slognwhere two out of the three
insurance companies operating in the private headtlrance market have challenged
new legislation establishing a risk equalisationesoe. The largest insurer Vzajemna
(a mutual association,) argued that the scheme dvdalour the two other
(commercial) insurers and encourage risk selectwim)e the larger commercial
insurer Adriatic argued that the scheme would distompetition (Adriatic 2005;
Vzajemna 2005; Milenkovic 2006). Although the Sloia High Court ruled in the
government’s favour in November 2005 (Toplak 20G&jther legal challenges at
national and EU level are possible, given that giavhealth insurance in Slovenia

plays an unarguably complementary role.

Other forms of financial transfer include direct iodirect cross-subsidies. In the
Netherlands there has been some discussion almiggality of two cross-subsidies
that applied prior to 2006: one from privately- pablicly-insured individuals,
designed to compensate the statutory health inseratheme for covering a
disproportionate number of older people (the MO@HEesne); and another from the
privately insured under 65 years of age to covercthsts of standardised benefits and
fixed prices for privately-insured individuals ov&% years old or in poor health (the
WTZ scheme). In 2000 an independent advisory badygssted that these cross-

subsidies contravened the Directive (Raad voor disgezondheid en Zorg 2000),
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but other analysts have argued that if the MOOZrdmutions were regarded as a
form of earmarked tax on private health insuranicey would fall under the fiscal
competence of the Dutch government and would thezdfe beyond the scope of the
Directive (Palm 2002).

Benefits

Governments can regulate the benefits offered Ibyater insurers by specifying a
minimum level or standard package of benefits ara fequiring benefits to be
provided in kind rather than in cash. The firstemention aims to facilitate price
competition, while both aim to lower financial bars and ensure access to a given

range of health services.

Minimum or standard benefits

The Commission expected the single market in imm@do stimulate competition
among insurers, precipitating efficiency gains a&ndging consumers the benefits of
wider choice and lower prices (European Commissi®a8). A preamble to the
Directive states that it is in policyholders’ irgst that they should have access to ‘the
widest possible range of insurance products availabthe Community so that [they]

can choose that which is best suited to [theirfse@European Communities 1992).

In theory, product differentiation benefits consusney providing policies tailored to

meet particular needs and benefits insurers byvallp them to distinguish between
high and low risk individuals. In practice, it mag detrimental to consumers in two
ways. First, it gives insurers greater opportundyselect risks, leading to access
problems for high risks. Second, making consuméose from a wide range of
highly differentiated products severely restricempetition, which only operates

effectively where consumers find it easy to malkerimed comparisons about price

and quality.

To encourage competition based on price and quéidther than risk selection),
regulators can require insurers to offer a standpagkage of benefits, use
standardised terms when marketing products, infpotential and existing policy
holders of all the price and product options opethem and provide consumers with

access to centralised sources of comparable infmmaHowever, the Directive
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specifically outlaws product and price controls eptcwhere private health insurance
constitutes a partial or complete alternative w@tugory cover, and even in these
circumstances control is limited to offering bete&tandardised in line with statutory
benefits; that is, the primary aim is to ensure tha privately insured have access to
the same services as the publicly insured rathean th facilitate price competition.
For example, governments in Germany and the Nethasl have required private
insurers to offer older policy holders benefitstthmatch statutory benefits (Mossialos
and Thomson 2004).

In the absence of product regulation, liberalisatad health insurance markets in
some member states has been accompanied by esilg of product differentiation,
with evidence suggesting that consumers may beusedf by the proliferation of
products on offer (Mossialos and Thomson 2004). Esample, an official
investigation into information problems in the metrkfor supplementary private
health insurance in the United Kingdom found tmatéased product complexity did
not benefit consumers; rather, consumers sometuaesmore than they should and
often purchased inappropriate policies (Office afrHrading 1998). An OECD study
noted that as the diversity of schemes in the UKketarose, consumers faced
increasing difficulty in comparing premiums and gwots, a concern echoed by
consumer bodies in other member states (Organisébio Economic Co-operation

and Development 2001).

Perhaps due to limited price competition and pevatsurers’ limited ability to
control costs, prices appear to have gone up rétherdown in many member states.
Research based on data from several member skates shat, during the 1990s, the
compound annual growth rate of private health iasce premiums rose much faster
than the average annual growth rate of total spgndn health care (Mossialos and
Thomson 2004).

Benefits in kind

The provision of benefits in kind enhances socraltgrtion by removing financial
barriers to accessing health care. Bolkestein'serlesuggests that the Dutch
government’s proposed requirement for insurersrioifesubstitutive private health

insurance to provide a basic package of benefitkima could infringe the free
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movement of services by creating barriers for nareb insurers entering the market
and might need to be assessed for proportionatdyreecessity (Bolkestein 2003: 3).
This raises concerns not only for the new Dutchtesys but for statutory and

substitutive private health insurance in other menstates.

Differential treatment of insurers

Under the Directive governments can no longer arilte market structure (by
restricting the provision of private health insuwrarno a single approved insurer or to
statutory health insurance funds) or discriminajairast particular types of insurer.
For example, recitals to the Directive outlaw regioin preventing non-specialist or
composite insurers from providing health insurantten the German government
transposed the Directive it had to abolish its rekeluding non-specialist insurers
from entering the private health insurance market,used its social law to prohibit
employers’ from contributing to policies offered bgmposite insurers, leading the

Commission to refer Germany to the ECJ (Europeaurt@d Justice 2001).

National laws often distinguish between non-pradibd for-profit institutions,
sometimes resulting in preferential treatment of-poofit institutions, notably mutual
associations, which have a long history of involeaiin statutory and private health
insurance in many member states, traditionally aipey in different areas of the
market from commercial insurers (Palm 2002). Thecs status accorded to mutual
associations has given rise to difficulties under Directive. For example, French
mutual associations operate under a special ‘Ceda Mutualité’, which means they
are subject to less rigorous rules on financial anadential accountability than
commercial insurers or provident associations (P200R2). Following a ruling by the
ECJ the French government was forced to adopt ssewvcode tightening the
solvency requirements for mutual associations amgimg national law in line with
the Directive (European Court of Justice 1999; Basm Commission 2000).

Tax incentives in France, Belgium and Luxembourgofa mutual or provident
associations over commercial insurers. The Frenobhemmment contravened the
Directive by exempting mutual and provident asdemis from paying insurance
premium tax (Mossialos and Thomson 2004). In 1993 Erench Federation of

Insurance Companies lodged two complaints agaestFtench government for this
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discriminatory tax policy. Their complaints were eetally upheld by the
Commission in November 2001 and the French govemhmvas asked to abolish the
tax exemptions in question. The Commission noteat thhile it recognised the
specific role of mutual associations in providimgwsces of general economic interest,
it considered that the tax advantages granted ém ttvere disproportionate to the
burden they bore in undertaking such services, hwbidy represented a small share
of their activities (Palm 2002). However, the Corssmn allowed the government to
continue to make selective corporate tax provisifmmsnon-profit organisations, as
this was considered to be a normal part of theafisystem. In Luxembourg the
existence of a ‘gentleman’s agreement’ between ahassociations and commercial
insurers has prevented the latter from complairabhgut preferential tax treatment
(Mossialos and Thomson 2004). The agreement restshe understanding that
mutual associations will not encroach on commermalrers’ dominance of the

market for pensions and other types of insurance.

Some argue in favour of treating mutual associatidifferently on the grounds that
they provide better access to health services Bec#tiey offer open enrolment,
lifetime cover and community-rated premiums, whereammercial insurers restrict
access by rejecting applications, excluding theecaf pre-existing conditions and
risk rating premiums (Rocard 1999; Palm 2002). Inmarket where mutual

associations and commercial insurers operate sidade the latter may be able to
undermine the former by attracting low risks witdwer premiums, leaving mutual
associations to cover high risks. However, while thstinction between non-profit
and for-profit insurers is important in so far asiasurer’s profit status determines its
motivation and influences its conduct, in practizere is considerable variation in the
way in which mutual associations behave; in somebeg states their conduct may
be indistinguishable from the conduct of commermalrers. As it is not possible to
make assumptions about an insurer’'s conduct omadbkes of its legal status it would
be more appropriate to discriminate on the basisoofluct, favouring insurers who
offer greater access to health services or, whppeogriate, penalising those who

restrict access.

21



4. Discussion and conclusions

The EU regulatory framework established by the &ive places limits on national
competence in the area of private health insurahcelies on financial regulation to
protect consumers, prohibiting material regulasoich as price and product controls
except where private cover constitutes a completpadtial alternative to statutory
health insurance and so long as any interventiorecgssary, proportionate and non-

discriminatory.

There is no agreement as to what is meant by partieomplete alternative and the
absence of a definition or guidance from the Corsiois has led to uncertainty and
confusion among policy makers, regulators and ersuiWhere the Commission has
had opportunity to clarify this aspect of the Dtree it has often sidestepped the
issue, relying instead on rules about serviceseokgal economic interest to authorise
(Ireland) or prohibit (France) government intervent A key exception is

Bolkestein’s letter, in which he argues that agtis#.1 ought not to be used to justify

material regulation of complementary private heaiurance.

Bolkestein’s definition of complementary cover $atlo recognise that this type of
private health insurance increasingly contributesacial protection for those who

purchase it, operating in an unofficial partnershiph statutory health insurance

where it offers reimbursement of statutory userrgés and / or provides access to
effective health services excluded from the stayubenefits package. In particular,

complementary cover of statutory user charges temde purchased by a relatively
high proportion of the population, making it regi@e in financing health care

(because it is not restricted to richer groups) argiting inequalities in access to
health care (Wagstaét al 1999).

If, as we have argued, the logic underlying artiel is to permit material regulation
where private health insurance fulfils a socialtpcton function, then in either case
obliging complementary insurers to offer open emeit and community rating

would be necessary to ensure equitable accesslih lvare, while a risk equalisation

scheme might be needed to lower incentives to tseieks and to encourage
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competition based on price and quality. The Iriskpegience highlights the

complexity of the issues at stake and the difficaiused by legal uncertainty.

In markets where private health insurance doesowtribute to social protection the
Directive assumes that financial regulation willdwgficient to protect consumers, but
we have argued that solvency rules alone may nadeguate if health insurance
products are highly differentiated. Information msgetry exacerbated by product
differentiation appears to be a growing problemrmarkets across the European Union
and the Commission has not yet put in place meshanifor monitoring anti-

competitive behaviour by insurers.

Communications from the Commission have raised toabout the compatibility of
certain regulatory measures with competition rufes; example, the provision of
benefits in kind. More attention should be paidtids issue, which could have

significant implications for statutory as well asvate health insurance.

The Directive reflects the regulatory norms oftitee. When it was introduced in
1992 the Commission may have been convinced thabuid provide ample scope
for governments to protect consumers where necessat would not jeopardise
statutory arrangements. Article 54 would protectrkets contributing to social
protection, while in markets regarded as suppleargnthe benefits of de-regulation
(increased choice and competition resulting in lopreces) would outweigh concerns

about consumer protection.

These assumptions are more problematic now, paettause there is no evidence to
suggest that the expected benefits of competitewvehas yet, materialised. Private
health insurance premiums in many member states hagn rather than fallen in
recent years, often faster than inflation in thalthesector as a whole, while insurers’
expansion across national borders has been limgedross-border mergers and
acquisitions rather than genuinely new entrantsthe market (Mossialos and
Thomson 2004). The assumptions are also problerdagcto increased blurring of
the boundaries between normal economic activity sowlal security; the latter is no
longer the exclusive preserve of statutory ingong or public finance, a development

likely to bring new challenges for policy makers.
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