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FOREWORD
The Advisory Group to the Minister for Health and Children on the Risk Equalisation
Scheme presented its report to the Minister on 8 April.1998.
That report contained material in its appendices which it has been decided not to
publish for two reasons:
(i)

the Legal Opinion is privileged information to the Minister for Health and
Children; and

(ii)

the Actuarial Opinion includes information which is confidential to VHI.

The reader will note that explanatory notes are inserted where material has been
withheld from publication.
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1.1

Establishment of Advisory Group
A statement issued on 25 June 1997 on behalf of the Minister for Health
announced the formation' of the Advisory Group to the Minister for Health on
the Risk Equalisation Scheme with the following terms of reference:

to consider the existing risk equalisation scheme;
to seek submissions from interested parties on the scheme; and
to make recommendations to the Minister, in the light of its
consideration of the submissions received, on the improvements
(if any) which he/she may consider making in furtherance of
stated objectives of risk equalisation (which includestability of
community rating and facilitating competition).

1.2

Approach to the terms of reference
More detailed terms of reference were issued to the Advisory Group, and these
are reproduced in Appendix 2. The Advisory Group's terms of reference
entailed consideration of major issues of public policy in several fields,
including the provision of private health insurance, healthcare, competition
and cost control. The approach the Advisory Group adopted to the terms of
reference is set out in detail in Chapter 2.

1.'3

Method of work
At the Advisory Group's first meeting, it was decided to invite written
submissions from interested organisations and individuals. Advertisements
were placed in the national newspapers on 16 September 1997. The Advisory
Group also wrote to a large number of organisations, including health
insurance companies, health boards, hospitals, voluntary agencies,
professional bodies, and other bodies with an interest in private health
insurance and healthcare. A closing date <of 31 October 1997 was set for
receipt of submissions. This was subsequently extended to 28 November
1997. While the majority of submissions were received by that date, the
Advisory Group continued to receive submissions until March 1998.
A total of sixteen written submissions and three oral submissions were
received. A full list of submissions is contained in Appendix 4. All who
made written submissions were offered the opportunity to expand orally on
their submissions, and most availed of this.
In addition to these discussions, the Advisory Group also carried out a wide
review of relevant publications and studies. A full list of these is set out in
Appendices 7 and 8,
The Advisory Group's work entailed consideration of complex actuarial
issues, and required detailed actuarial calculations. 1PT Actuarial Services
Limited were appointed as actuarial advisers to the Advisory Group to assist
with the work in this area.
Page 1
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The Advisory Group's work also involved consideration of complex legal
issues, and Matheson Ormsby Prentice, Solicitors, were appointed as legal
advisers to the Advisory Group to assist with the work in this area.
The Advisory Group held 43 formal meetings between August 1997 and April
1998 in the preparation of the report, and in addition held 18 meetings with
organisations and individuals who made submissions.

1.4

Acknowledgements
We are grateful to the many organisations and individuals who helped us in
our work by making submissions, engaging in formal or informal discussion,
We hope that our report
supplying information and offering advice.
adequately reflects their assistance.
In particular, we wish to acknowledge the co-operation and assistance of the
Assistant Secretary of the Department of Health and Children, Mr. Dermot
Smyth and his officials, who responded most efficiently to our requests for
information, and of VHI and BUPA, both of which made a considerable
amount of data available to us.
We also thank Claire O'Connor, who most efficiently acted as Secretary to the
Advisory Group.
We also thank IPT Actuarial Services Limited, our actuarial advisers, and
Matheson Ormsby Prentice, our legal advisers, for their considerable
assistance.
Our terms of reference required us to examine a very wide range of complex
issues relating to private health insurance and healthcare, and to consider the
views of many groups and individuals. We have drawn heavily on existing
work in these complex areas, and are happy to acknowledge this. In
particular1 the report 'Private Health Insurance', published in February 1997
by the Industry Commission of the Commonwealth of Australia, proved
invaluable. There are a very large number of similarities between the
operation of private health insurance in Australia and in Ireland. There is
much to be learned, therefore, from Australia's experience. We highly
commend the Australian report to those who wish to investigate this important
area further.
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CHAPTER 2: TERMS: OF REFERENCE
2.1

Description of terms of reference
The Advisory Group's terms of reference are set out in Appendix 2.
The first three Paragraphs of the terms of reference provide background
information. They are not referenced by the actual terms of reference set out
in Paragraph 5, and are not, therefore, considered further in the description of
how the Advisory Group interpreted the terms of reference.
The actual terms of reference are set out in Paragraph 5. These terms of
reference require that any recommendations made should be in furtherance of
the objectives set out in Paragraph 4.
Paragraph 5 sets out the terms of reference. These are:
(i)

to consider the existing risk equalisation scheme;

(it)

to seek submissions from interested parties on the scheme; and

(iii)

to make recommendations to the Minister, in the light of its
consideration of the submissions received, on the improvements (if
any) which he/she may consider making to the scheme in the
furtherance of the objectives set out in Paragraph 4 of the terms of
reference.

Paragraph 5 also requires that the Advisory Group should consider in its
deliberations:
(i)

the need for the Risk Equalisation Scheme to be clearly and effectively
consistent with meaningful competition, commerciality, and
innovation;

(ii)

risk equalisation schemes that operate in other community rated health
insurance systems, the features of such mechanisms, those
characteristics that are successful and those that are not in achieving
the key objective of stability, while facilitating competition and
innovation;

(iii)

the extent of benefit that should be subject to risk equalisation in order
to achieve stability, considering the requirement to be proportionate in
the protection of the general good.

Paragraph 4 states that the objectives which the Risk Equalisation Scheme
seeks to achieve are:
(a)

to preserve the stability of community rating in a competitive
environment;

(b)

subject to (a), to facilitate competition in the Irish health insurance
market;

(c)

to satisfy the general good principles underlying the 3rd EU Non-Life
Directive;
Page 3
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to be selffinancing; and

(e)

to meet, as far as possible, the following criteria:
(i)

Equalisation of Risk Profiles
The scheme should provide a stable environment for community
rating/open enrolment, through eliminating incentives for
health insurers to select preferred risks, by ensuring that each
health insurer bears the cost of a risk profile equivalent to the
risk profile of all insured lives;

(it)

Equity
The scheme should be perceived to be equitable between health
insurers and should not result in any health insurer having to
share profits which it has made as a result of its own
efficiencies and cost controls;

(iU)

Cost Containment
The scheme should not contain any inherent disincentives for
health insurers to seek to maximise efficiency and to control
costs;

(iv)

Non-Equalisation of Benefit Levels
The scheme should not equalise different levels of benefit paid
by different health insurance plans;

(v)

Practicality
The scheme should be understandable and practical to operate;

(vi)

Predictability
The scheme should produce results whlch are as predictable as
possible, in order to allow health insurers to cost their policies
appropriately.

Approach to terms of reference
The Advisory Group had to determine what the terms of reference required of
it. In particular, the interaction of Paragraphs 4 and 5 had to be considered.
On the one hand, the ~erms could be construed very narrowly as requiring the
Advisory Group to confine itself to considering the necessity of, and the
methodology and mathematics of, risk equalisation. On the other hand, the
requirement to have regard to a wide range of issues (such as the stability of
community rating, the facilitation of competition and cost containment) in
making its recommendations could be construed as requiring the Advisory
Group to take a broad interpretation of the terms of reference.
The Advisory Group decided that, if a narrow interpretation of its terms of
reference was what was required, the terms could easily have been constructed
to be unambiguously consistent with such a requirement. Such terms of
reference would have concentrated on the methodology and mathematics of
risk equalisation and on how to ensure that each health insurer bears the cost
of a risk profile equivalent to the risk profile of all insured lives. Such terms
of reference would not have involved consideration of the wide range of issues

," ~

a:

,:,:-:>:.~

-.s';~~i·4~i
.,,".~'

(d)

.i;~
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set out in Paragraph 4, nor would they have included the significant references
to the need for the Risk Equalisation Scheme to be clearly and effectively
consistent with meaningful competition, commerciality, and innovation set out
in Paragraph 5.
The Advisory Group consequently decided that the
construction of its tenus of reference· required that it should take a broad
interpretation of them.
One issue faced by the Advisory Group is that risk equalisation is only one
factor, and often not the most important factor, impacting on the objectives
listed in Paragraph 4. Risk equalisation does not exist in isolation from
community rating, and it is often necessary to consider community rating in its
widest context to give meaningful consideration to a particular topic. Where it
deemed it necessary, the Advisory Group also considered the objectives listed
in Paragraph 4 in a wide context. In particular, detailed consideration was
given to. how best to preserve the stability of community rating in a
competitive environment, and how best to make community rating and risk
equalisation clearly and effectively consistent with meaningful competition,
commerciality, and innovation.
A further issue faced by the Advisory Group is that the criteria listed in
Paragraph 4 are not always in harmony, and, indeed, are often in conflict. For
example, there is frequent conflict between 'ensuring that each health insurer
bears the cost of a risk profile equivalent to the risk profile of all insured lives'
and 'ensuring that the scheme should not result in any health insurer having to
share profits which it has made as a result of its own efficiencies and cost
controls '. In making recommendations, it was necessary for the Advisory
Group to decide which objective or objectives should take precedence.
The Advisory Group was asked to consider 'risk equalisation schemes that
operate in other community rated health insurance systems. the features of
such mechanisms. those characteristics that are successful and those that are
not in achieving the key objective of stability, while facilitating competition
and innovation '. The Advisory Group considers that studies carried out
recently in Australia are particularly relevant in this regard. The report
'Private Health Insurance' by the Industry Commission of the
Commonwealth of Australia considers many issues which are also relevant to
Ireland, and the Advisory Group has drawn heavily on this document in its
deliberations.
The resulting approach which the Advisory Group took to its work is set out in
section 4.8.

Page 5
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CHAPTER 3:' CQN~I..USIONS:'Af\Jll RECOMMENDATIONS
This Chapter sets out the main conclusions and recommendations of the
Advisory Group.

Chapter 5: Community rating
The Advisory Group su ports the concept of private health insurance in
respec 0 essentla healthcare (w ich is assumed to equate to the maximum
level of benefits subject to risk equalisation under the 1996 Regulations, as
updated from time to time) being available to all members of the community.
It therefore agrees that private health insurance to such a level be available
only
on the basis of community rated Rremiums.,
'
,
The Advisory Group is strongly opposed to any system under which premiums
'will increase In real terms over a golicyholder's lifetim~, assuming tliat
medical inflation equals general price inflation. Tjle Advisory Group
tllerefore considers that Yearly Rating is not appropriate for private health
msurance.
It the current'structure of private health insurance - Single RateCommunitt
Rating - did not already exist, the Advisory Group would not recommend it~
introduction, because of the potential instability which arises from the need to
ensure a contiiiUing flow of new young ~ers. !L would, instead,
recommenCltneFITiITl-ed-:CiTefime Community Rating system. However, an...
irriinediate move to a funded system is not feasibkbeC'ause of the very
substantial costs involved.
These costs reflect the unfunded liability
represented by the. expectation of current health insurance policyholders that
their future healthcare needs will be met in return for the current level of
Single Rate Community Rated premiums. The current estimate of this
unfunded liability is £3.3 billion.
Th~

Advisory Group considers that the current system of community rating.
opterated in Ireland - Single Rate Community Rating - is unduly unstab~. It
niCowrnends that it be reQlactJ by Unfunded Lifetime Community Rating.
Under this system, for a given level of insurance cover, premiums rise with,
age at entry. All policyholders who entered insurance at the same age pay the
same premium. For example, in a given year, an 80 year old and a 30 year
old, who both entered insurance at age 25, would both pay the same premium.

:I~
!

I,

:iill

I:
I,

I::ji

Medical inflation poses a major threat to the stability of private health
insurance, and the need to restrain it is imperative.
The Advisory Group recommends that, because of its inherent-instability,
compulsorily community rating should not be extended further. In additior:, it
_reCOmmends that the current requirement to comgulsorily communit):. rate
ancrtiary health insurance covers (such as GP cover, dental, prescribed opti,@l
appriances, physlOtheraQ.Y. cniropractic, hearing aids and speech therapy)
sl1ciUld be removed.

-----

Page 6

Report of the Advisory Group on the Risk Equalisation Scheme

Chapter 6: Risk equalisation
T~e

Advisory Group concludes, based on its own deliberations and on the
basis of the arguments maae and evidence presented to it, that risk
equalisation is essential to underpin community rating.
C

The Advisory Group agrees, therefore, that a Risk Equalisation Scheme is a
necessary feature of the private health insurance market. It has arrived at this
conclusion because of:
•

the very high public policy priority given to preserving the stability of
community rating; and

•

the fact that the facilitation of competition is to "be subject to the
preservation of the stability of community rating.

The 1996, Regulations use a retrospective method of risk equalisation, and the
Advisory Group agrees that this is the most practical method of operation.
The Advisory Grou also agrees that, as well as equalising the effects of age
and gender, the Risk Equalisation Scheme s ould equalise claims intensity
within age anlgender cells. Tne view of the Advisory Group is that the
fo~ula used in the 1996 Regulations is not sufficiently accurate and contains
i~rent disincentives to competition. The Advisory Group recommends that
claims rates and insurers' own claims costs, based on D_RG data,J?e used as
thebasis ofjjsk equalisation.
-The Advisory Group recommends that the Regulations be amended so that the
minimum level of payment in respect of hospital charges, in the case of
policies primarily designed to cover the cost of private hospital care, is set at a
level equivalent currently to 80% of the appropriate average daily hospital
charge for semi-private care in private hospitals, excluding the two high-tech
hospitals.
The Advisory Group recommends that the maximum level of benefits to be
included in the risk equalisation calc.\llations be reviewed as a priority 'by the
Health Insurance Authority (HIA), ana be subject to annual review thereafter.
The Advisory Group agrees that only the maximum level of benefits as
currently defined, and as updated from time to time, should be subject to risk
equalisation.
The Advisory Group recommends that the terms for the commencement of
payments under the Risk Equalisation Scheme, as provided f9r in the current
Regulations, should be retained. However, while payments under the Scheme
should fall due from the date provided for in the Regulations, the calculation
of all such payments should be made on the basis of DRGs.

Chapter 7: Competition
The AdvisoEY-Group QonsidersJhaLp.tQ1Ilotin~c.Qn:u;~etition in p"'riva.!: health
insurance and in the provision of healthcare services must be seen as a vital
pu15ITc pohcy objective.
--~
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Th~ Advisory Group accepts that risk equalisation on its own is a barrier to
new entrants to the market.:.... However, it is required because it is necessary to
protect the stability of commuruty ratmg wliicnis the primary public policy
objective. It remains essential that the' arameters of the Risk Equalisation
Scheme are designed to minimise any disincentives to promoting compe ilion
arfdefficiency.
-.,

The Advisory Group strongly endorses the recommendation of the
CommissIOn on Health FunUing regarding-rh-e-mnvement-rowards-faH
econOmic costing. The rate
rivate beds must reflect the full economic
cost.'
s ou reflect t e cost of financing, the Casemix index, and a rate oC
depreciation for the associated facilities. The rate should be struck before
taking into account the"""Olscretion of the hospital manager in contracting for
varying volumes at varying prices.

for

The Advisory Group considers that some of the existing payment structures
between insurers and healthcare providers (mainly hospitals and consultants)
are unduly rigid, preventing the emergence of more efficient and competitive
practices such as volume discounts on fixed price procedures. The Advisory
Group recommends that the Minister for Enterprise, Trade and Employment
request the Competition Authority, under Section 8 C?f the Competition Act
(Amendment) 1996, to investigate and report on existing payment structures
and how they could be improved.
The Advisory Group recommends that the procurement o f_c.ons.ultants '
services and the managmg of private hosQital beds should be at the discretion
...
of the local hospital management.

-----

~;,::.rd:=-e=r~to=-=al::.:lo:..w.:..:.....:a::....:fr:...:;e~e,..;,m:::.::;a:.;rk.:.:e:...:.t....:t-::-o-;e;;v..:;:o~lv:-:e:!.,-=t::he~A..::d=-v;..;i.:;,.so=:-=ry:...::-G7'ro=up- recommends
that !he Dep-artment of Health and Children allows public hospitals to set the
price of those beds designated as 'private'.

----------------------

The Advisory GrouQ strongly recommends that VHI be set up as a normal
insurance company- and with a fully commercial maI1d.ate. This means, unless
VHI ceases to be in State ownership, that it should have reporting lines into
the Department of Public Enterprise, similar to any other commercial state
body, and should be charged with earning the same rate of return on capital as
a privately-owned insurance company. 'This is the only way it will succeed in
the marketplace, and the only way in which a marketplace conducive to
competition can be created.

Chapter 8: Regulation and structure of the market

I'

;'~r,

I:
I,:
.~.

!

":;I~

The Advisory Group recommends that the Health Insurance Authority (HIA)
should be set up immediately, and that its Chief Executive should De
~ppointed withOlitaefayancf6ei"iiposition by 1 Septe,:nber 1998. ,
..,
The Advisory Group recommends that th~ State'a r€sponsibility for ass~
tl}s: competence of consultants for appointment in public hospitals should be
e~tended to assessing the competence of any consultant to practice in theState. The State should also take responsibility for licensing provi~ of
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alternative medicine. Where an insurer procures a service outside the State,
the HIA should assess' the competence of the service provider.
'--------------~----~--------------~

The' ongoing prudential and financial supervision of private health insurers
should, like all other insurers, be monitored by the Department of Enterprise,
Trade and Employment.

Chapter 9: The private healthcare industry
In this Chapter, the Advisory Group reviews specific aspects of healthcare
management with a view to the development of a more· productive and
efficient industry.
The Adviso!), Group recommends that the use of DRGs should be the
cornerstone
for the development of a competitive health insurance market.
.
--..,
..

,

Clinical protocols have benefits for patients and healthcare managers. _They
allow .expertise to develop in particular areas, reduce errors, improve
outcomes, and once berichmarked, can be 'defensible medicine'. T11e
Advi"sory Group recommenclSfffilflnsurers aiIoplclinical- protocolsfor
procedu;es that are either high cost or hignvolume.
.
The Advisory Group recommends that QALY methodology should be adopted
across the pnvate healthcare industry, anOlllaf1Iie Department of Health a1!d
ChilOren initiates the necessillY. work on meas_uring_medical outcomes as a
matterofurgency before the introduction ofQAL Vs.
.
The Advisory Group recommends thaUnsurers and providers introduce fix.eJ!
price procedures as a means of encouraging cost containment and promoting
competition.
The Advisory Group welcomes the current Department of Health and Children
Casemix initiative. This initiative will need significant investment and
educational programmes if it is to become timely and relevant to the delivery
of cost effective healthcare.
There are co~t containment issues of significance affecting bothjns.ur.ers ~d
patients. However,
there is an agparent reluctance to conducLa_public debate
.
on healthcare, its standards and affordability, and the Advisory Group believes
thafinitiatives in these areas are overdue.
.."
~

.-The Advisory Group recommends the establishment of data standards to

facilitate high quality informatiori"""ind to 12rovide meaningful analyses of1he
entire healthcare system.
-,

Chapter 10: Cost containment
This Chapter highlights the need for a professional approach to cost control
across the whole spectrum of the health servIces, with particular emphasIs to
the private health area. A partnership approach is called for, in Which the
insurers, the co~tants and hospitals would combine to ensure that the endprice-to the cOI!§..Urners is always kept within affordable limits. Necessary
conditions of such a partnership approach are a 'cost mentalitY' on the part of

Page 9
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,

,'".\

all participants and the presence of effective cost measurement systems that
will produce information on which sound cost/pricing strategies can be
devised and agreed.
The view is expressed that continual resortinK_l~Qrice hikes, while the
escalation of costs remains unchecked, will ultimately lead to Qrivate health
insurance becoming unaff,?rdable.
"
<

In this context, the Advisory Group recommends that a formal system of
Activity Based Costing - scientifically devised and professionally managed be introduced as a matter of urgency. The Advisory Group also recommends
that the Department of Health and Children cam out research into the cost
drivers in the healthservicewith a view to improving control mechanisms. -

-----------

-

The Advisory Group recommends that the De"partment for Health and
Children take a lead role in introducing information technologu0>tems
throughout the private health industry. Modern management practices should
be \y'idely adopted in t!!e areas Of cost confroI:-productivity measurement and
innovative marketing man.agemenf The Advisory Group's view is that
competiTIon sfiOuld act as the most effective brake on cost escalation.
.

-

The Advisory Group recommends that a planned programme of public
information to reassure subscribers about the efficacy of the system should be
put":in place.
- ~
----",-..
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CHAPTER 4:' THE' PRlVA]E.HEAlTH' INStJRANCE

'ENvIR0NNfE~iF

'Our three-tier health service system is, no doubt, open to criticism on
a number of grounds. It comprises a medical card system and a
general medical service system, topped up by a voluntary health
insurance system. If in the past we had been a wealthier country we
might have arranged things differently. ... '
Dr. Garret FitzGerald, The Irish Times, 28 December 1996.

4.1

The Voluntary Health Insurance Act, 1957
The Voluntary Health Insurance Act, 1957 (the 1957 Act) established the
Voluntary Health Insurance Board (VHI) for the purpose of providing private
health insurance to the Irish population. Prior to 1 July, 1994, the provision of
private health insurance was subject to the terms of the 1957 Act, and required
other bodies engaged in ,the business of private health insurance to be licensed
to do so by the Minister for Health. In practice, the licensing requirement
under the 1957 Act allowed VHI to become the effective monopoly health
insurer in Ireland, as only health insurance schemes which were not in
competition with VHI were licensed by the Minister for Health. Only about
10 such schemes (mainly comprising undertakings where membership was
confined to people of a common vocational or occupational group and their
dependants - see Chapter 8) were so licensed. Some of these schemes provide
cover which supplements, rather than replaces, private health insurance. It is
estimated that, in total, these schemes provide cover for somewhat in excess of
100,000 people. This compares with a total of 1.4 million people covered by
health insurers.
A feature of all the major schemes, including VHI plans, was that they
operated on the basis of community rating, i.e. the same rate of premium was
charged for an equal level of cover, regardless of age, gender or health status.
It is unclear what motivated this approach, although it is likely that
administrative convenience was a significant influence.
Many of these schemes also operated on the basis of open enrolment, i.e.
anybody under 65 years of age (and his or her dependants) was eligible for
enrolment, regardless of health status.
These schemes also operated on the basis of the right to renew policies, which
means that, once enrolled, members enjoyed lifetime cover.
Whilst community rating, open enrolment and lifetime cover were not
statutory requirements under the 1957 Act, they became, in effect, established
features of health insurance schemes in Ireland.

4.2

Level of private health insurance
It is estimated that 40% of the population currently have private health

insurance cover. This contrasts with the position in many other countries as
illustrated below: -

Page 11

I
I
I
I
I
'0

I
I
I
I

I
I
I
I
I
I
I
I

'I
I
I

Report of the Advisory Group on the Risk Equalisation Scheme
.;.

t~..

"

Chart 4.1
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Source: Department of Health and Children submission

It is likely that, among other things, the access to cover provided by the
principles of community rating and lifetime cover has contributed significantly
to the high percentage uptake of private health insurance in Ireland. In
particular, in those countries where premiums rise with attained age, the result
is often a significant fall off in numbers insured in the older age groups.
The principle of community rating contrasts with that of risk rating, where a
policyholder's state of health and other factors which might affect claims
experience are taken into account in determining the premium to be paid. In
some cases, insurance cover may not be obtainable.

4.3

Role of private health insurance in healthcare funding
Private health insurance occupies an important role in Ireland's healthcare
system, with payments by health insurance companies of some £300 million
per annum accounting for about 10% of healthcare funding.
There are ambiguities inherent in the role of private health insurance, since it
is a voluntary system co-existing with universal coverage under the public
healthcare system. In practice, private health insurance:

I~,j

,1
I'

•

acts as an alternative to the public healthcare system (and thus
displaces the need for public funding of certain healthcare services
available under the public system);

•

provides speedier access to treatment and choice of medical
practitioners;

•

provides funding for services and facilities not available in the public
system; and
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•

4.4

provides· funding for additional facilities, such as higher quality
accommodation.

The EU Dimension . The Third Non-Life Insurance
Directive
VHI's effective monopoly of private health insurance in Ireland came to an
end with the requirement to give effect to the European Union Third Non-Life
Insurance Directive. Council Directive 92/49/EEC of 18 June 1992 on the coordination of laws, regulations and administrative provisions relating to direct
insurance other than life assurance and amending Directives 7312391EEC and
88/357/EEC, known as the Third Non-Life Insurance Directive, was required
to b~ implemented by all EU Member States by 1 July 1994.
The purpose of the Directive was to complete the internal market for non-life
insurance. It provides that any non-life insurance company which is
authorised to transact insurance business in an EU Member State must be
allowed to transact the same classes of business in any other Member State in
which it chooses to do so.

-~(~~j

The classes of insurance which are covered by the Directive include accident
and sickness business. Effectively, therefore, under the Directive, all
insurance companies which are authorised to transact these classes of business
in any EU Member State are automatically entitled to provide private health
insurance in Ireland.

.~

When the Third Non-Life Insurance Directive was being drafted by the
European Commission, representations were made by Ireland and other
Member States that, in the interests of the common good, the Directive should
allow Member States to require health insurers to sell policies which are
community rated and to require them to practice both open enrolment and
lifetime cover.
This is reflected in Article 54 of the Third Non-Life Insurance Directive,
which provides as follows:
'Notwithstanding anything to the contrary, a Member State in which
contracts covering the risks in class 2 of point A of the Annex to
Directive 73/239/EEC I may serve as a partial or complete alternative
to health cover provided by the statutory social security system may
require that those contracts comply with the specific legal provisions
adopted by that Member State to protect the general good in that class
of insurance. and that the general and special conditions of that
insurance be communicated to the competent authorities of that
Member State before use. '

i.e. sickness insurance (both indenmity and cash benefits) underwritten by a non-life insurance
undertaking
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Paragraph 24 of the recitals to the Directive elaborates on the 'specific legal
provisions " which may be adopted to protect the 'general good ':

'whereas these legal provisions may differ in nature according to the
conditions in each Member State; whereas these measures may
prOVide for open enrolment, rating on a uniform basis according to the
type of contract and lifetime cover; whereas that objective may also be
achieved by requiring undertakings offering private health cover taken
out on a voluntary basis to offer standard contracts in line with the
cover prOVided by the statutory social security schemes at a premium
rate at or below a prescribed maximum and to participate in loss
compensation schemes ... '

4.5

The Health Insurance Act, 1994 and the Health Insurance
Regulations, 1996
The Health Insurance Act, 1994 (the 1994 Act) was introduced to give effect
to the requirements of the European Union Third Non-Life Insurance
Directive. The Health Insurance Regulations, 1996 (the 1996 Regulations)
were implemented to underpin the principles of community rating, open
enrolment and lifetime cover.
Prior to the introduction of the 1994 Act and the 1996 Regulations, the
Department of Health, along with its actuarial and insurance advisers, engaged
in a comprehensive consultation process with interested parties.
The 1994 Act defined private health insurance in the following terms:

'a contract of insurance, or any other insurance arrangement, the sole
or principal purpose of which is to provide for the making of payments,
whether or not in conjunction with other payments, specifically for the
reimbursement or discharge in whole or in part of fees or charges in
respect of the provision of hospital in~patient services or ancillary
health services, but does not include a contract of insurance, or any
other insurance arrangement, the sole purpose of which is to prOVide
for the making of payments by undertakings in respect of sickness.
injury or disease of amounts calculated by reference only to the
duration of the sickness, injury or disease "
The 1994 Act enshrines in law the three key principles that have formed the
basis on which private health insurance has operated in Ireland. These are:

(i)

community rating;

(ii)

open enrolment; and

(iii)

lifetime cover

Community Rating

Section 7 of the 1994 Act requires that, under a health insurance contract for
any specific level of benefit, a health insurer must charge the same premium in
respect of all such contracts regardless of the age, gender, sexual orientation or
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current or prospective health status of the insured lives. The main exceptions
to the application of this principle under the Act are: (i)

the rate charged for children under 18 may not exceed 50% of the adult
rate for the same level of cover;

(ii)

the rate charged for students in full time education who are between
the ages of 18 years and 21 years, and are dependent on the person
with whom the contract is effected, may be reduced by at least 50% of
the adult rate;

(iii)

insurers may give discounts of up to 10% on premiums which are paid
through the medium of a group scheme; and

(iv)

long-term care contracts are excluded (i.e. contracts relating to nursing
or institutional 'care of persons over 65 years or persons suffering from
a long-term illness or disability).

I
I
I
I
I

I
I

Open Enrolment/Lifetime Cover
The 1994 Act provides that:
•

health insurers are required to accept all individuals aged under 65 who
wish to enrol in any health insurance scheme; and

•

once an individual has enrolled, the health insurer may not cancel or
refuse to renew hislher cover.

The open enrolment regulations allow insurers:

•

to impose a general waiting period of a maximum of 26 weeks (52
weeks in the case of maternity benefit or a person who is over the age
of 55 at time of enrolment) following the date on which the individual
first enrols; 'and

•

to prescribe additional waiting periods
conditions as follows:-

III

respect of pre-existing

Age at Enrolment

Pre-existing Waiting Period

Under 55

5 Years

55- 59

7 Years

60- 64

10 Years

The regulations also provide that an insurer will not be required to pay benefit
at a higher level during a period of two years following the effective date of an
.
.
Illcrease III cover.
The 1994 Act and the 1996 Regulations provide that where an individual's
health insurance cover ceases for any reason, he/she is entitled to effect cover,
within 13 weeks, in respect of the same services with the same or any other
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health insurer, regardless of age and without liability for the impositjon of
waiting periods already served or partially served.

4.6

Risk equalisation
The 1994 Act permits, but does not require, the Minister to introduce a Risk
Equalisation Scheme. The purpose of a Risk Equalisation Scheme is to make
transfers between insurers with the objective of equalising their risk profiles.
The 1996 Regulations introduced such a scheme, reflecting the view of the
Department of Health and Children that risk equalisation is a necessary
support for community rating. This is based on the premise that, without risk
equalisation, each insurer would have a strong incentive to 'cherry pick' low
risk lives in order to charge a lower community rated premium or take a higher
profit, leading ultimately to instability of private health insurance, a decrease
in public confidence in private health insurance, and a consequent reduction in
the numbers opting for private healthcare.

4.7

Legal aspects
The Advisory Group felt it necessary to seek independent legal advice in
relation to the area of competition law and the EU framework. A legal
opinion was obtained from the Advisory Group's legal advisers, Matheson
Ormsby Prentice, Solicitors.
This Legal Opinion has not been published, as it is privileged information to
the Minister for Health and Children.

4.8

The work of the Advisory Group
The work of the Advisory Group has been concerned with considering:
(i)

the structure of community rating as operated in Ireland, and how it
might be altered so as to enhance the stability of private health
insurance - this is considered in Chapter 5;

(ii)

whether a Risk Equalisation Scheme is needed and, if so, how it should
be structured - this is considered in Chapter 6;

(iii)

how the regulation of private health insurance should be structured so
as to be clearly consistent with meaningful competition - this is
considered in Chapters 7 and 8; and

(iv)

what actions might be taken to enhance cost efficiency in private
health insurance and healthcare this is considered in Chapters 9 and

10.
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CHAPTER 5: COMMUNITY RATING,
'If I were you, I wouldn't start from here ... ..... , ............... '" .......... , ..
Response to a request for directions!

5.1

Summary
The Advisory Group supports the concept of private health insurance in
respect of essential healthcare (which is assumed to equate to the maximum
level of benefits subject to risk equalisation under the 1996 Regulations, as
updated from time to time) being available to all members of the community.
It therefore agrees that private health insurance to such a level be. available
only on the basis of community rated premiums.
The Advisory Group is strongly opposed to any system under which premiums
will increase in real terms over a policyholder's lifetime, assuming that
medical inflation equals general price inflation. The Advisory Group
therefore considers that Yearly Rating is not appropriate for private health
. Insurance.
If the current structure of private health insurance - Single Rate Community
Rating - did not already exist, the Advisory Group would not recommend its
introduction, because of the potential instability which arises from the need to
ensure a continuing flow of new young members. It would, instead,
recommend the Funded Lifetime Community Rating system. However, an
immediate move to a funded system is not feasible because of the very
substantial costs involved.
These costs reflect the unfunded liability
represented by the expectation of current health insurance policyholders that
their future healthcare needs will be met in return for the current level of
Single Rate Community Rated premiums. The current estimate of this
unfunded liability is £3.3 billion.
The Advisory Group considers that the current system of community rating
operated in Ireland - Single Rate Community Rating - is unduly unstable. It
recommends that it be replaced by Unfunded Lifetime Community Rating.
Under this system, for a given level of insurance cover, premiums rise with
age at entry. All policyholders who entered insurance at the same age pay the
same premium. For example, in a given year, an 80 year old and a 30 year
old, who both entered insurance at age 25, would both pay the same premium.
Medical inflation poses a major threat to the stability of private health
insurance, and the need to restrain it is imperative.
The Advisory Group recommends that, because of its inherent instability,
compulsorily community rating should not be extended further. In addition, it
recommends that the current requirement to compulsorily community rate
ancillary health insurance covers (such as GP cover, dental, prescribed optical
appliances, physiotherapy, chiropractic, hearing aids and speech therapy)
should be removed.
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5.2

Background
Section 7 of the 1994,'Act requires that under a health insurance contract for
any specific level of benefit, a health insurer must, with limited exceptions,
charge the same premium in respect of all such contracts regardless of the age,
gender, sexual orientation, or current or prospective' health status of the
insured lives.

5.3

Risk rating and community rating
Health insurance premiums can be set either:
(i)

having regard to the health status of the individual policyholder - this
is referred to in this report as Risk Rating; or

(ii)

disregarding the health status of the individual policyholder - this is
referred to in this report as Community Rating.

This definition of Community Rating is a wider one than that used in the 1994
Act. In the remainder of this ,Chapter, we consider the merits of various
methods of setting health insurance premiums, all of which conform with this
definition but not all of which conform with the definition in the 1994 Act.
The Advisory Group supports the concept of private health insurance in
respect of essential healthcare (which is assumed to equate to the maximum
level of benefits subject to risk equalisation under the 1996 Regulations, as
updated from time to time) being available to all members of the community.
It therefore agrees that private health insurance to such a level be available
only on the basis of community rated premiums.

5.4

Methods of community rating health insurance
The Advisory Group has identified four main approaches to the setting of
health insurance premium rates on a community rated basis. These are as
follows:
(i)

Funded Lifetime Community Rating
This is an insurance system under which, for a given level of insurance
cover, premiums rise with age at entry. For a group of policyholders
of the same age, assets are accumulated by investing the excess of
premiums over claims during their younger years with the objective of
using those assets to pay the excess of claims over premiums during
their older years. Premiums are set with the objective of keeping
premiums stable in real terms throughout a policyholder's lifetime
after entry to insurance, assuming that medical inflation equals general
price inflation.
Funded Lifetime Community Rating is, therefore, a Funded Insurance
System.
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This system of setting health insurance premiums is very similar to the
method used in life assurance. The resulting health insurance contract
is analogous to a whole of life assurance policy.
(ii)

Unfunded Lifetime Community Rating
This is also an insurance system under which, for a given level of
insurance cover, premiums rise with age at entry. Thus, for a given
level of cover, all policyholders who entered insurance at the same age
pay the same premium. For example, in a given year, an 80 year old
and a 30 year old, who both entered insurance at age 25, would both
pay the same premium. The premium rate for each age at entry is set
with the objective of ensuring that policyholders entenng at that age
pay higher payments than actuarially required in their earlier years of
insurance and lower payments than actuarially required in their later
years of insurance. The premium rates used are set with the objective
of ensuring that, for the totality of policyholders, the cost of claims in
anyone year is met principally by the premiums paid in that year.

I
I
I

I
I
·1

The system is therefore a Pay As You Go system.
(iii)

Single Rate Community Rating
This is an insurance system under which, for a given level of insurance
cover, all policyholders pay the same premium. The Single Rate
Community Premium is set with the objective of ensuring that, for the
totality of policyholders, the cost of claims in anyone year is met
principally by the premiums paid in that year. The system is therefore
a Pay As You Go system.
This is the system currently operating in Ireland.

(iv)

Yearly Community Rating
Under this system, the premium payable by a policyholder for a
specified level of benefit varies with his or her attained age to reflect
the risk being undertaken for policyholders of that age by the insurance
company at the time. Premiums therefore rise in real terms throughout
a policyholder's lifetime. The system is not a Pay As You Go system
in that it does not involve subsidy between different generations of
policyholders.
A variation on this system involves premiums being fixed for a
specified number of years, but increasing at the expiry of that period to
reflect the policyholder's attained age at that time.
This system of setting premium rates differs significantly from the
three previous systems, all of which have the objective of stabilising
premiums in real terms throughout a policyholder's lifetime. We will
refer to the approach underlying this system as Yearly Rating, and to
the approach underlying the other systems as Level Rating.
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5.5

Yearly rating or revel rating?
A fundamental question ,is, whether community rating should be operated on
the basis of premiums being stable in real terms over a policyholder's lifetime
Level Rating - or being allowed to vary with the policyholder's attained age
-Yearly Rating.
The Advisory Group is strongly opposed to any system under which premiums
will increase in real terms over a policyholder's lifetime, assuming that
medical inflation equals general price inflation. The result would almost
certainly be that private health insurance would prove unaffordable for many
older people, and that there would be a significant fall off in numbers insured
in the older age groups. Many people would 'cease cover when they most need
it.

This point is clearly indicated in the following graph, which shows for a
typical health insurance plan how Yearly Community Rated Premiums
compare with Single Rate Community Rated Premiums, as operated under the
health insurance environment in Ireland.
Chart 5.1
Comparison of Single Rate Community Rates with
Yearly Community Rates
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Rate Community Rate -Yearly Community Rate i
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Source: IPT Actuarial Report to the Advisory Group
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This point is also illustrated in the following table, which compares health
insurance coverage by age for the UK (where yearly rating on a risk rating
basis prevails) with Ireland.

% Covered By Private Health Insurance

Age

United Kingdom

Republic of Ireland

16-44

9

34

45-65

11

38

Over 65

4

21

All Ages

9

33

Source: Department of Health and Children submission

The Advisory Group therefore considers that Yearly Rating is not appropriate
for private health insurance, and recommends that Level Rating should be a
fundamental principle underlying the provision of private health insurance.

5.6

The stability of community rating
The first three variants of community rating identified in section 5.4 all
operate on the basis of Level Rating. It is necessary to consider which variant
should be adopted in order to best structure the provision of private health
msurance.

I
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Private health insurance as operated in Ireland is run on a Pay As You Go basis
i.e. the cost of claims in anyone year is met principally by the premiums paid
in that year. The excess of premiums over claims for younger policyholders is
used to pay the excess of claims over premiums for older policyholders.
Funds to finance future excesses of claims over premiums for current
policyholders are not built up.
Although this variant - Single Rate Community Rating - seeks to eliminate age
as a determinant of health insurance premiums, it is essential to recognise that
the cost of private health insurance rises with increasing age. As the Institute
of Actuaries of Australia commented in its submission to the Australian
Industry Commission:
'Any policy reform requires a statement of the objectives of community
rating, the recognition of age-related risk and the application of
actuarial prinCiples within the context of achieving desired social
outcomes. '

I'
I
I

Community rating, in an Irish context, is combined with open enrolment and
lifetime cover. The aspects of this environment which the Advisory Group
believes should be fostered and encouraged are:

I'
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(i)

guaranteed entry to health insurance before a specified age;

(H)

guaranteed rene~ability; and
.

(iii)

'\""

stability of premiums payable after entry.

It is the view of the Advisory Group that other principles should be subsidiary

to the above. Where any such subsidiary principle is in conflict with the
above principles, or where a subsidiary principle might undermine one of the
principles above, it should give way to the principles above.
Community rating, as currently applied in Ireland, is in need of modification
to meet the above principles. Lifetime cover is fully consistent with the above
principles. However, it is the view of the Advisory Group that the principle of
open enrolment (i.e. guaranteed entry to insurance at the same premium rate,
regardless of age at entry) is not consistent with the above principles, and that
it poses a danger to the future stability of private health insurance in Ireland.
This danger arises from the fact that Single Rate Community Rating involves
the surplus premiums of younger policyholders being used to pay the surplus
claims of older policyholders. Many of these older lives will themselves have
similarly subsidised the claims costs of an earlier generation of older lives.
These subsidies between generations are referred to as 'inter-generational
solidarity '. The risk of adverse selection (the process whereby higher risk
people purchase insurance, and lower risk people either do not join or leave to
avoid subsidising the higher risks) obviously exists in this environment, and
this process can be exacerbated by the availability of products which can
partially substitute for health insurance. The Australian Industry Commission
described the situation in these terms:

'The current system of community rating is an unfunded scheme in the
sense that it is a 'pay as you go' scheme .......... ........ The current
group of people aged 20-40 years finance the health care needs of the
currently sick and elderly, and rely on a yet to be born generation to
fund their health care needs when they have aged - a bad bet if there
are not enough young people interested in health insurance in thirty
years time. In this sense, an unfunded voluntary community rating
scheme is subject to the same risks as pyramid selling schemes. '
This uncompromisingly describes the risk inherent in Single Rate Community
Rating. What if enough young people do not effect health insurance, or if a
significant number of young people leave the system? As will be obvious
from an inspection of Chart 5.1, community rated premiums could enter an
upward spiral.
Another extract from the Australian Industry Commission describes the
situation as follows:

'A voluntary system of community rating intensifies adverse selection (it is) the system's 'built in self-destruct mechanism '. Voluntary
community rating amplifies adverse seleclion for two reasons:
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•

There is just one big risk group the 'community' used as the
basis Jor setting premiums. As shown later, this leads to
premiums well in excess oJ expected benefits Jor the young and
healthy, and very Javourable to the old and sick.

•

Its voluntary nature means that the lower risk groups can exit,
leaving a pool oJ people with higher risk. Premiums then rise,
reflecting the higher risk, mid the cycle begins again. '

If the current structure of private health insurance did not already exist, the
Advisory Group would not recommend its introduction, because of the
potential instability which arises from the need to ensure a continuing flow of
new young members. It would, instead, recommend the Funded Lifetime
Community Rating system. This system incorporates the fundamental
principle of guaranteed entry, as well as the inbuilt principles of guaranteed
renewability and stability of premiums after entry, and does not rely on a
continuing flow c;:>f new young policyholders to ensure its stability.

5.7

The unfunded liability
We must, however, start from where we find ourselves, and not from where
we would like to be. An immediate move to a funded system is not feasible
because of the very substantial costs involved. These costs would arise
because a move to a funded system would result in a cessation of subsidy from
younger policyholders to older policyholders. These older policyholders
believe that, by paying premiums in the past to subsidise a previous generation
of older policyholders, they have earned the right to a similar subsidy. This
position is well described by the Department of Health and Children in its
submission to the Advisory Group:

'The Department considers the continued operation oJ community
rating, open enrolment and lifetime cover to be necessary to protect
the common good in Ireland. If the existing system oJ intergenerational solidarity were to be undermined, cover would quickly
become unaJJordable Jor the elderly and the chronically ill. This
would be quite inequitable Jor those who have participated Jor a
lifetime in the community rating system. '
If the subsidy is not to come from future generations of younger policyholders,
it will have to come from the State or be borne by the current policyholders. It
is very important to have a fi'nancial measure of this subsidy. The Advisory
Group asked its actuarial advisers to determine the unfunded liability
represented by the expectation of current health insurance policyholders that
their future healthcare needs will be met in return for the current level of
Single Rate Community Rated premiums. In carrying out this exercise, it was
assumed that premiums and claims would rise in line with general inflation,
and that the real discount rate (the excess of the rate of investment return over
the rate of general inflation) is 3% per annum. The resulting estimate of the
unfunded liability is £3.3 billion. This, is a breathtaking figure, but it does
indicate the importance of making the best possible decisions about the future
structure of private health insurance.
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The Australian Industry Commission carried out a similar calculation of the
unfunded liability represented by the Australian community rated system.
Also using a 3% per (irlnum real discount r<;lte, it detennined that the unfunded
liability was AUS$28billion (IRf 13 billion) in 1995 prices. Allowing for the
gap in time between the dates of calculation, and the differences in size and
age spread of the insured populations, the Advisory Group's assessment of the
unfunded liability for Ireland is consistent with that of the Australian Industry
Commission for Australia.

5.8

Recommended changes to community rating
A major threat to the stability of community rating is likely to come from
adverse selection. While the Advisory Group totally supports the concept of
lifetime cover, and feels that community rating can be restructured in a way
that will enhance stability, it can see little merit in the concept of open
enrolment as currently defined. The idea that someone can effect private
health insurance at the age of 64 and pay the same premium as someone who
joined at 21 is difficult to justify on any grounds of equity or intergenerational solidarity, and this opinion was forcefully expressed in many
submissions made to the Advisory Group. As the Australian Industry
Commission state:

I

,·
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....,,

'The equity basis for the (avoidance of age related premiums) is
weaker ............. For example, everyone knows they will get old. Many
people could set aside as savings those amounts needed to meet riskbased age premiums (savings plans). Or they could contribute to a
plan that demanded higher payments than actuarially required earlier,
and lower payments than actuarially required later (so-called lifetime
rating). ,

The Institute of Actuaries of Australia, in its submission to the Industry
Commission, addressed the issue of having regard to age at entry in setting
premiums in the following tenns:
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'To recognise that age-related risk is a contingency which must be
catered for in the context of affordability, equity and access is not to
discriminate against the aged but to recognise that this is an issue for
resolution and to make provision against it ......... We believe lifetime
community rating (or age at entry rating) can positively contribute to
both alleviating the current crisis in health insurance and also the
development of a new stable system for the long term. '

The following submissions were made to the Advisory Group on the need to
have regard to age at entry in setting premiums:
'There is a significant danger that private health insurance may
become less attractive to young people, in particular as premiums
continue to rise in real terms. Greater awareness of the fact that there
is now full eligibility for public hospital services, together with
continuing improvements in such services, are also likely to be
contributory factors. Iffewer young people take up health insurance in
future, this will, in itself, contribute to the extent of premium increases,
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and a downward spiral could potentially ensue. Consequently, the
importance of continuing to attract young people to private health
insurance cannot be over-estimated.
The Australian experience is instructive in this regard. The Australian
market parallels the Irish one in that private health insurance is both
voluntary and community-rated. The Australian health insurance
market has contracted sharply in recent years, principally as a result
of younger people choosing not to insure. Consequently, serious
consideration is now being given to varying the community rating
structure so as to allow insurers to charge a higher premium to those
who enter the private health insurance market at older ages. This
approach is referred to in Australia as 'unfunded lifetime community
rating' (it might also be termed 'entry age community rating '). The
Australian Government has asked the Health Insurance Task Force of
the Institute of Actuaries of Australia to examine the feasibility of this
proposal.
The Society suggests that a similar approach might be considered for
the Irish private health insurance system. Essentially, what is
probably required is some form of premium based penalty for late
entry to the community-rated health insurance system.
Current
penalties, in the form of waiting periods in respect of pre-existing
conditions, are poorly understood and may be ineffective given the
potential difficulties in determining the date of onset of a medical
condition. '
The Society of Actuaries in Ireland
'Effectively, what is offered by private medical insurers is constrained
to be a level premium lifetime cover reviewable annually at the
purchaser's option. Substantial adverse selection exists because of
open enrolment, and this is likely to increase should health care costs
continue to rise in real terms . .. , ................. ..
It is recommended that an age at entry related premium structure be
examined, the slope of the structure being governed by reasonable
affordability at older ages. Thus, for example, if it were felt that the
limits of older age affordability were double the current premium level,
a premium structure increasing by 3% per attained age year might be
appropriate. This form of community rating recognises the age /
morbidity slope, but may not fully reflect its extent. Adverse selection
would reduce due to younger lives' perception that they have
'something to lose' by not joining early in life. It is also likely that
premiums (under the present pay as you go system) would reduce at
younger ages, thus encouraging youthful entrants. These would
subsidise older members, as before, but at Cl lower rate per member. '
Dr Ronan 0 'Connor FIA
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'Under Community Rating significant cross subsidies occur. In this
environment it is important to maintain a large pool of risks. In
particular, to ensure the continued affordability of Community Rated
Private Medical Insurance, the market needs a continuous flow of
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healthy new entrants. In an environment of Open Enrolment this
essentially means young new entrants.
In principle, VHI cmi in' favour 6J providing incentives for young
members to join the Private Medical Insurance Market. However, any
such incentives should be structured to ensure that they do not
undermine the core principles of Community Rating.
In this regard we considered a number of possible incentives and we
believe that an option such as an unfunded age at entry approach
would appear to provide the largest incentive for earlier membership
without damaging the integrity of the Community Rating system. '
VHI
'An age-related rating system would retain the broad principle of a
voluntary community rated system while:
•

Encouraging early entry

•

Discouragingfree-riding by late entrants. '
Centre for Insurance Studies, UCD

The Association believes that, while the 'community rating
philosophy' should be retained, certain amendments should be
considered to:
(a)

provide an incentive or loyalty bonus to people who take out
health insurance when they are, for example, in their 20s:

(b)

provide for some form of premium loading on high risk
categories who take out health insurance for the first time in
middle age or later.

The Association accepts that any breach in the community rating
philosophy could be interpreted as the first step towards risk related
premia, which could result in health insurance being unaffordable for
many people in later life at a time they are most likely to need it.
Nonetheless, the age structure of the VHI membership is having an
adverse influence on premia levels, which, together with a reduced
income tax allowance, is making health insurance less attractive to the
younger and healthier sections of the population, who are, we must
remember, entitled to free hospitalisation under law. '
The Irish Hospital Consultants Association
'We believe it is very unfair that a 50 year old effecting insurance for
the first time should pay the same premium as a 50 year old who has
been paying premiums since he was 25. '
,
Independent Hospitals Association of Ireland
As will be clear from the foregoing, the overwhelming view of those who
made submissions is that age at entry should be a factor in the determination
of premiums.
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The essence of community rating, on a level rating basis in whatever fonn, is
that policyholders should pay higher payments than actuarially required
earlier, and lower payments than actuarially required later. The system of
community rating
Single Rate Community Rating - operated in Ireland
(which allows a 64 year old to enter insurance for the first time and pay the
same premium as a 64 year who entered insurance at age 20) provides the
opportunity to make lower payments than actuarially required throughout the
period of insurance all take and no give.
In tenns of stability of health insurance funding, of equity and intergenerational solidarity, it is the view of the Advisory Group that this
proposition cannot be justified. Community rating, if it is to be stable and less
prone to systemic risk, must involve compensating periods over a
policyholder's lifetime during which the policyholder initially makes higher
payments than actuarially required, and later makes lower payments than
actuarially required. This system is Lifetime Community Rating. Because
this system smooths premiums over time, it allows a person to pay the same
relative premium over a lifetime. The fundamental principle of Level Rating
community rating of matching the surplus of premiums over claims for the
young against the excess of claims over premiums for the old is achieved for
each generation over their lifetime, in contrast to the current fonn of
community rating where this balance is achieved across a number of
generations at one point in time.
There are two versions of Lifetime Community Rating - Funded Lifetime
Community Rating and Unfunded Lifetime Community Rating. As already
explained in section 5.6, if there were no existing legacy in relation to private
health insurance, Funded Lifetime Community Rating would be the
recommended method of providing for healthcare costs. As outlined earlier,
this is not an affordable option in the immediate tenn. Unfunded Lifetime
Community Rating delivers similar benefits as Funded Lifetime Community
Rating in tenns of counteracting adverse selection, while adopting the same
approach as the current system in tenns of using current premiums to pay
current claims.

,

'.~

The practical implementation of such a system wculd require establishing how
Unfunded Lifetime Community Rated premiums would relate to current
Single Rate Community Rated premiums. The Australian Government asked
the Institute of Actuaries of Australia to consider how Unfunded Lifetime
Community Rating might be structured, and the resulting report 'Unfunded
Lifetime Community Rating: Health Insurance Task Force of the Institute of
Actuaries of Australia' was published in August 1997. More detailed work
would also be required to detennine an appropriate approach for Ireland. One
possible simple approach would be to detennine a set of factors varying by
age which would be applied for new entrants to the currently detennined
community rated premiums. Such factors could be detennined as a linear
function of age, or by using the relationships across age of Funded Lifetime
Community Rated premiums, or by using a method along the lines suggested
by Dr Ronan O'Connor FIA.

;
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The Advisory Group recommends that Unfunded Lifetime Community Rating
should replace Single Rate Community Rating. This was also the first
recommendation of the:'Australian Industry €ommission.

5.9

Other potential sources of instability
In addition to adverse selection arising from late entry to insurance, there are
three other features of the provision of healthcare services with a potential for
introducing systemic instability. These are:
(i)

a rate of medical inflation significantly ahead of ordinary inflation,
which could cause selective withdrawal by younger people;

(ii)

the availability of universal access to the public health system, which
could also cause sele.ctive withdrawal by younger people; and

(iii)

the availability of alternative forms of health cover, such as cash plans
and critical illness plans - as premiums rise in real terms the incentive
to replace private health insurance with such substitute products will
increase.

Medical inflation

This instability results from the cost increases beyond inflation which
are an inherent part of health insurance under the current structure.
As premiums increase, progressively more and more members with
lower expected health insurance costs will give up their health
insurance, with membership reducing until only the most costly
members survive, supported by heavy government controls and
subsidies. '
Institute of Actuaries of Australia in its submission to the
Australian Industry Commission
The issue of medical inflation, and how it might be contained, is a very
difficult one. VHI, in its 1996 Annual Report, identifies four major
contributors to medical inflation:

•

the progressive ageing of the population as birth rates fall and life
expectancy increases;

•

growing public interest in health issues, with consumer demand for
higher standards of healthcare and improved quality of service
delivery;

•

the increasing availability, and invariably increasing cost, of new
surgical and medical techniques and their associated technologies:
and

•

the growth of defensive medicine as medical and surgical
practitioners, together with other healthcare providers, respond to an
increasingly litigious professional environment.

The Advisory Group asked its actuarial advisers to assess the impact of
demographic change (i.e. the progressive ageing of the population as birth
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rates fall and life expectancy increases) on health insurance premiums. The
impact of demographic change ~.s estimated to increase premiums by about
Yz% per annum. Medical inflation has exceeded general price inflation by
about 5% to 6% per annum in recent years. It is clear, therefore, that factors
other than demographic factors are the main drivers of medical inflation.
The financial implications of the current level of medical inflation can be
gauged from the following table, which sets out the unfunded liability (as
defined in Section 5.7) for different levels of medical inflation.
Excess p.a. of medical inflation

Unfunded Liability

over general price inflation

(£billions)

0%

3.3

3%

8.0

6%

23.6

While the Advisory Group was taken aback by the first figure, it wa~ shocked
by the second and third figures. It thought seriously about whether to publish
the second and third figures, because of fears that they would be
misinterpreted as estimates of what the unfunded liability is. The Advisory
Group believes that the first figure is the appropriate estimate of what the
unfunded liability is, in the sense that it represents the reasonable expectations
of current policyholders of the level of subsidy they will receive in the future
in respect of their healthcare costs. The second and third figures represent the
degree of subsidy that would be required if medical inflation is not contained.
In those scenarios, the spectre of adverse selection would loom large, and the
current system of private health insurance would probably collapse. The
Advisory Group presents the second and third figures not as forecasts, but, in
the same vein as the scenarios painted by The Ghost Of Christmas Yet To
Come in Charles Dickens' 'A Christmas Carol', not as what must be, but what
might be without significant change.
Medical inflation therefore poses a major threat to the stability of private
health insurance, and the need to restrain it is imperative. This issue is
addressed further in section 9.2.

5.10 What benefits should be community rated?

.

.
~

".

-::

The Advisory Group recommends that, because of its inherent instability,
compulsory community rating should not be extended further. In addition, it
recommends that the current requirement to compulsorily community rate
ancillary health insurance covers (such as GP cover, dental, prescribed optical
appliances, physiotherapy, chiropractic, hearing aids and speech therapy)
should be removed .
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CHAPTER 6: RISK EQUALISATION
6,1

Summary

,

f:

r.
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The Advisory Group concludes, based on its own deliberations and on the
basis of the arguments made and evidence presented to it, that risk
equalisation is essential to underpin community rating.
The Advisory Group agrees, therefore, that a Risk Equalisation Scheme is a
necessary feature of the private health insurance market. It has arrived at this
conclusion because of:
•

the very high public policy priority given to preserving the stability of
community rating; and

•

the fact that the facilitation of competition is to be subject to the
preservation of the stability of community rating.'

The -1996 Regulations use a retrospective method of risk equalisation, and the
Advisory Group agrees that this is the most practical method of operation.
The Advisory Group also agrees that, as well as equalising the effects of age
and gender, the Risk Equalisation Scheme should equalise claims intensity
within age and gender cells. The view of the Advisory Group is that the
formula used in the 1996 Regulations is not sufficiently accurate and contains
inherent disincentives to competition. The Advisory Group recommends that
claims rates and insurers' own claims costs, based on DRG data, be used as
the basis of risk equalisation.
The Advisory Group recommends that the Regulations be amended so that the
minimum level of payment in respect of hospital charges, in the case of
policies primarily designed to cover the cost of private hospital care, is set at a
level equivalent currently to 80% of the appropriate average daily hospital
charge for semi-private care in private hospitals, excluding the two high-tech
hospitals.
The Advisory Group recommends that the maximum level of benefits to be
included in the risk equalisation calculations be reviewe9 as a priority by the
Health Insurance Authority (HIA), and be subject to annual review thereafter.
The Advisory Group agrees that only the maximum level of benefits as
currently defined, and as updated from time to time, should be subject to risk
equalisation.

I,
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The Advisory Group recommends that the terms for the commencement of
payments under the Risk Equalisation Scheme, as provided for in the current
Regulations, should be retained. However, while payments under the Scheme
should fall due from the date provided for in the Regulations, the calculation
of all such payments should be made on the basis ofDRGs.
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6.2

Is risk equalisation necessary?
The purpose of a Risk Equalisation Scheme is to make transfers between
insurers with the objective of equalising their risk profiles.
The 1994 Act pennits, but does not require, the Minister to establish a Risk
Equalisation Scheme. The 1996 Regulations established a Risk Equalisation
Scheme.
BUP A, in its submission to the Advisory Group, argued strongly that a Risk
Equalisation Scheme is not necessary, and that nonnal market forces can be
relied upon to ensure that different insurers do not obtain very different risk
profiles. In particular, BUPA argued that risk equalisation:
•

deprives consumers of the benefits of competition;

•
•
•
•

frustrates cost containment in private health insurance;
is contrary to the EU Third Non-Life Directive requirements:
is not required to support any public policy objective in Ireland; and
is regressive from an income distribution point of view.

BUP A's arguments cover a wide area, and many of them have considerable
validity. In detennining how to balance conflicting public policy objectives,
the Advisory Group has been guided by the very high priority given in its
tenns of reference to preserving the stability of community rating, and, in
particular, to the fact that the facilitation of competition is to be subject to the
preservation of the stability of community rating.

I
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The Director of Consumer Affairs pointed out that, as the 1994 Act allows, but
does not require, the Minister to establish a Risk Equalisation Scheme, the
Advisory Group should consider whether it is appropriate to have a Risk
Equalisation Scheme.
The Advisory Group had, therefore, to decide whether it was within its tenns
of reference to recommend the tennination of the Risk Equalisation Scheme.
It decided that it was, since the Advisory Group had been asked to make
recommendations to the Minister on the improvements (if any) which he/she
may consider making to the scheme in the furtherance of the objectives set out
at Paragraph 4 of the tenns of reference, and tennination can be considered a
possible improvement.
The Advisory Group's initial consideration, therefore, was whether a Risk
Equalisation Scheme is necessary. The overwhelming majority of respondents
felt that some fonn of Risk Equalisation Scheme was necessary to underpin
community rating. The Society of Actuaries in Ireland and the Department of
Health and Children, in particular, produced an impressive range of technical
support for this view.
'The Society is firmly of the view that a risk equalisation system is
fundamentally necessary where health insurance is community-rated.
Where community rating and competition co-exist, community rating
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may be undermined if some or all of the insurers in the market practice
preferred risk selection (sometimes referred to as 'cherry-picking' or
'cream skimming') '.
The Society of Actuaries in Ireland
'A risk equalisation system is an essential feature of a health insurance
market where health insurers are required to operate on a community
rating/open enrolment basis. It provides protection both for health
insurers and the insured population. Without risk equalisation. each
health insurer would have a strong incentive to 'cherry pick' low-risk
individuals (preferred risk selection) in order to be able to charge a
lower community rate (or take a higher profit margin) than its
competitors. Even with compulsory open enrolment, there are many
ways in which health insurers could select preferred risks. '
The Department of Health and Children
'A Risk Equalisation Scheme is necessary to underpin the principle of
community rating and open enrolment.
Without the statutory
equalisation of risks between insurers, open enrolment would
effectively be unenforceable as insurers could seek to use product
design and selective marketing techniques to obtain their ·preferred
risk profile. '
VHI
'A risk equalisation mechanism is necessary to protect insurers who
are required to operate in the community rated open enrolment
environment from the potentially catastrophic effects of acquiring a
portfolio of disproportionately poor risks. The risk equalisation
mechanism reduces the incentive for insurers to practice preferred risk
selection (this incentive is, in fact, significantly greater for community
rated insurance than for risk rated insurance, since a portfolio of good
risks does not necessarily imply any reduction in premium revenues) ..
VHI
The purpose is to underpin community rating by sharing the hospital
costs of the chronically ill and the aged. If there were no such
arrangements, instability could develop in the industry; funds' with a
higher proportion of individuals with high claims would be forced to
charge relatively high premiums; this would drive out members to
other funds - especially members with low health claims - which would
drive up premiums further. and so on ..
Australian Industry Commission,
'Private Health Insurance, Report No 57', February 1997

I.:

'There would probably be problems from abandoning re insurance in
the current community rating system. It would most likely destroy
community rating. because funds could then target the young and
healthy with impunity by using selective products, leaVing older, sicker
people with relatively high premiums. '
Australian Industry Commission,
'Private Health Insurance, Report No 57', February 1997
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'Without risk adjustment methods, rating structures being considered
in state .and national reform proposals are likely to provide incentives
to carriers to avoid high-risk individuals in order to maintain the most
competitive premiums, and individuals will continue to face premium
or contribution choices that reflect risk selection rather than medical
and administrative efficiency. The Academy considers risk adjustment
a necessity if rating restrictions do not. allow up-front matching of
premiums or contributions with the relative risk factors of the
purchasers. '
American Academy ofActuaries, 'Health Risk Assessment and
Health Risk A4justment, Crucial Elements in Effective Health Care
Reform', May 1993

'.... if

a government imposes community rating on a competitive
industry (health insurance or otherwise), it has an obligation to
support community rating by some form of eq:..<alisation. '
Waiter Neuhaus, Laboratory of Actuarial Mathematics,
University of Copenhagen
'... an effective prevention of cream skimming is a necessary condition
in order to reap the fruits of a competitive health insurance market
with a regulated premium structure. '
Pro! W. Van de Ven, Department of Health Policy
and Management, Erasmus University, The Netherlands
'As a precondition between the sickness fonds it was found necessary
to implement a risk structure compensation.
By that financial
equalisation the different kinds offunds should get equal opportunities
in the coming competition. In addition, cream skimming by selecting
good risks should be prevented'
Dr Doris Pfeiffer of Verband der Angestellten
Krankenkassen of health care reforms in Germany

0';

"~~?i;i':1
... ....
,

'Recommendation: A central fund, or re-insurance scheme, should be
set up to provide the insurance funds with a risk-adjustment
service.... Even iffunds are not allowed to risk-select, but are required
to accept all comers, the distribution of high- and low-cost
individuals ... will be uneven across funds. The function of the central
fund is therefore to compensate funds with a large proportion of highcost individuals by transferring money to them from funds with a low
proportion of high-cost individuals. '
National Economic Research Associates,
The Economics of Health Care Reform: A Prototype "
May 1993

The Advisory Group concludes, based on its own deliberations and on the
basis of the arguments made and evidence presented to it, that risk
equalisation is essential to underpin community rating.

·d

The Advisory Group agrees, therefore, that a Risk Equalisation Scheme is a
necessary feature of the private health insurance market. It has arrived at this
conclusion because of:
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•

the very high public policy priority given to preserving the stability of
community rating; an~

•

the fact that the facilitation of competition is to be subject to the
preservation of the stability of community rating.

f~··,)

6.3
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Objectives of risk equalisation
The Society of Actuaries in Ireland,· quoting from work of the actuarial
profession in the United States of America, defined the goals of a risk
equalisation system as follows: ,

(i)

to help reduce the effects of either inadvertent or intentional
risk selection, so that carriers in a competitive market can
compete on the basis of medical and administrative efficiency
and quality of service and care rather than on the ability to
select risk;
.

(ii)

to compensate carriers fairly and equitably for risks they
assume;

(iii)

to maintain consumer choice from among multiple health plans
based on (premium) rates that reflect relative medical and
administrative efficiencies; and

(iv)

to protect the financial soundness of the system.

The Advisory Group agrees with these objectives.

6.4· Systems of risk equalisation
Risk equalisation may be performed either on a prospective or a retrospective
basis. The Society of Actuaries in Ireland described the two approaches as
follows:
'A prospective system involves estimating a risk premium for each

insurer's portfolio, based on relevant risk factors (such as age, gender
and other relevant measures of health status) and/or on prior
utilisation patterns for that insurer's policyholders.
A retrospective system, on the other hand, involves the redistribution of
the observed risk, in terms of the actual claims costs experienced by
insurers over the relevant period. While a retrospective method may
incorporate risk factors such as age and gender in the redistribution
formula, prior utilisation patterns will necessarily be a key factor in
the process,
The existing risk equalisation system is a retrospective one, This is a
practical approach. given the difficulty, for a prospective system. in
obtaining data on relevant risk factors other than age and gender.
While prior utilisation patterns may be used in a prospective system as
a proxy measure for health status, the results are then unlikely to be
significantly different from a retrospective system.
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If, however, it were possible to obtain suitable data on relevant risk
factors, a prospective system could have significant advantages over a
retrospective system in terms of providing insurers with incentives for
health care cost containment. '
The 1996 Regulations use a retrospective method of risk equalisation, and the
Advisory Group agrees that this is the most practical method of operation.

6.5

The proposed Risk Equalisation Scheme
The detailed mathematics of risk equalisation are set out in Appendix 3.
The basic idea in the 1996 Regulations is to rep lace an insurer's actual claims
costs by:
The sum for all age and gender cells of the following:
Total
population
covered by
the insurer

X

Market
proportion
for that
cell

X

Market
utilisation
for that
cell

X

Insurer's own
average claim cost
per unit of utilisation
for that cell

The 1996 Regulations use length of stay in hospital as a proxy for utilisation,
as set out in the following table.
Length of stay (number of
in-patient days)

Weighted Claim Value

5 or more

1.0

4

0.5

3

0.4

2

' 0.3

1

0.2

Day-patient claim

0.1

In the absence of better data, the approach used in the 1996 Regulations is
probably as good as could be developed. Nonetheless, the weightings
assigned to different lengths of stay in hospital are subjective, while the
discontinuity in treatment between 4 day hospital stays and stays of 5 days or
more leaves the approach open to distortion. The formula used in the 1996
Regulations is therefore an approximate one, and it is by no means clear h'Jw
reasonable an approximation it is. A further problem with the formula is that
it has potential weaknesses in the areas of equity (in that it can cause an
insurer to have to share profits it has made as a result of its own efficiencies
and cost controls) and cost containment (in that it contains some inherent
disincentives for insurers to seek to maximise efficiency and to control costs).
An example will illustrate the point: if an insurer replaces a procedure
requiring five nights in hospital with a new procedure requiring two nights in
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hospital and costing 60% of the old procedure, it will be assigned a weighted
claim value of 30% of that previously applying (and from which it will only
partly benefit,since claims rates will be equalised) and a cost per weighted
claim value of 200% of that previously applying (and which it is left to bear in
full) its equalised claims cost can therefore increase as a result of its strive
for efficiency. The scheme as currently structured, therefore, also has
weaknesses from a competition perspective. Where money is to be transferred
between insurers on the basis that they have different risk profiles, it is highly
desirable that as accurate a measurement of risk profiles as can reasonably be
made is adopted for the purposes of risk equalisation. In addition, the Risk
Equalisation Scheme should be as supportive of competition and cost control
as practically achievable.
The Advisory Group therefore considered how the accuracy of the Risk
Equalisation Scheme might be improved, and how any disincentives to
competition might be reduced.
The Advisory Group firstly considered whether a scheme of risk equalisation
based only on age and gender might be appropriate. The resulting formula is
developed in Appendix 3. It has the benefit of being totally objective, is very
simple to apply and requires minimal data (in the form of number of
policyholders and claims costs analysed by age and gender) to be applied. If
there are differences in the claims management efficiencies of different
insurers, it ensures that no health insurer will have to share profits which it has
made as a result of its own claims management efficiencies and cost controls
with any other insurer. It would, therefore, provide significant encouragement
to competition. However, the Advisory Group accepts that age and gender are
not sufficient to account for differences in health risk, and recognises that
there is a substantial level of actuarial research in existence demonstrating the
limited extent to which age and gender alone can predict health care costs,
when non-randomly selected populations are studied. The Society of
Actuaries in Ireland described the situation as follows:
The correlation between age and health risk is perhaps obvious. The
relationship between gender arid health risk is perhaps less widely
known, but is nevertheless important. The Society IS view is, therefore,
that age and gender are an appropriate starting point for risk
equalisation purposes.
Age and gender are not, however, sufficient to account for differences
in health risk. This may, in fact, be considered intuitive. Clearly, a 30
year old with diabetes is likely to have higher health costs than a 30
year old with no existing medical conditions. Research undertaken by
the Society of Actuaries in the US clearly demonstrates the limited
extent to which age and gender alone can predict health care costs,
when non-randomly selected populations are studied. '
The Advisory Group therefore agrees that, as well as equalising the effects of
age and gender, the Risk Equalisation Scheme should equalise claims
utilisation within age 'and gender cells.
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The view of the Advisory Group is that the formula used in the 1996
Regulations is not sufficiently accurate and contains inherent disincentives to
competition. The Advisory Group recommends that claims rates and insurers'
own claims costs, based on DRG data, be used as the basis of risk
equalisation. The issue of DRGs is considered further in Section 9.3.

6.6

Minimum Benefits Schedule
The Regulations under the Health Insurance Act require insurers to provide
the following minimum level of payment in respect of a specified range of
procedures:

•

the full cost of semi-private cover in a public hospital or a broadly
equivalent monetary payment if treatment is carried out in a private
hospital; and

•

consultants' fees at the standard scale (i.e. the scale applicable where
consultants do not participate in the Full Cover Scheme).

I
I
I
B
I
I

Provided these minimum benefits are covered there is no limit to the level of
excess that can be applied under individual policies.
This arrangement is reflected in the provisions of the Risk Equalisation
Scheme where actual claim payments after deduction of any excesses are used
in calculating relative weightings. In this respect, therefore, the Scheme does
not differentiate adequately between savings due to benefit restrictions (such
as excesses) and savings achieved by, for example, the negotiation of provider
discounts. In addition, the widespread use of excesses could ultimately
destabilise the market by devaluing the cover provided; this would be
especially true if increased excesses became a widespread alternative to
othenvise necessary premium increases.
The Advisory Group recommends that the Regulations be amended so that the
minimum level of payment in respect of hospital charges, in the case of
policies primarily designed to cover the cost of private hospital care, is set at a
level equivalent currently to 80% of the appropriate average daily hospital
charge for semi-private care in private hospitals, excluding the two high-tech
hospitals. The Health Insurance Authority should be given responsibility for
determining this level, which should be subject to annual review. It is not
proposed that the provision regarding consultants' fees be amended, since it is
already required that these be provided for at the standard scale.

6.7

,Benefits included in risk equalisation calculations
The Regulations set out the maximum level of benefit which is to be included
in the risk equalisation calculations. Broadly speaking this reflects the level of
benefit provided under VHI Plan B when the Regulations were introduced
the actual limits areas follows:
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Category

Maximum Prescribed Equalised
Benefit

Public Ho.spital per diem rate

Full statuto.ry charge

Private Ho.spital per diem rate

£250 er the actual charge if lesser

Private Psychiatric Ho.spital per
diem rate

£100

Special Procedures

90% o.f Schedule Fee

Co.nsultants Fees

90% o.f Schedule Fee

These levels were set in 1995 and have net been increased since,
no.twithstanding Co.st increases in the meantime. The Adviso.ry Group
therefo.re reco.mmends that the levels be reviewed as a prio.rity by the HIA, and
be subject to. annual review thereafter - see sectio.n 8.4. It sho.uld be no.ted that
there is no. ratio.nale fer limiting the inclusio.n o.f bo.th special pro.cedures and
co.nsultants' fees to. 90% o.f the scheduled fee, and this is so.mething which
sho.uld be co.nsidered as part o.fthis review.
Benefits in excess o.f these in the abo.ve table are currently subject to.
co.mmunity rating, even tho.ugh they are net subject to. risk equalisatio.n. The
Adviso.ry Gro.up's terms o.f reference require it to. co.nsider 'the extent of
benefit that should be subject to risk equalisation in order to achieve stability.
considering the requirement to be proportionate in the protection of the
general good '. It is net po.ssible to. extend the benefits subject to. risk
equalisatio.n by remo.ving (~r extending upward) the maximum benefit levels,
as this co.uld cause disto.rtio.ns if insurers had widely different benefit
structures. Fer this reaso.n, a seco.nd Risk Equalisatio.n Scheme wo.uld be
required if it was decided to. extend risk equalisatio.n upward.
As po.inted out in sectio.n 5.3, the Adviso.ry Group suppo.rts the concept of
private health insurance in respect of essential healthcare (which is assumed to.
equate to the maximum level o.f benefits subject to risk equalisation under the
1996 Regulations, as updated fro.m time to time) being available to. all
members of the community. It therefore reco.mmends that private health
insurance to such a level be available only on the basis of community rated
premiums and that such premiums be subject to risk equalisatio.n. It feels that
the extension o.f risk equalisation to cover in excess of essential healthcare is
much more difficult to justify. The Adviso.ry Group considers that the
establishment o.f a second Risk Equalisation Scheme in respect of cover in
excess of essential healthcare wo.uld net be proportionate in the pro.tectio.n of
the general good.
The Adviso.ry Gro.up agrees that o.nly the maximum level of benefits as
currently defined, and as updated fro.m time to time, sho.uld be subject to risk
equalisation.
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6.8

Commencement of risk equalisation payments
The Regulations provide that the Risk Equalisation Scheme will come into
effect 6 months after the last day of the first quarter in which at least one of
the following conditions is satisfied:

•

payment by insurers to the Risk Equalisation Fund exceeds 2% of
market equalised benefits; or

•

the amount payable to any insurer exceeds 2.5% of its equalised
benefits (subject to being in excess of £125,000) and that insurer's
equalised benefits exceed 5% of the market equalised benefits.

According to the Department of Health and Children in their submission,
'delay in implementing risk equalisation until there are Significant distortions
emerging in the market indirectly provides a window of opportunity for the
first new entrants to the market to establish an operation and meet some of its
set up costs through preferred risk selection '.
The Advisory Group has previously recommended - see section 6.5 - that the
provisions of the Risk Equalisation Scheme be amended to provide that claims
costs based on DRG data be introduced. The Advisory Group now
recommends that the tenns for the commencement of payments under the Risk
Equalisation Scheme, as provided for in the cunent Regulations, should be
retained. However, while payments under the Scheme should. fall due from
the date provided for in the Regulations, the calculation of all such payments
should be made on the basis ofDRGs.
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CftAPTER 7: COMPETITION
'Competition is not the problem, competition is the solution.
Gerard P Harvey, 1998.
I

7.1

Summary
The Advisory Group considers that prol1)oting competition in private health
insurance and in the provision of healthcare services must be seen as a vital
public policy objective.
The Advisory Group accepts that risk equalisation on its own is a barrier to
new entrants to the market. However, it is required because it is necessary to
protect the stability of community rating which is the primary public policy
objective. It remains essential that the parameters of the Risk Equalisation
Scheme are designed to minimise any disincentives to promoting competition
and efficiency.
The Advisory Group strongly endorses the recommendation of the
Commission on Health Funding regarding the movement towards full
economic costing. The rate for private beds must reflect the full economic
cost. It should reflect the cost of financing, the Casemix index, and a rate of
depreciation for the associated facilities. The rate should be struck before
taking into account the discretion of the hospital manager in contracting for
varying volumes at varying prices.
The Advisory Group considers that some of the existing payment structures
between insurers and healthcare providers (mainly hospitals and consultants)
are unduly rigid, preventing the emergence of more efficient and competitive
practices such as volume discounts on fixed price procedures. The Advisory
Group recommends that the Minister for Enterprise, Trade and· Employment
request the Competition Authority, under Section 8 of the Competition Act
(Amendment) 1996, to investigate and report on existing payment structures
and how they could be improved.
The Advisory Group recommends that the procurement of consultants'
services and the managing of private hospital beds should be at the discretion
of the local hospital management.
In order to allow a free market to evolve, the Advisory Group recommends
that the Department of Health and Children allows public hospit<!ls to set the
price of those beds designated as 'private'.

1-
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The Advisory Group strongly recommends that VHI be set up as a normal
insurance company and with a fully commercial mandate. This means, unless
VHI ceases to be in State ownership, that it should have reporting lines into
the Department of Public Enterprise, similar to any other commercial state
body, and should be charged with earning the same rate of return on capital as
a privately-owned insurance company. This is the only way it will succeed in
the marketplace, and the only way in which a marketplace conducive to
competition can be created.
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7.2

The role of competition

I
I

. Promoting competition in the markets for private health insurance and in the
provision of healthcare services must be seen as a vital public policy objective.
The State is under an express BU obligation to promote competition in the
market for private health insurance (the Third Non Life Directive together
with the State's general BU Treaty obligations).
Since the introduction of the Competition Act 1991, all anti-competitive
practices are illegal unless sanctioned by the Competition Authority or by
separate legislation which would take precedence over the provisions of the
1991 Act. We appreciate that deciding whether particular practices in
particular sectors amount to breaches of the 1991 Act can sometimes raise
complex questions which ultimately only the courts can decide. It is not for
the Advisory Group to decide if certain practices breach the 1991 Act or not.
. We can also appreciate that it can sometimes be a difficult task to achieve the
right balance between public healthcare policies, the need for regulation of the
industry and straightforward reliance on the broad sweep of competition
legislation. Nevertheless, it would be wrong to overestimate the extent to
which practices in the healthcare and private health insurance sectors are
immune to the provisions ofIrish and BU competition law.
There is overwhelming evidence from the economics literature and from day
to day intuitive observations that an environment of effective competition is
essential to promoting efficiency in resource utilisation and protecting
consumers' interests. Healthcare in Ireland absorbs massive resources. The
long-term trend in the growth of expenditure is very disturbing, as we shall
illustrate later.
The Advisory Group has been struck by the extraordinary absence of a culture
of market efficiency and competitiveness in many areas of the healthcare
sector. Attitudes and practices, including those of public authorities, must
change if the spiral in expenditure growth is to be brought under controL
Later in this Chapter we indicate some areas where changes should be
considered. The fact that similar type problems have been experienced in
other countries does not absolve us from the need to tackle the problems.
The private health insurance market in Ireland is particularly exposed to
inefficiencies in the healthcare sector because private insurance accounts for
such a high share of expenditure on healthcare - hence the vital link betWeen
competition in the private health insurance market and in the healthcare
market. The healthcare market must itself be sufficiently attractive in the long
term, if existing insurers and potential new entrants are tq be expected to give
of their best and allow the customer reap the benefits of competition.
These issues are discussed further in the remainder of this Chapter and in
Chapters 8, 9 and 10.
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7.3

Risk equalisation as a barrier to competition
'The ability to gain / lose market share is the essence of competition,
and serious questions must be posed in relation to the competition
'
effects of the Risk Equalisation Scheme. '
Wi//iam Fagan, Director of Consumer Affairs.
The Advisory Group was asked to consider, inter' alia, 'the need for the Risk
Equalisation Scheme to be clearly and effectively consistent with meaningful
competition, commerciality, and innovation '. Throughout this report, the
Advisory Group has drawn an essential linkage between community rating and
risk equalisation, and this forms a core aspect of its recommendations.
However, the Advisory Group has also emphasised its belief that competition
is essential to the interests of consumers, and it has had difficulty in
reconciling a truly competitive market with the need for risk equalisation. In
fact, the Advisory Group would go so far as to say that risk equalisation is a
barrier to market entry. In the complete absence of risk equalisation, new,
entrants could reap the full benefits of 'cherry picking' immediately after
, accessing the market. The short-term attractions of market entry would be
enticing.
The Advisory Group's terms of reference make it clear that it is public policy
to protect the stability of community rating, and that the facilitation of
competition is to be subject to this. If the primary policy had been to facilitate
and encourage competition and the secondary objective had been the
protection of the stability of community rating, the Advisory Group would
have recommended a scheme of risk equalisation bas,ed only on age and
gender, as described in sectiori 6.5. This would have offered considerable
encouragement to new entrants to enter the market.
The Advisory Group therefore accepts that risk equalisation on its own is a
barrier to new entrants to the market. However, it is required because it is
necessary to protect the stability of community rating which is the primary
public policy objective. It remains essential that the parameters of the Risk
Equalisation Scheme are designed to minimise any disincentives to promoting
competition and efficiency

7.4

Encouraging competition among insurers
Competition is unquestionably in the interests of consumers. The emergence
of competition requires the development of policies whose objective is the
stability of the private health insurance market. There is conflict between the
objective of ensuring stability of the private health insurance market and the
objective of encouraging competition. It is imperative that the need to protect
the stability of the private health insurance market does not dampen the will to
promote effective competition. Furthermore,competition will support the
stabilisation of the level of the unfunded liability. In this context, it must be
remembered that the policyholders attracted by each new insurer will carry
past unfunded membership rights.
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'In the US, the Fair Trade Commission begins to investigate an
insurer, provider or HMO if their market share exceeds 35%.•
Presentation by the University of Denver at UCD, January 1998.
The present market structure cannot, therefore, be characterised as
competitive. Theory would point to somewhere in the region offour to
six companies as constituting a competitive market. '
Centre for Insurance Studies, UCD
In some' other markets, competition policy has an overriding objective of
ensuring that effective monopoly or cartel situations do not arise. It is a
fundamental principle that such situations are not in the public interest.
Regulators become concerned because of fears of the abuse of a dominant
position. The application of this principle to the Irish private health insurance
market would require that there should be at least 4 to 6 health insurers in the
market.

I
I
I

Since the implementation of the 1994 Act, little interest in the private health
insurance market has been shown by new insurers. Some reasons for this are
discussed in section 7.8.

7.5

Encouraging competition among healthcare providers
It is vital to promote real competition among health~are service providers. For
this to emerge, there is a requirement for better data relating to the resource
intensity of each hospital. This will assist in the selection of preferred
hospitals in the study of Casemix indices and adjustments for anomalies.

The following analysis shows that consultants' claims vary at different
hospital types:

Chart 7.1
Analysis of Consultants' Private Patients Claim
Cost by Hospital Type
Source: Private Health Insurance Industry Data 1997
Public

21%

Voluntary
31%

6%

11%
0%

Acute
31%

Page 43

I
I
I
I
I
I
I
I
I
I
I
I

Reporl of the Advisory Group on the Risk Equalisation Scheme
However, this analysis must be treated with care because the split between
hospitals' and consultants' costs can vary greatly by type of hospital. For
some hospitals, the consultants' costs represent a very small portion of the
total claim.
Further analysis is therefore required to examine the nature of the consultant
resource intensity relative to medical outcomes. This would shed light on the
current level of resource allocation to acute and hi-tech hospitals.
Private beds

A policy statement of the Department of Health and Children commits it to
promoting private and public practice in the one location in order to extend
high quality professional competence in the public sector.
Investments by public hospitals in private facilities are not subject to the
normal capital appraisal rigors such as, inter alia, projected volume
throughput, cost of financing, range of procedures to be offered, e.g. fixed
price or cost plus formulae. Instead, facilities are being provided to meet
commitments under the 'dual contract' arrangement with hospital consultants.
The Minister for Health and Children currently sets a fixed price for private
beds in public hospitals. This fixed price does not reflect:
•

the economic cost of private beds, and, in particular, does not include
depreciation

•

disparities regarding location, level of fit out and procedure carried out

'Those opting for private care should meet the full cost of treatment, . 2
'Each health service manager should have to ensure that the cost per
unit of services for which he or she is responsible is quantified on a
continuing basis' 3
'The evaluation of the most cost effective way of providing a given
service should be carried out by those responsible for its management'
4

'

"Unless doctors can demonstrate that they are acting efficiently they
may be acting unethically. To provide healthcare inefficiently is to
deprive potential patients of care from which they could benefit. Such
behaviour is unethical.. . ... ' 5
The Advisory Group strongly endorses the recommendation of the
Commission on Health Funding regarding the movement towards full
economic costing. The rate for private beds must reflect the full economic

I
;f~

2 Commission

on Health Funding 1989 p 11

3 ibid p 183
4

ibid p 190

5 A Maynard 'Is It Ethical To Be Cost Effective?' (Paper presented to Irish Matron's Association 1988)

:;

':I~l
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cost. It should reflect the cost of financing, the Casemix index, and a rate of
depreciation for the associated facilities. The rate should be struck before
taking into account the discretion of the hospital manager in contracting for
varying volumes at varying prices.
Proper pricing would also reduce anomalies, such as inappropriate recoveries
from insUrance companies in respect of motor and other accidents, and unfair
price competition between private beds in public hospitals and private beds in
private hospitals.
The Advisory Group recognises that private health insurance premiums will
increase in the short term because of this recommendation. Over time, the
benefit~ of cC'm'::'etitioT'. wm counteract and offset th1S.

7.6

I

Payment structures

I·

The Advisory Group considers that some of the existing payment structures
between insurers and healthcare providers (mainly hospitals and consultants)
are unduly rigid, preventing the emergence of more efficient and competitive
practices such as volume discounts on fixed price procedures. The Advisory
Group recommends that the Minister for Enterprise, Trade and Employment
request the Competition Authority, under Section 8 of the Competition Act
(Amendment) 1996, to investigate and report on existing payment structures
and how they could be improved.

I
I
I.

Encouraging competition on claims cost management
Given the lack of opportunity under risk equalisation for insurers to compete
on claims utilisation (other than eliminating 'unnecessary medicine'), thei,r
attention turns to claims cost management. This differs from claims
processing in that it seeks to address:
•

the effecti veness of the proposed treatments (medical outcome)

•

the efficiency of the provider resources used to produce the outcome

•

the cost effectiveness and appropriateness of the resources consumed

For more active claims management to evolve, there is a requirement for
better and more transparent data to be readily available to interested parties,
and for a culture of competition to emerge.
This issue is considered in detail in Chapters 9 and 10.

7.7

I·
I,

Promoting competition in private bed management
The role of Comhairle na nOispeadeal in limiting globally the creation of
appointments in the public sector under the Dual Contract arrangements (or
Category II contracts from Jan 1 1998) has the effect, albeit unintentionally, of
limiting the capacity and distribution of private beds in public hospitals. The
Advisory Group recommends that the procurement of consultants' services
and the managing of private hospital beds should be at the discretion of the
local hospital management.
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The general control through budgeting processes in health care has
been studied, e.g. by Borgenhammar (1968, 1979) and by Anell
(1990). In these studies the budgeting processes are described as ,
incremental, i.e. dealing mostly with marginal changes from the
existing 'order '. Mainly, budgeting may be regarded as a legitimising
device more than an instrumental control process. '
Holmberg (1997)
The effect of global budgeting and 'net receipts' based budgeting by the
Department of Health and Children and the major insurers has been to deter
the managers of the private facilities (in public hospitals) from engaging in
bidding for volume procedures, at other than budgeted costs.
In order to allow a free market to evolve, the Advisory Group recommends
that the Department of Health and Children allows public hospitals to set .the
price of those beds designated as 'private'.

7.8

Restructuring VHI for competition
The existing relationship between VHI and the State is not conducive to the
emergence of competition.
The Department of Health and Children has three separate roles that sit most
uneasily together:
•

responsibility for the public health service;

•

the regulation of the private health insurance market; and

•

ownership of the largest private health insurer.

A satisfactory resolution of these conflicts is an essential precursor for
competition. In this context, it must be remembered that EU law requires
industry regulators to be independent of industry owners. The consequence of
this is that it will be necessary in the future to have very clear lines of
demarcation between ownership and regulation.
I

It is clear to the Advisory Group that the current relationship between VHI and

the State is discouraging the emergence of new entrants to the market. There
is a perception that the market is not one in which all insurers will have an
equal relationship with the various agencies of the State. Furthermore, VHI's
lack of a commercial mandate is a significant unattractive feature of the
market.
The Advisory Group considers that these problems would be most
comprehensively addressed ifVHI were to cease to be in State ownership
The Advisory Group strongly recommends that VHI be set up as a normal
insurance company and with a fully commercial mandate. This means, unless
VHI ceases to be in State ownership, that it should have reporting lines into
the Department of Public Enterprise, similar to any other commercial state
body, and should be charged with earning the same rate of return on capital as
a privately-owned insurance company. This is the only way it will succeed in
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the marketplace, and the only way in which a marketplace conducive to
competition can be created.
In the event of VHI remaining in State ownership, the Advisory Group
proposes that VHI should be set up as a properly funded and structured
insurance company. It would need a capital injection of £60 million or so to
meet a typical level of general insurance solvency. The Advisory Group
proposes that the problem should be tackled by Government on an integrated
basis and not piecemeal. The proposed restructuring would address any
residual perception that VHI enjoys preferential treatment from the State and
that the restructuring proposed is with the intention of providing the 'level
playing pitch' that the other players in the market place would rightly insist
upon.
Furthermore, the Advisory Group believes that VHI and its
policyholders will be better served by being properly structured for, and by
being unambiguously committed to, a competitive marketplace.
The Advisory Group recognises that private health insurance premiums may
increase in the short term because of the recommended restructuring of VHL
Over time, the benefits of competition will counteract and offset this.
The resulting market structure is described in section 8.3.
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CHAPTER 8: REGULATION AND STRUCTURE OF THE
-MARKET
'The Government has statutory power to direct-policy of the dominant
health insurer (VHI), while simultaneously having responsibility for
supervising the market within which it operates. This runs counter to
the principle of good governance and equity, and, indeed, also
constrains the ability of VHI itself to adapt to the new post Third
Directive environment. '
Professor Ray Kinsella, Centre for Insurance Studies, UCD.

8.1

Summary
The Advisory Group recommends that the Health Insurance Authority (HIA)
should be set up immediately, and that its Chief Executive should be
appointed without delay and be in position by 1 September 1998.
The Advisory Group recommends that the State's responsibility for assessing
the competence of consultants for appointment in public hospitals should be
extended to assessing the competence of any consultant to practice in the
State. The State should also take responsibility for licensing providers of
alternative medicine. Where an insurer procures a service outside the State,
the HIA should assess the competence of the service provider.
The ongoing prudential and financial supervision of private health insurers
should, like all other insurers, be monitored by the Department of Enterprise,
Trade and Employment.

8.2

Background
The private health insurance market is controlled and regulated by the
Department of Health and Children. Prior to January 1997 the market was
composed of VHI and -a number of special schemes where membership is
mainly confined to people of a common vocational or occupational group and
their dependants. Some of these schemes provide cover which supplements,
rather than replaces, private health insurance. It is estimated that, in total,
these schemes provide cover for somewhat in excess of 100,000 people. This
compares with a total of 1.4 million people covered by private health insurers.
These special schemes are as follows:
•

St. Paul's Garda Medical Aid Society

•
•

ESB Staff Medical Provident Fund

CD

The Goulding Voluntary Medical Scheme

CD

Prison Officers Medical Aid Society

CD

New Ireland/Irish National Staff Benevolent Fund
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ESB Marina Staff Medical Provident Fund
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•
•

Irish Life Assurance plc Medical Aid Society

•

Irish Life Assurance plc Outdoor Staff Benevolent Fund

•

CIE Clerical Staff Hospital Fund

Sun Alliance Ireland Staff Medical Expenses Scheme

With the arrival of BUPA in early 1997 the market took on a new complexion.
For the first time since its creation in 1957, VHI was faced with competition
from a major international insurer.
The Health Insurance Act 1994 anticipates a competitive market environment
and provides for the establishment of The Health Insurance Authority. The
HIA, when constituted, will be empowered to manage and administer any
schemes prescribed under Section 12 of the Act, including the establishment
of a Risk Equalisation Scheme. There is also legislative provision for the
appointment of a 'Chief Officer' of the Health Insurance Authority, to be
known as its Registrar and Chief Executive.
The 1994 Act provides, inter alia, that the Minister for Health and Children,
with the consent of the Minister for Finance, may confer chosen insurance
functions on the new Authority, as may be considered appropriate. The HIA
is intended to be the private health insurance industry Regulator.

8.3

Proposed market structure
The Advisory Group recommends that the roles of the various agencies which
have a responsibility relating to private health insurance should be as follows:
Department of Health and Children
•

Overall healthcare policy and the role of private healthcare within this
policy.
.

•

The provision of private facilities in public hospitals, including a
proper assessment of the capital expenditure involved.

•

The licensing of private healthcare service practitioners including those
providing alternative medicines (with the various professional
organisations)

U
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Health Insurance Authority
•

Regulation and operation of the Risk Equalisation Scheme

•

Preserving a competitive market for private health insurance

•

Maintenance ofDRGs and data standards

•

Introduction of Unfunded Lifetime Community Rating

•

Annual calculation of Unfunded Liability relating to private healh
msurance
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•

Notification of new health insurance products

•

Maintenance of schedule of minimum benefits (with the Department of
Health and· Children) - both specified procedures and associated
payment levels

•

Competition between servIce providers (with the
Authority)

•

The approval of facilities and servIces offered by health msurers
outside Ireland

Competition

Department of Enterprise, Trade and Employment
•

Prudential and financial supervision of health insurers

•

Appointments of health insurance company actuaries

Department of Public Enterprise
•

8.4

Ownership and corporate governance of VHI

The role of the Health Insurance Authority
'It would be preferable if the decisions in relation to the application of
any such (risk equalisation) schemes should be in the hands of a
disinterested independent regulator ..
William Fagan. Director of Consumer Affairs.
The Advisory Group recommends that the Health Insurance Authority (HIA)
should be set up immediately, and that its Chief Executive should be
appointed without delay and be in position by 1 September 1998. The
Advisory Group agrees that the HIA should report to the Department of Health
and Children. The existence of the regulatory function would greatly facilitate
the smooth introduction of the Risk Equalisation Scheme.
T~ie

Advisory Group recoffiluends the following additiunal roles for the HIA:

Preservation of a competitive system
The HIA should have a responsibility to ensure a free and orderly market in
health insurance products and in private healthcare services.
The HIA should also have a responsibility ensure that any new insurer has
access to private healthcare service providers.
Implement Unfunded Lifetime Community Rating

I
';'Ij;~
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It is imperative to contain the size and rate of growth of the private health
insurance system's unfunded liability, which is a quantification of the intergenerational subsidy. In the event of community rating failing; older
policyholders would face a rise in premiums to a multiple of their current
premIUms. This could arise after a lifetime subscribing to the private health
lI1surance.
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In Chapter 6, the Advisory Group recommended a move to Unfunded Lifetime
Community Rated premiums. There is a need for further work on the
methodology for calculating the premiums and on transition arrangements.
The HIA should oversee this work, and, 'cnce agreed, should ensure unifonn
application of the methodology. Each insurer should be required to appoint an
actuary to detennine the unfunded liability in respect of its policyholders.

Quality of data submitted
The HIA should supervise the Risk Equalisation Scheme and should ensure
that there is unifonn application of actuarial methods and data coding. It
should ensure that risk transfers between insurers are carried out on an
equitable and like basis. It may delegate that responsibility to a qualified
actuary appointed to each health insurer and approved by the Department of
Enterprise, Trade and Employment.

Produce an annual report
The HIA should be required to produce an annual report to Government. The
report should:

8.5

•

focus on the stability of the market

•

quantify the level of the unfunded liability relating to private healh
msurance

•
•

assess the state of competition in the market

•

express views on any other matters it deems relevant

assess the state of the private healthcare provision

Protection of
standards)

consumer

interests

(Medical

quality

The competencies and continuing professional standards of health
professionals are primarily the responsibility of the Department of Health and
Children, but are delegated to professional membership bodies, which have a
Code of Practice, a Code of Ethics, a disciplinary procedure and a process for
monitoring Continuing Medical Education (CME).
The Department of Health and Children should periodically review processes
within the professional organisations to ensure that self-regulation is being
properly discharged. The issue of health and safety (e.g. hours worked) could
be addressed in this structure.
The Advisory Group recommends that the State's responsibility for assessing.
the competence of consultants for appointment in public hospitals should be
extended to assessing the competence of any consultant to practice in the
State. The State should also take responsibility for licensing providers of
alternative medicine.
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'There is a need for medical professionals to be licensed - mistakes are
often non reversible and charlatans 'fees. however low, are clearly bad
value for money..
Dr R. 0 'Connor FIA, UCD.

Where an insurer procures a service outside the State, the HIA should assess
the competence ofthe service provider.

8.6

Regulation of solvency
The ongoing prudential and financial supervision of private health insurers
should, like all other insurers, be monitored by the Department of Enterprise,
Trade and Employment.
Although health insurance is operated within the non-life insurance regulatory
environment, it has much in common with life assurance. A separate
regulatory system, positioned between the current systems for life assurance
and non-life insurance, should reflect this.
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CHAPTER9~· TFiE PRIVATEHEALTHCARE:INDUSTRY

9.1

Summary
In this Chapter, the Advisory Group reviews specific aspects of healthcare
management with a view to the development of a more productive and
efficient industry.
The Advisory Group recommends that the use of DRGs should be the
cornerstone for the development of a competitive health insurance market.
Clinical protocols have benefits for patients and healthcare managers. They
allow expertise to develop in particular areas, reduce errors, improve
outcomes, and once benchmarked, can be· 'defensible medicine'. The
Advisory Group recommends that insurers adopt clinical protocols for
procedures that are either high cost or high volume.
The Advisory Group recommends that QAL Y methodology should be adopted
across the private healthcare industry, and that the Department of Health and
Children initiates the necessary work on measuring medical outcomes as a
matter of urgency before the introduction of QAL Ys.
The Advisory Group recommends that insurers and providers introduce fixed
price procedures as a means of encouraging cost containment and promoting
competition.
The Advisory Group welcomes the current Department of Health and Children
Casemix initiative. This initiative will need significant investment and
educational programmes if it is to become timely and relevant to the delivery
of cost effective healthcare.
There are cost containment issues of significance affecting both insurers and
patients. However, there is an apparent reluctance to conduct a public debate
on healthcare, its standards and affordability, and the Advisory Group believes
that initiatives in these areas are overdue.
The Advisory Group recommends the establishment of data standards to
facilitate high quality information and to provide meaningful analyses of the
entire healthcare system.

9.2

Medical inflation
'Use technology wisely. Medical technology can be your friend or
your foe. If you use it primarily as a mar'keting tool, technology will be
your foe. It merely increases your costs. But if you use it to enhance
the productivity of the healthcare process, it will be your friend. The
new market-driven healthcare system will reward cost-effective
provl'ders. ,6

,:
6 'Market-Driven Health Care', Regina E. Herzlinger, 1997.
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The phenomenon of medical inflation hangs heavily over the health services in
general. In essence, the result is that the annual cost of the provision of health
services rises by a mUltiple of the level of general inflation - as much as three
times or so. This is the outcome of large expenditures on new technological
medical procedures and the extraordinary costs of research and development
incurred in the quest for better healthcare. Real economic costs will never be
isolated in the private sector unless there are cost systems that continually
pinpoint areas of excessive expenditure. Good monitoring systems would
facilitate a wider debate on the absolute necessity and affordability of some of
these expenditures. At present, vast expenditures result from the unilateral
decisions of the medical profession, without systematic management scrutiny
or medical accountability.
The table below illustrates the level of medical inflation over recent years.

Chart 9.1
Total Claims Growth in excess of Price Inflation
10%
9%
8%
7%
.c:
.... 6%
~
0...
5%
C!)
4%
:::!e
0
3%
2%
1%
0%
1991

1992

1995
1993
1994
Year Ending 28th February

1996

1997

Source: 1PT Actuarial Services Limited

Over the period 1991 to 1997, the average growth in membership of VHI
Plans A to E was 2.5% per annum. Allowing for new members being, on
average, younger than the overall membership this is likely to have accounted
for approximately 0.5% per annum of the growth in claims costs.

I
jl~

In addition, part of the growth in claims costs during this period related to the
introduction of full indemnity for consultants' fees under the Full Cover
Scheme.
Taking these two factors into account would suggest an average rate of claims
inflation in excess of price inflation in the region of 5% to 6% per annum.
One reason for the rate of increase is the progress of medical technology and
its ability to treat cases that were beyond historical medical practice. Medical
cost inflation originates in the US in relation to research and development in
the area of medical practice, phannaceuticals and medical equipment.
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Another significant cost factor has been the increasing risk of legal exposure
in medical negligence cases, leading to defensive medicine. There is room for
comprehensive and proactive risk management programmes within the health
sector to identify risk, and quantify, manage and reduce exposure, such that
the rate of growth in medical claims can be curbed.
Patients' expectations are also conditioned by medical PR, leading to demands
by patients for expensive leading edge technology.
'Patients coming into our hospitals are able to tell us what the state of
progress on drug trials relevant to their condition ... all taken from the
Internet. '
Oral presentation
The amount of medical information available on the Internet is already
extensive- see Appendix 7.

9.3

Diagnostic related groups
DRGs are a set of codes used as a basis for capturing information on the
nature of patient conditions. Although this process has some detractors, it
confers significant advantage by standardising procedures so that it is possible
to measure, cost and direct activities towards desirable medical outcomes. It
is, in fact, the basis for the measurement of Casemix in Irish hospitals, where
it is generally referred to as the medical diagnostic category (MDC) or general
area of specialty.
The Advisory Group recommends that the use of DRGs should be the
cornerstone for the development of a competitive health insurance market, and
has recommended their adoption for the purposes of risk equalisation. Two
written submissions, which recommend the use of DRGs in the calculation of
money transfers under the of the Risk E~ualisation Scheme, are critical of the
lack of availability of the necessary data. The Advisory Group feels that it is
imperative that the healthcare industry develops better information to:
•

support the basis for transferring money between insurers;

•

facilitate competition between healthcare providers in the healthcare
system; and

•

measure the impact of actions taken in support of strategic objectives.

This is deait with further in section 9.10.

9.4

Clinical protocols
Clinical protocols have benefrts for patients and healthcare manageH:S. Thley
allow expertise to develop in particular areas, reduce errors, Improve
outcomes, and once benchmaI~ked, can·1Je 'defensible medicine'.

7 The

Department of Health and Child,en and the Society of Actuanes in Ireland.
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One of the main benefits of clinicalprotocols is the reduction in the variation
of patient treatments. Such variation is often referred to as the degree of
medical fr~edom afforded the consultant. However this degree of freedom has
an associated cost, which is not measured and not understood by the patient. It
translates into higher stockholding costs, higher equipment levels etc.
As an example of medical variation, in a study in the US, one hundred and
thirty five. GPs were asked how to treat a particular condition. Eighty two
different treatment approaches were proposed, with different costs and
effects 8.
Standardisation is accepted in other industries as a necessary and cost effective
limitation of choice in the interest of making savings from economies of scale.
The patient and insurer have an interest in seeing that this tenet is clearly
visible in a system which is poor on accountability. .
The Advisory Group recommends that insurers adopt clinical protocvis fur
procedures that are either high cost or high volume.
The following charts illustrate the areas which are incurring the highest costs.
They are intended to highlight those areas which might benefit from early
attention to clinical protocols.
Chart 9.2

Analysis of Claims Cost by Specialty·

Others

2%

Surgery
34%

1%

Obstetrics
8%

Internal
Medicine

19%

16%

I
'fi~

I

Source: Private Health Insurers

A.O Berg, 'Variations among Family Physicians' Management Strategies for Lower Urinary Tract
Infections in Women; a report from the Washington Family Physicians Collaborative Research
Network' Journal of the American Board of Family Practices (September/October 1991)pp 327-30

8
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Chart 9.3
Analysis of Internal Medicine by Specialty
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Chart 9.4

I

Analysis of Surgery Claims Cost by Specialty
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Source: Private Health Insurers

It was stated in presentations to the Advisory Group that too many procedures
are carried out by highly qualified consultants, where these could be
undertaken with equal competence by GPs, There is a differential between the
rate for a procedure carried out by a consultant and the same procedure carried
out by an adequately qualified GP, It has been argued in presentations made
to the Advisory Group that some consultants are carrying out procedures for
wtich they are over qualified,
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'An intermediate grade of cons~/tant should be introduced, ,
Commission on Health Funding 1989, page 21
The Advisory Group is not in a position to decide on the merits of this
argument. Effective competition between insurers will decide the issue,

9.5

Medical outcomes
There is a substantial relationship between mortality and morbidity
rates. This relationship requires further investigation to determine
more precisely the relationship between the onset of morbidity and
subsequent death. '
Professor Steven Haberman FIA, Dean of the School of
Mathematics, Actuarial Science and Statistics.
City University, London.
'Given the imperfect information available, it is not possible to judge
with certainty whether the level of resources currently being used by
the health services is, in fact, delivering the maximum output possible'
(the efficiency argument). '
Commission of Health Funding 1989, page 7
'Information on the effectiveness of specific services and method of
service delivery drawing on international and local research. as
appropriate, should be an important part of health service planning. ,
Commission on Health Funding 1989, page 184
'Information needed to inform choices for appropriate healthcare
involves evaluating the effectiveness of specific treatments and of ways
in which services can be delivered to meet patient needs most'
effectively. '
Commission on Health Funding 1989. page 183
'An attempt. albeit controversial, to come to terms with this problem
(measuring outcomes) can be found in the development over the last
decade of the concept of Quality Adjusted Life Year QALY. .
Commission on Health Funding 1989. page 184
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Healthcare is a scarce resource, which must be efficiently allocated if medical
inflation is to be contained and private health insurance is to survive, By
comparing therapies in standardised units such as cost per QALY (quality
adjusted life year) gained, policy makers can make informed decisions on
which programmes should be expanded and which should be cut back. This
reduces the impact of 'fashion' in healthcare and will help reduce use of
'unnecessary medicine'.

J;1

Measuring systems to assess medical outcomes will be needed to give effect to
this,

I·:

The Institute and Faculty of Actuaries in the UK have established the
Continuous Mortality Investigation Bureau for measuring mortality and
morbidity rates. This work could be adopted by the health insurance industry
as a starting point for the estimation 0 f QALY s.
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The Advisory Group recommends that QAL Y methodology should be adopted
. across the private healthcare industry, and that the Department of Health and
Children initiates the necessary work on measuring medical outcomes as a
matter 0 f urgency before the introduction 0 f Q AL Ys. The adoption 0 f Q AL Y
methodology has the objective of eliminating unnecessary medicine. The
QAL Y medical audit of clinical outcomes should be carried out within the
Department of Health and Children.

9.6

Fixed price procedures
The use of a 'rate for the job' has been an accepted way of doing business in
most industries for many years. This most desirable development has not yet
arrived in the medical area in this country, because of the fee for service
remuneration structure for consultants and the 'cost plus' reimbursement
system operated by insurers. Partnerships will have to evolve between
consultants and hospitals to tender on an all inclusive fixed price basis. There
may be a role for GPs in this process.
The Advisory Group recommends that insurers and providers introduce fixed
price procedures as a means of encouraging cost containment and promoting
competition.

9.7

The impact of the peer group is evident in that each hospital wants to have
equivalent facilities for each specialty. The consumer might ask 'would it not
be better to have single specialties with world class facilities?' or 'should the
consumer seek to have his procedure carried out in a medical centre in another
EU country where medical outcomes might be statistically better?'.

;'··'·"i. j;
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Peer group influence

r:-':_

Peer group comparisons are central to measuring outcomes and controlling
costs. This requires standardisation of data and prompt evaluation. The
Advisory Group welcomes the current Department of Health and Children
Casemix initiative. This initiative will need significant investment and
educational programmes if it is to become timely and relevant to the delivery
of cost effective healthcare.

-·i

9.8

'Unnecessary medicine'
This is an area of great sensitivity and there are many conflicting factors. For
example, doctors may wish to treat patients with defensive medicine to avoid
accusations of medical negligence. Policyholders may be unhappy with the
projected medical ,outcome and demand further action. It is important that
standards are set in this area in a manner that is patently fair to the
policyholder, insurer and health providers alike, to ensure that all parties
understand and accept the agreed standards.
Many people express concern that aggressive medical intervention continues
long after it is warranted. There are delicate issues around patient and carer
involvement in case management. Moreover, there are cost containment
issues of significance affecting both insurers and patients. However, there is
an apparent reluctance to conduct a public dcuate on healthcare, its standards
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and affordability, and the Advisory Group believes that initiatives in these
areas are overdue.
A key question in the area of 'Unnecessary Medicine' concerns unnecessary
tests called for by junior hospital doctors for various reasons but principally, it
has been pointed out to the Advisory Group, through a fear of litigation.
There is often a lack of appreciation on their part of the cost of the resources
consumed. One hospital, in a verbal submission, urged that junior hospital
doctors should be actively dissuaded from requesting tests where the treatment
contemplated would be no different as a result of the test.
The Advisory Group requested an analysis of the top 10 major diagnostic
categories and the top 10 individual DRGs carried out by hospital consultants.
It emerged that the largest category of individual DRG covered general
medical investigation. Perhaps there is a perverse incentive in favour of
carrying out such investigations on an inpatient basis when outpatient services
would be more appropriate and more cost effective.

9.9

Informing consumers
As already stated in this report there is a very important role for the HIA in
ensuring that the public at large is fully informed of the issues surrounding
private healthcare. Consumer choice should always be based on informed
oplmon. Patients and the public at large have no real basis for making
informed health choices. They are very much in the hands of their GP for
views on the competence of a particular consultant. Some hospitals publish
waiting lists by specialty for the information of GPs.
Consumers 0 f health insurance (0 f whom ten per cent will become claimants
as patients of the frivate health system each year) expect a good service at a
competitive price. There is a role for ensuring that consumers are well
informed. However, currently, consumers are largely uninformed when
making healthcare choices. There is therefore a need for the regulator to
undertake this role, and, in particular, to enforce appropriate standards of
disclosure in insurers' policies see Chapter 8.
In the US, there is a move towards the production of 'Ratecards', on which
hospitals produce scorecards by procedure. This is a significant development,
as it promotes customer choice and provides information on which to base the
healthcare buying decision.

I
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The Internet is having a strong effect in accelerating the patient's demand for
more information. The trend is already evident in the patient. group being
admitted to hi-tech hospitals. This will accelerate, as more children come
through secondary and third level colleges. Some hospitals in this country
have set up Internet websites, notably the Coombe Women's Hospital. So far,
the Internet is used for health promotional purposes, but this facility will
doubtless evolve to publish performance statistics. As patients become more

') derived from the VHI Armual Report for 1996
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infonned and the infonnation asymmetry is addressed, service providers will
cater for patients' real infonnation needs.
The consequences of the consumer not being adequately infonned of choices
and risks can lead to an accusation of mis-selling. In private healthcare there
is certainly a requirement for better infonnation.

9.10 Information technology and data standards
Considering the immensity of the healthcare arena, it is beyond argument that
the quality of infonnation available must be of the highest order. Only in this
way can there be acceptable controls over costs and productivity. The
Department or'Health and Children has taken important initiatives, especially
in regard to Casemix analysis, but much more needs to be done. Credible
control systems throughout the health services will ensure that waste is
minimised. The opposite also applies; without good control systems, it is
reasonable to assume that some diseconomy is at work, perhaps on a wide
scale.
Significant savings could be expected from infonnation sharing, such as
studies on medical outcomes and EDI between hospitals and suppliers.
lnfonnation sharing requires collaboration on the setting of data standards.
Cost analysis is also an essential pre-requisite to the orderly development of
competition between private beds in public hospitals and the private hospital
sector. Cross-subsidisation between procedures is inevitably occurring, as
pricing has more to do with 'what the traffic will bear' than what a medical
procedure actually costs. Soundings taken from service providers suggest that
there is some way to go in developing suitable cost infonnation. This lack of
infonnation is claimed by some to be a significant deterrent to the emergence
of managed care plans, and the Advisory Group is inclined to accept this.
Current infonnation technology systems based on relational databases have
the ability to extract data by individual consultant. This offers the opportunity
for better quality data to support medical audit than emanates from peer group
reviews of cases. These systems also pennit data to be benchmarked, and
changes made to improve outcomes.
It was said in a number of submissions that hospitals and primary care GPs are
significantly under-invested in infonnation technology, perhaps because of
soaring patient demand on GPs' time and negative aspects of global
budgeting.

The Advisory Group recommends the establishment of data standards to
facilitate high quality infonnation and to provide meaningful analyses of the
entire healthcare system: The latter would allow the isolation of risk factors
and the distillation of past experiences into clinical pathways, and would
empower consultants to deliver the same quality of care at all levels.
Interested professionals, e.g. epidemiologists, should have access to the
aggregate claims data by type. This would to enable them to study trends and
draw inferences which would have a beneficial impact on public health and
healthcare issues.
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CHAPTER 10: COST CONTAINMENT
'Effective cost control is the hallmark of any well-run business ..
Gerard P. Harvey.

10.1 Summary
This Chapter highlights the need for a professional approach to cost control
across the whole spectrum of the health services, with particular emphasis to
the private health area. A partnership approach is called for in which the
insurers, the consultants and hospitals would combine to ensure that the endprice to the consumers is always kept within affordable limits. Necessary
conditions of such a partnership approach are a 'cost mentality' on the part of
all participants and the presence of effective cost measurement systems that
will produce information on which sound cost/pricing strategies can be
devised and agreed.
The view is expressed that continual resorting to price hikes, while the
escalation of costs remains unchecked, will ultimately lead to private health
insurance becoming unaffordable.
In this context, the Advisory Group recommends that a formal system of
Activity Based Costing - scientifically devised and professionally managed be introduced as a matter of urgency. The Advisory Group also recommends
that the Department of Health and Children carry out research into the cost
drivers in the health service with a view to improving control mechanisms.
The Advisory Group recommends that the Department for Health and
Children take a lead role in introducing information technology systems
throughout the private health industry. Modern management practices should
be widely adopted in the areas of cost control, productivity measurement and
innovative marketing management. The Advisory Group's view is that
competition should act as the most effective brake on cost escalation.
The Advisory Group recommends that a planned programme of public
information to reassure subscribers about the efficacy of the system should be
put in place.

10.2 Background

.1

Private health insurers directly control only a small part of the total costs of
the end medical product. They 'package' the overall costs of healthcare
services, the great bulk of which lie with the healthcare providers, principally
hospitals and individual hospital consultants. Pricing of the healthcare product
is an amalgam of the costs incurred by the providers of the private healthcare
service plus an 'addition' to cover the insurers' costs. This practice produces a
loose alliance rather than a 'partnership'. The hospitals and the consultants
are well insulated from public accountability for their costs, while the insurers, '
because of their exposure to the consumer, are often perceived as the main
cause of price escalation.

.)

",

'Ill
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1cr. 3 Cost measurement
From the Advisory Group's discussions with the various medical interests, it
seems that a 'cost mentality' which is vitally necessary for optimum economic
performance does not feature prominently in the Irish system. Moreover, cost
measuring methodologies are generally deficient by normal industrial
standards. In the business vernacular therefore 'what cannot be measured,
cannot be managed '. The position in this country is far from satisfactory.

I
I
I

Without reliable cost measurement there remains a doubt about the ability of
the healthcare industry to establish optimum pricing levels i.e. to ensure an
economic return on investment while maintaining high-quality service
standards. There appears to be an over-reliance on' price increases to bridge
the cost/revenue gap.
Pricing policies should reflect costs, but this
presupposes that there is accurate data on the costs of the individual medical
procedures in the first place. This is far from being the case.
'Unreliable cost information is an open invitation to disaster. . And
unintentional mispricing is only one of many potential disasters. Cost
information is used in making a wide range of strat{3gic and
operational decisions. So, with a flawed cost system. you are wide
open for a variety of competitive problems. How do you know if any of
these problems are occurring (in yoz,:r company)? You really cannot
know for sure without doing an activity based costing study. . 10
'Incorrect cost information can put you on a crisis course from which
you will never recover. It may lead to problems you can ill afford in
to-day's competitive environment. You may focus on the wrong
priorities and solve the wrong problems . . I I
Private health pricing policies are but a reflection of a complex method of cost
determination. The healthcare providers clearly benefit from the present
system of negotiation. The Advisory Group feels that the insurers could do
more to influence downward pressure on private healthcare charges in
negotiations. Finding a 'solution' to economic shortfall should not be effected
by resorting to regular hikes in premium prices. Economic strains in the
system should be shared by all of its participants and beneficiaries.

10.4 Cost based pricing

.

Price stability is a desirable goal. Annual price rises at the level of the
Consumer Price Index would be an acceptable definition of 'price stability'.
Recent price increases in premiums, and the spectre of serious price escalation
to come, perhaps significantly in excess of inflation, are real worries for
policyholders. Price stability is greatly influenced by medical inflation, which
is driving prices upward by a factor of three times the level of general
inflation. Medical inflation is also referred to in section 9.2 .

,
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Based Costing _ The Performance Breakthrough' by Peter B.B. Turney (\996) P.5
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ditto p. 19

Page 63

I

Report of the Advisory Group on the Risk Equalisation Scheme

'The report makes it clear that VHf will need further annual hikes of at
least 7% to maintain the current break-even position'

'If the Government was prepared to give away the VHf for nothing,
theoretically a commercial buyer would only have to remunerate the
additional £50 million capital it would have to put in. This would
require a one-offprice increase to the order of 13% to 14% '
' ..... it suggests that to obtain a return of 10% on its investment, the
investor would have to increase subscriptions by 16% etc. etc' 12
Sunday Tribune

These quotations, from a consultancy report commissioned by VHI which
were published in the Sunday Tribune on 8 March 1998, are typical of the
mindset in regard to pricing. There is no reference whatever in the article to
cost improvement. The Advisory Group considers that frequent price rises to
compensate for medical inflation will make private health Insurance
unaffordable before long.
Controlling costs in the public sector per se is a formidable challenge.
Comparisons are difficult to draw on, but the examples of An Post and
Telecom Eireann are very apposite. These organisations have benefited
significantly from their establishment as separate State sponsored corporate
entities with commercial mandates. The Advisory Group believes that this is
the direction in which the healthcare services should travel. VHI, for example,
is engaged in a commercial environment but is inappropriately structured for
the task. As presently organised it is more in the mould of a service provider
than a business enterprise, an obvious throwback to monopoly circumstances,
which no longer exist. It is not going too far to state that the future viability
and even the survival of VHI may be dependent on radical structural reform.
This has been considered in detail in section 7.8.

10.5 Activity based costing
'To achieve continuous improvement, you must be informed. You need
accurate and timely information about the work done (the activities)
and the objects of that work (the products and the customers). That is
what activity based costing (ABC) is all about. But gaining good
quality information is only half the battle. The real key to success is
putting ABC information to work to identify appropriate strategies,
improve product design, and remove waste from operating activities. '
13

I
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'Conventional cost systems provide little useful information about
what matters to the customer. Factors such as quality and service are
outside their domain. They report only finanCial information. Non-

.
i

~

Article entitled 'VHI requires f50million-plus Government cash injection', published on Sunday 8
\1arch 1998
12

I J . Activity

Based Costing', Tumey p.139
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financial information, about defects and throughput rates in each
aCtivity for example, is outside the scope of the conventional system. ' 14
'Activities Based Costing (ABC) concepts are simple and powerful,
and when applied across an organisation, are capable of achieving
rapid performance and profit improvements. Cost technology has been
helping organisations achieve their full potential. Cost technology can
take organisations through ARC disciplines and on to strategic and
operational transformation programmes. ' 15
ABC systems are found increasingly in the healthcare business. These
systems provide detailed economic intelligence about the work going on
abroad (the USA in particular) in healthcare institutions and the reasons for
performing that work. This intelligence facilitates calculation of the cost
!mpact of various strategic and operational decisions. These include decisions
about strategic direction of the enterprise, the design of products and services,
and the simulation of cost reduction opportunities.

I
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Performance measures describe the work done and the results achieved in an
activity. They tell how well an activity is performed. They communicate how
the activity is meeting the needs of its internal or external customers. They
include measurement of the efficiency of the activity, the time required to
complete the activity and the quality of the work done.
The Advisory Group recommends that a formal system of Activity Based
Costing - scientifically devised and professionally managed - be introduced as
a matter of urgency.

10.6 Cost drivers
Hospitals have cost data by specialty, and use Casemix to describe activities
and to make peer group comparisons. However, in discussions with service
providers, it became clear that hospitals are not in a position to match costs to
individual procedures. This lack of cost data leaves certain hospitals at a
disadvantage in responding to:
•

initiatives by insurers which seek commitment to a volume of fixed
price procedures; and

•

initiatives by some hospitals
authorities.

III

bidding for volume from health

The lack of cost data also conceals other worrying issues. For example, if the
data is not available, how is waste being controlled? How is capacity
utilisation being measured? The Advisory Group recommends that the
Department of Health and Children carry out research into the cost drivers in
the health service with a view to improving control mechanisms.
, :1
..~. ~l
.
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'Activity Based Costing - The Perfonnance Breakthrough', by Peter B.B. Tumey (1996) p.28

15

'Activity Based Costing - The Perfonnance Breakthrough', by Peter B.B. Tumey (1996) intro

'.
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1([ 7 Cost containment actions
The Advisory Group is strongly of the opinion that the Department of Health
and Children should make a commitment towards the implementation of
suitable information technology systems across the whole spectrum of the
healthcare services. The cost of new, open and integrated information
technology systems would be considerable but would only be a small fraction
of the massive annual expenditure on the healthcare services. Expenditure on
information technology should be self-financing. It is hard to imagine how
real progress can be made without coming to terms with this obvious
shortcoming.
.
The Advisory Group believes that where there are inadequate cost control
procedures, (and generally speaking we believe this to be the case in the
private healthcare system), there must be considerable opportunities for
economies as well. It will always be difficult to establish where such
opportunities lie unless the best possible information systems are put in place.
A major study of this whole sphere, therefore, should be undertaken at the
earliest date.

The new competitive environment has increased the value of
information about a company's performance. Competition and the
pace of change have made it more important than ever to have
information about how well you are achieving your goals. Changes in
information systems technology have also reduced the cost of
information. This makes it increasingly easier to obtain useful
information. ,16
The Advisory Group fears that untrammelled cost escalation in the system is a
serious threat to the future viability of the private healthcare sector. In
pointing to this, we believe that the Department of Health and Children, in
association with the various providers, should call for a systematic review of
healthcare expenditure, highlighting the need for a coherent and integrated set
I)f cost drivers. In the rrocess the true costs of medical procedures in the
private health area will be determined.
The Department of Health and Children has taken a significant forward step
through the Casemix initiative. To reinforce this we think that consideration
should be given to fully extending Casemix to Day care and Primary care. In
looking to the future the. Department should use its considerable influence and
leadership to ensure that suitable structures and modem management practices
are put in place throughout the private health sphere.

10.8 Competition and cost control
It is the Advisory Group's strongly held view that competition should act as an
effective brake on wasteful behaviour and create a pressure for the formulation
of improved cost/price policies. It is argued by some that the healthcare
industry is 'different' anc. that the presence of competition actually results in
16

Tumey p.27
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upward cost/price movement. The Advisory Group believes that the argument
should not be accepted. In bringing economic order to this problem, limits
must be imposed on medical inflation. The present 'costs plus' approach
leaves the entire industry very exposed. The co-operation of all parties would
be required for this problem to be adequately addressed.
The Advisory Group feels that the past monopoly of VHI has shaped a cost
pattern that is no longer appropriate in a competitive market. The presence of
BUP A and hopefully additional competitors will create a consumer oriented
environment featuring the maintenance of high quality services at stable
prices. The converse of this is not an attractive option. '
Reliance on sporadic media reporting, or on drip- feed communications, to
reassure the public on a subject as sensitive and as important as healthcare is
unsatisfactory. The Advisory Group recommends that a planned programme
of public information to reassure subscribers about the efficacy of the system
should be put in place. Now is the time to consider ways of gaining the
public's understanding and support through skilful communications processes.
Future policy determination against a background of the users' lack of
knowledge of the issues would be very unwise. There is a need for a more
open and collaborative attitude all round. An informed public would be a
better ally than a public that is left to interpret events for themselves. As said
repeatedly in this report, should there be any future difficulty in the private
health industry, it is the insurers who would feel the' effects at first; but the
problem would soon spread to the other interest groups. This points clearly to
the need for a fully collaborative and integrated approach.
There is a responsibility on all healthcare management to create an
environment in which collaborative war on waste and excess costs is fought.
It is recommended that a new approach t6 cost control should be agreed
between all of the parties in their own interest and in the consumers' interests
as well. The parties must work within cost parameters that find expression in
the form of a competitive pricing system.

I
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Appendix 1: Glossary
Acute health care
A pattern of health care in which a patient is treated for an abrupt and severe episode
of illness, for the sequel of an accident or trauma, or during recovery from surgery.
Acute care is usually given in a hospital by specialised personnel.

Adverse Selection
The process whereby higher risk people purchase insurance, and lower risk people
either do not join or leave to avoid subsidising the higher risks.

Ancillary cover
Services such as dental, prescribed optical appliances, physiotherapy, chiropractic,
hearing aids and speech therapy.

Asymmetric information
Two parties to a (potential) transaction have different information about the attributes
of the service or product. For example, a doctor has more medical knowledge than
the patient.

Average length of stay
The average (or mean) number of days of stay in hospital for a group of patients.

BUPA
Bl.TP A Ireland Limited, a subsidiary of The British United Provident Association
Limited, a mutual health insurer operating in several countries.

Capitation Payments
A reimbursement system which involves a primary care physician or dentist receiving
a fixed fee for every patient they are registered to treat in return for which they are
required to provide all the health services required by that individual.

Casemi..x
Describes the mix and types of patients treated by a hospital, according to their
medical conditions.

Clinical Protocol
Practice guides designed to assist practitioners make optimal decisions about health
care intervention.

Cherry Picking
In health insurance, refers to what insurers do when they enrol only the healthiest
people as a way of keeping claims costs down.

Co-ordinated care
Co-ordination of care of patients between different health programs or sectors of the
health system, usually by the assistance of care co-ordinators or managers.

Copayments
A form of cost sharing whereby the patient meets some or all of the costs of treatment
with out-of-pocket payments at the point of delivery.
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COlnsurance

An arrangement under which the cost of treatment is shared between the insurer and
the policyholder by means of copayments and/or deductibles.
Community Rating
The principle which guarantees access by all members of the community to private
health insurance, regardless of the risk each individual presents to the insurer.
There are two main variants of community rating, Single Rate Community Rating and
Lifetime Community Rating. Lifetime Community Rating in turn has two main
variants, Funded Lifetime Community Rating and Unfunded Lifetime Community
Rating.

I
I
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Cost per case
A system of reimbursement for health service providers which involves assessing the
bundle of services required in treating any particular class of case, combining this
with their costs (fee-for-service schedule) and arriving at a price for treating a case
that wi 11, on average, cover the cost. This payment is then made to the provider,
regardless of the bundle of services which the provider actually uses in the treatment
of any particular case.

Cream skimming
Adapting a service or product to appeal most to those people from whom the greatest
return can be obtained by the provider (usually the lower risks).

Day-patient
Patients admitted to a hospital bed during the course of a day for diagnostic
procedures or elective treatment which can be completed in a few hours, so that they
do not need to remain in hospital overnight.

Deductible

I
I
I
I
I

A fixed amount that the insured person must pay prior to the msurer assummg
responsibility for all or a portion of additional costs.

Diagnostic procedures
Procedures which aim to identify a disease or condition by a scientific evaluation of
physical signs, symptoms, case history and laboratory tests.

Diagnosis Related Groups (DRGs)
A convenient' way of classifying hospital in-patient casemix, which has a direct
relationship to resources used. The criteria for developing groupings are that they are
clinically meaningful and involve similar resource use. ORG treatments are then
funded by a fixed payment per diagnosis.
Fee for service
A reimbursement system whereby providers receive retrospective payment for each
service provided. The payment for different services may be stated in a pub lished
schedule. This method of payment produces incentives for doctors to provide a
greater quantity or quality of treatment than may be warranted.
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'Focussea/a-ctories'
A term coined by Regina Herzlinger of Harvard Business School to capture the notion
of economies of scale in elective surgeries, such that error rates are reduced and
competencies developed to a high level with excelient capacity utilisation of high
technology equipment.

Funded Insurance
An insurance arrangement under which, for a group of similar policyholders, the
excess of premiums over claims during their younger years is accumulated and
invested to pay the excess of claims over premiums during their older years.

Funded Lifetime Community Rating
An insurance system under which, for a given level of insurance cover, premiums rise
with age at entry. For a group of policyholders of the same age, the excess of
premiums over claims during their younger years is accumulated and invested to pay
the excess of claims over premiums during their older years. Premiums are set with
the objective of keeping premiums stable in real terms throughout a policyholder's
lifetime after entry to insurance.

Gatekeeper
A primary physician who manages and approves all services for the patients who
enrol in his practice.

General Practitioner (GP)
Physician who provides primary medical care and usually acts as 'gatekeeper' to
secondary care in the specialist and hospital sector.

Global budgeting
A reimbursement system whereby a fixed sum is paid to a provider during the course
of a year. In most systems which use global budgeting, the providers are required to
try to meet demand within the fixed budget during the year.

'Hit and Run'
The phenomenon of an individual effecting a health insurance policy to receive
benefits for medical expenses which are known to be looming - and then leaving after
those benefits are obtained. A form of adverse selection.

'Hit and Stay'
This occurs when people delay entry to health insurance until they reach a time of
their lives when health costs are expected to be high.

HMO (Health Maintenance Organisation)

1

,
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A group of managed health care organisations which differ widely but which
generally provide a pre·defined, comprehensive set of health services to a voluntarily
enrolled population. Providers are typically reimbursed on a capitation basis or
through some other risk-sharing arrangement. Some HMOs are integrated i.e.
undertake both the financing and provision of healthcare. Others use contracts'
between the HMO, insurers and providers.

.'
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In-Patient·
A patient who is admitted to a hospital or other healthcare facility for at least an
overnight stay

Inter-Generational Solidarity
The process whereby the young subsidise the healthcare costs of the old by means of
community rated premiums.

Level Rating
An insurance system which seeks to stabilise premiums m real tenns over a
policyholder's lifetime.

Lifetime Community Rating
An insurance system under which, for a given level of insurance cover, premiums rise
with age at entry, but remain stable in real tenns after entry. There are two versions
of this system, Funded Lifetime Community Rating and Unfunded Lifetime

Community Rating.

ilfagnetic Resonance Imaging (MRl)
Medical imaging technique which uses nuclear magnetic resonance as its source of
energy.

I
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111anaged Care
The name given to a variety of innovations in both the delivery and financing of
healthcare that are intended to eliminate unnecessary and inappropriate care and
reduce costs. Managed care can involve any or all of the following: utilisation
review, limiting patients' choice of providers and negotiation of different payment
terms or levels with certain providers (e.g. capitation, discounted fee- for-service).

'Medical inflation'
A term used to highlight the fact that inflation in medical cost exceeds general
inflation because of the increase in the number of treatments available for previously
untreatable conditions, the escalation in medical insurance cover, the increasing cost
of high technology equipment and rising drug costs.

Monopsony
A market in which there is only one purchaser of the good or service.

Moral Hazard
The effect of incentive on behaviour - for example, an individual with private health
insurance may take less care of his or her own health.

1110rbidity
The state of suffering from disease or illness.

Open Enrolment
The practice whereby all applicants for cover are accepted by an insurer, regardless of
their risk status.
;,'

Page 71

I
I
I
I

-I

Report of the Advisory Group on the Risk E;qualisation Scheme

Out-Patient
A patient who is not an in-patient or day-care hospital patient, but who receives
treatment in an ambulatory care facility (i.e. without occupying a ward bed)

Pay as you go
An insurance system under which the cost of claims in anyone year is met principally
by the premiums paid in that year. The excess of premiums over claims for younger
pc~icyholders is used to pay the excess of claims over premiums for older
policyholders. Funds to finance future excesses of claims over premiums for current
policyholders are not built up.
Pre-authorisation
A requirement that the doctor or the patient obtain approval from the insurer before
the service is provided.

Preferred provider
A health service provider with whom an insurer has negotiated agreed charges. The
terms of a health insurance contract may require or encourage patients to use a
preferred provider.

Per Diem Payments
Reimbursement procedure whereby providers receive a fixed sum for each day of a
hospital in-patient stay.

Preferred Risk Selection
The process whereby insurers, as far as possible, will select good risks and reject poor
risks.

Primary care
The first contact in a given episode of illness which leads to a decision regarding any
course of action believed appropriate to resolve the health problem. Primary care is
usually provided by a GP and the term embraces subsequent non-specialist treatment
of the patient by that GP. It also covers routine dental and optical treatment.

QALY (Quality Adjusted Life-Year)
A way of measuring the value of a medical intervention by the Increase
expectancy, adjusted for difference in disability and timing.

In

life

Reinsurance
The term used in Australia for risk equalisation.

Risk rating
The process whereby consumers of insurance are charged insurance premiums which
reflect the risk they present to the insurer.

Single Rate Community Rating

-

I
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An insurance system under which, for a given level of insurance cover, all
policyholders pay the same premium. The Single Rate Community Premium is set
with the objective of ensuring that, for the totality of policyholders, the cost of claims
in anyone year is met principally by the premiums paid in that year. The system is
therefore a pay as you go system.
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Systemic risk
The risk of failures within the financial system either through problems with
payments or settlement or a major default by a financial institution. This type of risk
is associated with the mechanisms of finance, as compared with risks associated with
particular transactions or products.
Unfunded Lifetime Community Rating
An insurance system under which, for a given level of insurance cover, all
policyholders who entered insurance at the same age pay the same premium. For
example, in a given year, an 80 year old and a 30 year old, who both entered
insurance at age 25, would both pay the same premium. The premium rate for each
age at entry is set with the objective of ensuring that policyholders entering at that age
pay higher payments than actuarially required in their earlier years of insurance and
lower payments than actuarially required in their later years of insurance. This
eliminates a significant opportunity for adverse selection provided by Single Rate
Community Rating, where it is possible to make lower payments than actuarially
required throughout the period of insurance. The premium rates used are set with the
objective of ensuring that, for the totality of policyholders, the cost of claims in any
one year is met principally by the premiums paid in that year. The system is therefore
a pay as you go system.

'Unnecessary Medicine'
The delivery of medicine for which the QAL Y is zero.
Utilisation review
An assessment of the appropriateness and economy of the use of medical services,
including admission to a healthcare facility or a continued hospitalisation.

Underwriting
The process whereby an insurer assesses a potential policyholder's risk status and
subsequently agrees or declines to provide cover depending on such status. An
insurer may also agree to provide cover subject to certain conditions or exclusions,
e.g. the individual may be covered except for treatment in relation to a particular
condition from which he or she is already suffering.
VH]
Voluntary Health Insurance Board.
Waiting list
A form of non-price rationing of excess demand for healthcare, whereby patients must
wait a period of time before they receive out-patient diagnosis or elective treatment.
Waiting Period
A period immediately after an individual purchases insurance during which benefit
may not be payable or may be payable only in certain circumstances.
Yearly Rating
An insurance system under which premiums increase each year in real terms in line
with the policyholder's attained age.
:: .
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Appendix 2: Tenns of Reference
ADVISORY GROUP To THE MINISTER FOR HEALTH
ON THE RISK EQUALISATION SCHEME
EXPLANATORY NOTES AND TERMS OF REFERENCE
Background
1.

The main objective of the statutory framework established for health insurance
in Ireland is the protection of the key principles of community rating, open
enrolment and lifetime cover set down in the Health Insurance Act, 1994.

2.

A risk equalisation mechanism is an essential feature of a competitive health
insurance market which operates under these principles. It provides protection
for both health insurers and subscribers to health insurance schemes and
without it the system of community rating/open enrolment would be inherently
unstable.

3.

A risk equalisation scheme has been introduced within the Irish health
insurance regulatory framework by means of Statutory Instrument No. 84 of
1996, made pursuant to the Health Insurance Act 1994.

4.

The objectives which the risk equalisation scheme seeks to achieve are:
(a)

to preserve the stability of community rating in a competitive
environment;

(b)

. subject to (a), to facilitate competition in the Irish health insurance
market;

Cc)

to satisfy the general good principles underlying the 3rd EU Non-Life
Directive;

(d)

to be self financing; and

(e)

to meet, as far as possible, the following criteria:
(i)

Equalisation of Risk Profiles
The scheme should provide a stable environment for
community rating/open enrolment, through eliminating
incenti ves for health insurers to select preferred risks, by
ensuring that each health insurer bears the cost of a risk profile
equivalent to the risk profile of all insured lives;

(ii)

Equity
The scheme should be perceived to be equitable between health
insurers and should not result in any health insurer having to
share profits which it has made as a result of its own
efficiencies and cost controls;

(iii)

I
I
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Cost Containment
The scheme should not contain any inherent disincentives for
health insurers to seek to maximise efficiency and to control
costs;
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(iv)

Non-Equalisation of Benefit Levels

The scheme should not equalise different levels of benefit paid
by different health insurance plans;
(v)

I
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Practicality

The scheme should be understandable and practical to operate;
(vi)

Predictability

The scheme should produce results which are as predictable as
possible, in order to allow health insurers to cost their policies
appropriately.
Terms of Reference

5.

The Minister has set the following tasks for the Advisory Group:
to consider the existing risk equalisation scheme;
to seek submissions from interested parties on the scheme; and
to make recommendations to himlher, in the light of its consideration
of the submissions received, on the improvements (if any) which
he/she may consider making to the scheme in the furtherance of the
objectives set out at paragraph 4 above.

I
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In its deliberations the Advisory Group should consider:
the need for the Risk Equalisation Scheme to be clearly and effectively
consistent with meaningful competition, commerciality, and
innovation;
risk equalisation schemes that operate in other community rated health
insurance systems, the features of such mechanisms, those
characteristics that are successful and those that are not in achieving
the key objective of stability, while facilitating competition and
innovation;
the extent of benefit that should be subject to risk equalisation in order
to achieve stability, considering the requirement to be proportionate in
the protection of the general good.

'. i
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Appendix 3: The Mathematics of Risk Equalisation
Objective of risk equalisation
The objective of risk equalisation is to replace an insurer's actual claims rates by what
they would have been if the distribution of its policyholders with regard to factors
affecting risk were precisely the same as that of the total insured population. Its
objective is not to replace an insurer's costs of claims by those of the total insured
population. The objective is, therefore, to put an insurer in the position of
experiencing the claims rates of the total insured population, while experiencing its
own costs of claims.
This is a mathematical exercise, and the necessary mathematics are developed in this
Appendix.

Definitions
Before developing the necessary mathematics, it is necessary to define a number of
terms. These are now set out as follows.

= age/gender category
N(i, x) = number of lives insured by insurer i in category x
N(i, all) I N(i, x) = total number of lives insured by insurer i

x

=I

N(all, x)

I I

N(aU, all)

= total number of lives in category x

N(i, x)

i

N(i, x)

=I

N(i, all) =

I

N(all, x)

x·

total number of lives in the insured popUlation
P(i, x)

N(i, x)
N(i, all)

=

Peal I, x)

= the proportion of lives insured by insurer i in category x
. 0 f a 11'Insure'd I'Ives In
. category
'
= the proportIon
x

N(aU, x)
N(all, all)

F(i, x, d) = claims frequency experienced in category x by insurer i for medical procedure d
F(aU, x, d)

= claims frequency experienced in category x by all insurers for medical
procedure d

C(i, x, d)

:=

the average cost of claim experienced in category x by insurer i for medical
procedure d

I

"I~

DRGF(i, x, g)

= claims frequency experienced in category x by insurer i for DRG g

DRGF( all, x, g)
DRGC(i, x, g)
TC(L x)

:=

claims frequency experienced in category x by all insurers for DRG g

= the average cost of claim experienced in category x by insurer i for DRG g

= N(i, x) x I

F(i, x, d) x C(i, x, d)

d

I

= the total cost of claims incurred in category x by insurer i
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U(i, x)

=the level of utilisation of healthcare services (based on a specified measuring
system) per insured life in category x for insurer i

U(all, x) = the level of utilisation of healthcare services (based on a specified measuring
system) per insured life in category x for all insurers
CU(1,' X)

. cost per urnt, 0 f uti'I'IsatlOn
. m
. category x lor msurer 1
= TC(i,
. x) = the average c'I aim
t:'...

U(l, x)

ITC(i, x)
CU(all, x)
'

=

~.

L" U(l, x)

= the average claim cost per unit of utilisation in category x for all

I
'I
I
I
I
I

,
,

msurers

Formulae
The formulae used to give effect to risk equalisation will now be developed.
There is no unique method of mathematically describing the process of health
insurance claims. One intuitive approach reflects the fact that claims costs vary by
age and gender and that claims frequency and claims costs vary by medical procedure,
Under this approach, the cost of claims for insurer i can be expressed as:
Cost of claims

~ N(i, all) x ~[P(i, x) x ~ F(i, x, d) x C(i, x, d)]

The purpose of risk equalisation is to replace an insurer's own experience arising
from risk selection by the experience of the community as a whole. Some elements of
the costs of claims will reflect risk selection, and therefore will need to be replaced,
Other elements of the costs of claims will reflect efficient claims and/or cost
management, and therefore should not be replaced. Some elements of the costs of
claims will reflect a mixture of risk selection and efficient claims/cost management,
and it is these that give rise to difficult decisions.
In the formula set out above, this would require the' following approach:
(i)

replacing P(i, x) by P(all, x), since differences in age and gender mix will
clearly give rise to different risk profiles; and

(ii)

leaving C(i, x, d) in the formula, since variations in this element of the formula
can be entirely attributed to efficient cost management.

It is more difficult,to decide whether F(i, x, d) should be replaced by F(all, x, d), since
the claims frequency F(i, x, d) can reflect both the effects of preferred risk selection
and the results of efficient claims management. Both of these possibilities will be
investigated, and the necessary mathematics for the scenario where F(i, x, d) is
retained and for the scenario where F(i, x, d) is replaced by F(all, x, d) will be
developed at this point. We will refer to these two scenarios as 'Own Claim Rates
Method' and 'Community Claim Rates Method' respectively.

Own Claim Rates
In this scenario, the intermediate adjusted cost of claims for insurer i can be expressed
as:
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Int~nnediate adjusted cost of claims = N(i, all) x I[p(all. x) x I
,.

.

x

F(i, x, d) x C(i, X.d)]
d

The reason that this is not the final adjusted cost of claims is that the sum of this
fonnula across all insurers will not necessarily equal the sum of the actual cost of
claims across all insurers. It is therefore necessary to mUltiply this result by a factor
to ensure that the sum of the final adjusted cost of claims across all insurers is equal to
the sum of the actual cost of claims across all insurers. This gives the following
fonnula:

Final adjusted cost of claims; Factor x N(i, all) x

~[p(all' x) x ~ F(i, x, d) x C(i, x, d)]

= Factor x N(i, all) x I[p(a.ll, x) x P(i, x) x I
x

P(l, x)

= Factor x I [ P(a.ll, x) x N(i, x) x I
x

F(i, x, d) x C(i, x, d)]
d

P(l,X)

F(i, x, d) x C(i, x, d)]
d

= Factor x I[p(a:l, x) x TC(i,
P(l, x)

X)]

J(

and where Factor = = - - - - ' - - " - - - - - - - - Intermediate adjusted cost of claims
.X

This fonnula has the advantage of being totally objective, it is very simple to apply
and it requires minimal data maintenance. It compensates for differences in the age
and gender mix of different insurers. If there are differences in the claims
management efficiencies of different insurers, it ensures that no health insurer will
have to share profits which it has made as a result of its own claims management
efficiencies and cost controls with any other insurer. This formula is also consistent
with the recommendations made by the Industry Commission of Australia in regard to
risk equalisation.
The only weakness (but potentially a major one) of the fonnula is that preferred risk
selection can result in different insurers having significantly different risk profiles
within age/gender categories, and, therefore, significantly different claims costs as a
result.
Community Claim Rates

I

In this scenario, the community claim rates are used. The final adjusted cost of claims
for insurer i can then be expressed as:

Final adjusted cost of claims; Factor x N(i, all) x

~[p(all, x) x ~ F(all, x, d) x C(i, X,dJ

The difficulty with this formula is that that the claims frequencies F(i, x, d) arid
average claim amounts C(i, x, d) needed to apply it are not measured. It is clearly a
major exercise to collect the data necessary to measure the ciaims frequencies F(i, x,
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d) 'and average claim amounts C(i, x, d), and a more manageable task would be to
obtain this data for groups of procedures. Many medical procedures are similar in
effective size, and this can be reflected in the categorisation of procedures into
groups. The criteria for developing groupings are that they are clinically meaningful
and involve similar resource use. These groupings are known as Diagnosis Related
Groups or DRGs. The use of DRGs can be reflected in the necessary formula as
follows:

Final adjusted cost 0 f claims = Factor x N( i, all) x

L [P(all, x) x L DRG F( all, x, g) x DRGC(i, x,,

,

x

g

With carefully categorised DRGs, this formula will be very effective in eliminating
any effects of preferred risk selection. It does, however, require a significant
commitment to data analysis and collection. If there are differences in the claims
managementefficiencies of different insurers, this formula will result in more
efficient health insurers having to share profits which they have made as a'result of
their own claims management efficiencies with the less efficient insurers. This is its
most significant weakness.
Proxy Utilisation Measures
Where claims frequency and claims cost data analysed by DRG is not available, a
proxy measure for utilisation of healthcare services might be used. Under this
approach, the term F(all, x, d) x C(i, x, d) is replaced in the underlying formula by

L
d

the term U(all, x) x CU(i, x).
This results in the formula
Final adjusted cost of claims = Factor x N(i, all) x

L P(all, x) x U(all, x) x CU(i, x)

The formula underlying the 1996 Regulations uses this approach. The utilisation
m~asure U(i, x) is obtained by using length of stay in hospital as a measure of
intensity, and assigning weights to the different lengths of stay. In addition, children
under the age of 18 are given a weighting of one thire! of the weighting given to adults
in counting the number of lives insured each insurer is deemed to have, on the basis
that the 1994 Act requires that children under the age of 18 should be charged a lower
premium than that applicable to adults. The 1996 Regulations also provide that, if the
number of claims in an age/gender category is small, the term CU(i, x) is to be
replaced by CU(all, x) i.e. the insurer's own average claim cost is replaced by the
market average claim cost.
This approach is clearly an approximate one, and it is not clear how reasonable an
approximation it is.

Page 79

I
I
I
I
I

I
I
I
I
I
I
I
I
I
g
I
I
I
I

Report of the Advisory Group on the Risk Equalisation Scheme

Appendix 4: List of. Submissions
Submission
No.

Name & Address

1

Or. Ronan O'Connor FIA, UCD Graduate School of Business,
Blackrock, Co. Dublin.

2

St lames's Hospital, lames's Street, Dublin 8.

3

St Paul's Garda Medical Aid Society.

4

Association of Optometrists Ireland.

5

Department of Health and Children, Hawkins House, Dublin 2.

6

VHI, VHI House, Lower Abbey Street, Dublin 1.

7

Prison Officers Medical Aid Society.

8

Society of Actuaries in Ireland, 5 Wilton Place, Dublin 2.

9

BUPA Ireland, 12 Fitzwilliam Square, Dublin 2

10

Irish College of General Practitioners, Corrigan House, Fenian'
Street, Dublin 2.

11

Our Lady's Hospital For Sick Children, Crumlin, Dublin 12.

12

Donald W. Light, Ph.D.

13

The Director of Consumers Affairs, 4-5 Harcourt Road, Dublin 2.

14

Centre for Insurance Studies, UCD Graduate School of Business,
Blackrock, Co. Dublin.

15

The Health Boards.

16

Irish Hospitals Consultants Association, Heritage House, Dundrum
Office Park, Dublin 14.

17

St Vincent's Hospital, Elm Park, Dublin 4.

18

Independent Hospitals Association of Ireland, 41 Fitzwilliam. Place,
Dublin 2.

19

Professor Steven Haberrnan FIA, Dean of the School of
Mathematics, Actuarial Science and Statistics, City University,
London.
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Appendix 5: Actuarial Opinion

Actuarial Review
of
Community Rated Premiums

Carried out by IPT Actuarial Services on behalf of the
Advisory Group on the Risk Equalisation Scheme

. ··i
..
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Advisory Group on the Risk Equalisation Scheme,
26 Harcourt Street,
Dublin 2.

8 April 1998

Dear Sirs,
We have pleasure in enclosing our Report on the Actuarial Review of
Community Rated Premiums.
.
The Report also sets out the data which was provided for the purposes of
the Review and the assumptions made.
We would like to thank VHI for their help in providing the data sought
and responding to our queries.
Yours faithfully,
Jim Brophy,
Fellow Member of the Society of Actuaries in Ireland.
Brian DuncaIl,
Fellow Member of the Society of Actuaries in Ireland.
Elaine Fennessy,
Fellow Member of the Society of Actuaries in Ireland.

On behalf of IPT Actuarial Services Limited.
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Section 1 - Introduction
1.1

The Minister for Health set up the Advisory Group on the Risk Equalisation
Scheme with the following terms of reference:
10

consider the existing risk equalisation scheme;

to seek submissions from interested parties on the scheme: and
to make recommendations to the Minister, in the light of its
consideration of the submissions received, on the improvements (if
any) which he/she may consider making in furtherance of stated
objectives of risk equalisation (which include stability of community
rating and facilitating competitionf

1.2

IPT Actuarial Services (IPT) were appointed to provide actuarial advice to the
Advisory Group. As part of its work, IPT were asked to carry out a full
analysis of community rated premiums.

1.3

All projections of future premiums have been done in 1998 Const~nt Price
Terms. As a result the actual premiums in future years will be the rates
shown increased by the cumulative rise in general price increases in the
meantime.
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Section 2 -Data
2.1

BUPA Ireland commenced business on 1 January 1997 ending VHI's
monopoly. The approach adopted for this Report was as follows:
The analysis in respect of VHI was based on data for its financial year
ending 28 February 1997.
The analysis in respect of the market was based on VHI data for the
year ending 28 February 1997 updated to the current year based on the
following assumptions:
Membership growth of 4% with new members joining up to
age 40.
Growth in claims costs of 15%.

2.2

VHI provided data on hospital claims in respect of its financial year ending 28
February 1997. This information has not been published, as it is confidential
to VHI.

2.3

VHI also provided data on hospital claims for the year ending 28 February
1997. This information has not been published, as it is confidential to VHI.

2.4

VHI also provided a breakdown by individual Plan of their Schedule E returns
to the Risk Equalisation Scheme for the quarter ending 30 June 1997.

2.5

The claims payments provided by VHI were increased to allow for claims
under the Out-Patients Scheme - the addition is approximately 1.5%.

2.6

Based on the information in VHI's published accounts the annual rate of
increase in total claim payments over the last 7 years is as follows:

Table 2.4

I,

f;::

I',',

Year to 28 February

Rate of Growth in Claims Payments %

1991

8.3

1992

9.0

1993

10.1

1994

10.5

1995

10.7

1996

8.7

1997

8.3

The rate of increase in the middle years is inflated by the cost of providing full
indemnity for consultants' fees under the Full Cover Scheme. Over the same
period, membership of Plans A-E grew by 2.5% p.a. on average. Allowing for
new members being, on average, younger than the overall membership, this is
likely to hav.;: accounted for approximately 0.5% p.a. of the growth in claims
costs.
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Thus, the underlying rate of growth in claims payment is around 8% p.a. This
compares with average annual price inflation over the same period of 2.3%.

2.7

VHI Group premium rates over the last 3 years are as follows:
Table 2.5
Group Premium Rates*
September 1995

September 1996

September 1997

£

£

£

Plan A

157.15

166.58

181.57

Plan B

224.65

238.13

259.57

Plan C

347.15

367.98

401.10

Plan D

424.65

450.13

490.64

Plan E

634.65

673.75

733.28

..

*Indlvldual rates less 10%.

2.8

The data provided was reconciled, as far as possible, with the VHI published
accounts for the year ending 28 February 1997. Most of the variation is due to
the inclusion in the published accounts of VHI Plan P (which provides cover
for the hospital fee charged for public patients).

2.10

In the absence of any data no account has been taken of the series of new
Option Plans introduced by VHI with effect from 1 December 1997.
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Section 3 ~ Assumptions
In addition to the assumptions used in adjusting the data provided by VHI (see
section 2) it was also necessary to make a number of other assumptions.

Mortality
The future mortality of insured persons was assumed to be the same as for the
population as a whole as set out in the Report - 'Population and Labour Force
Projections 1996 to 2026' published by the Central Statistics Office. It should
be noted that this incorporates an allowance for future improvement in
mortality.

Expenses
Expenses have been provided for as follows:
•

A fixed amount of £11.50 per adult member (one-third this amount for
children).

•

An amount of 1.75% of premiums.

Overall this is equivalent to an expense charge of 5.2% of premiums, VHI's
expense ratio in its published accounts for the year to 28 February 1997.

Discount Rate
The review has been completed on the basis of a real discount rate of 3% p.a.
which is equivalent to an interest rate of 6% and price inflation of 3%.

Future Claim Increases
In projecting future claims increases it has been assumed that the increase will
occur uniformly over all Plans and ages.
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Section 4
This section has not been published, as it contains infonnation which is confidential to
VHI.
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Section 5 - Future Trends in Community-Rated Premiums·
5.1

The following Table illustrates the impact of the rate of future claims increases
on community rated premiums under VHI Plan B over the next 20 years.
Membership in each case is assumed to grow at 2% p.a. with all new entrants
joining at age 25.
VHI Plan B has been selected as it currently accounts for over 70% of those
with private health insurance. Because of the impactof the Risk Equalisation
Scheme the trends will not be affected by new entrants to the market.

Table 5.1
Year

Annual Rate of Growth in Claim Payments in real terms

0%

3%

6%

1998

£248.80

£248.80

£248.80

2003

£249.20

£287.10

£329.60

2008

£255.40

£339.30

£448.30

2013

£262.60

£402.70

£613.20

2018

£270.20

£478.80

£841.30

0.4%

3.3%

6.3%

Average
annual rate
of growth

The results are set out graphically below.
Future Trends in Community Rated Premiums
Different Rates of Growth in Claims (in real terms
VHI Plan B (Increase in membership = 2% p.a,)
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The Table shows that the impact of the ageing of the overall insured
population, assuming continual growth in membership along the lines
experienced in recent years, is modest - less than 0.5% p.a. Hence it is likely
to be the growth in claim payments which will have a much greater impact on
..
future community rated premiums.
.

5.2

The following Table shows the expected future increase in community rated
premiums under VHI Plan B over the next 20 years on the following
assumptions:
Claims costs increases by 3% p.a. in real terms.
Membership develops as follows:
(i)

No new entrants.

(ii)

Membership grows by 2%* p.a.

(iii)

Membership grows by 5%* p.a.
thereafter by 2%* p.a.

(iv)

Membership declines by a net 3%** p.a.

over the first 5 years and,

* With all new entrants joining at age 25.

** With all those leaVing doing so evenly over all ages to age 40.
Table 5.2
Year

Membership Assumption

No New
Entrants

5% p.a.
Increase in
Membership
for 5 years,
2% p.a.
Increase
thereafter

2% p.a.
Increase in
Membership

3% p.a.
Decline in
Membership

!

1998

248.80

248.80

248.80

248.80

2003

295.30

287.10

275.40

304.00

2008

357.90

339.30

329.40

387.60

2013

440.80

402.70

387.60

513.90

2018

549.70

478.80

458.30

707.20

3.3%

3.1%

Average
annual rate
of growth

i

i

4.0%

I

The results are set out graphically overleaf.
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Future Trends in Community Rated Premiums
Different Rates of Growth in Membership
VHI Plan B (Increase in claims cost assumed 3% p.a.)

=

.: 5% for 5 years, 2%

V : decline of 3% i

800~~-------------------------------------------,
700+-------------____________________________
~

E
:::s

's

600+---------------------------------------~~--~

~

~
"0 500+---------------------------------~~--~~~

400t============::~;iii~~~~~::~::::~~~~~
f~ 300
t::::~_iiiiiiiiiil,,".1i
E
E 200+-------------------------------------------~
o

o

100+-----------------------------------------------~
0+-~~_r_._._._,,_._._._._~~_r_,_._.--r_r_._4

~q,
,,0)

~I\:)

r6S

Page 90

Report of the Advisory Group on the Risk Equalisation Scheme

Section 6 - Alternative Premium Approaches
6.1

We have prepared a number of premium calculations to assess the financial
effect of alternatives to community rating.
Yearly Community Rated Premium

6.2

The following Table shows the Yearly Community Rated Premium payable at
various ages under VHI Plan B which would provide the same overall
premium income as the current Single Rate Community Rated approach.
Table 6.1
Yearly Community Rated Premium

Age

i

20

£97.30

25

£113.70

30

£181.00

35

£193.10

40

£169.30

45

£198.70

50

£253.20

55

£306.80

60

£427.40

65

£516.40

70

£657.80

75

i

£839.90

The equivalent Single Rate Community Rated premium is £248.80.
The results are set out graphically overleaf.
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Comparison of Single Rate Community Rates with Yearly
Community Rates ~ VHI Plan B - Real Growth in Claims 0%

=

.Single Rate Community Rate -Yearly Community Rate
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6.3

The cross over between the two approaches is around age 50. Thus, at all
lower ages, VHI members in Plan B are paying more than the Yearly
Community Rated premium for their current age,

6.4

Funded Lifetime Community Rated Premiums
The following Table shows the Funded Lifetime Community Rated Premiums
payable under VHI Plan B for each age at entry. Calculations have been done
assuming claims increase by 0%, 3% or 6% in real terms; in each case it is
also assumed that premiums will in future increase in line with the assumed
rate 0 f claims growth .

.'~tl·~~~
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Table 6.2
Funded Lifetime Community Rated Premiums
Age at entry

Rate of claims increase per annum

0%

3%

6%

20

£266.10

£371.80 .

£488.40

25

£299.20

£397.70

£504.40

30

£332.40

£426.20

£525.90

35

£363.30

£453.80

£546.40

40

£403.90 .

£487.00

£569.40

45

£458.00

£529.60

£599.10

50

£522.80

£582.00

·£638.30

55

£597.90

£642.00

£682.70

60

£692.40 I

£720.00

£744.50

I

The results are set out graphically below.
Funded Lifetime Community Rated Premium Rates
VHI Plan B
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6.5

The essential difference compared with Single Rate Community Rating is that
each member pays the premium appropriate to his or her age at entry,
accumulating reserves in the early years when the premium payable is greater
than the cost of cover. Thus, the inter-generational subsidy involved in Single
Rate Community Rating does not apply.

6.6

Switching to a Funded Lifetime Community Rating method of calculation
would remove one of the main problems associated with community rating the need for a continuous stream of new members to support current premium
levels. However, there are a number of significant drawbacks:
The cost of private health insurance cover would increase significantly
for new entrants, particularly for those joining at older ages.
Unless the members already covered paid higher premiums the switch
would require a significant 'once-off contribution to cover current
unfunded liabilities - see Section 7.
A significant fall off in the numbers insured for private healthcare may
result. This would have major implications for the future availability
of such care notwithstanding that members are individually immunised
from the financial effect.

1t~l
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,-

7.1

Section 7 - Unfunded Liability

To examine the financial impact of switching to a Funded Lifetime
Community Rating approach, a calculation was carried out to determine the
current unfunded liability. For the purposes of this calculation itwas agreed
with the Advisory Group that the unfunded liability is defined as follows:
Present value (for all members currently insured) of:
Future Funded Lifetime Community Rated Premiums using
current attained ages as age at entry

Less
Current Single Rate Community Rated Premiums.
7.2

The calculations were done assuming claims payments increase by 0% p.a.,
3% p.a. and 6% p.a. in real tern1s. Future premiums were assumed to increase
in each case at the same rate as claims payments. Children were excluded
from the calculations.

7.3

The results of the calculations are as follows:
Table 7.1
Rate of Growth in Claims
Payments (Real Terms)

Unfunded Liability

0%

3.3

3%

8.0

6%

23.6

Note: Negatives excluded
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Appendix 6: Legal Opinion
The Legal Opinion obtained by the Advisory Group has not been published, as it is
privileged infonnation to the Minister for Health and Children.
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