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Swiss Re's reply to Healthcare Reform Consultation 2008

_L.___________.—-—-—-—'__-———_._..
Dear Dr. Chow,

Swiss Re applauds the Government in taking concrete steps to reform the healthcare
system in the Hong Kong SAR for the good of all citizens. | am delighted 1o encloge Swiss
Re's comments on the "Your Health, Your Life" consultation paper produced by the
Government of the Hong Kong SAR. We would be very happy to continue the discussion
and to advise on any aspects of the healthcare reform in particular those relating to

healthcare financing.
Yours sincerely,

Noadon_

David Alexander
Director, Client Markets
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HEALTHCARE REFORM IN HONG KONG: SWISS RE'S REPLY
SWISS RE AS A STAKEHOLDER

1. On 12 March 2008, the Hong Kong SAR Government released a consultation
documant entitled “Your Health Your Life". As a core member of the insurance
comrnunity, Swiss Reinsurance Company is submitting this paper in response to
the Government's call for opinions,

2. With over CHF31 hillion of insurance premium revenue in 2007, Swiss Re is one of
the largest institutions managing insurahle risk and capital. Swiss Re welcomes the
Government’s efforts to reform the healthcare system and its financing
arrangements so that the current and future generations residing in this
international city will continue to benefit from financially sustainable world-class
healthcare. We agree with the Government’'s conclusion that changes are needed
today so that the future challenges due to the ageing society and the advancement
in medical technology can be tackled effectively and efficiently.

3. Of the five issues highlighted in the reform proposal, the healthcare financing
arrangements concern the community the most. As a core member of the global
insurance industry, Swiss Re has been an important stakeholder in the debate for
healthcare reform in many countries, and has 145 years of experience in
underwriting and transferring insurable risk. In recent years, Swiss Re has further
strengthened its medical insurance capacity in Asia. For example, in 2007, Swiss
Re entered into a joint venture with India's TTK Group by acquiring 26% of TTK
Healthcare Services Pvt Ltd, India's leading Third Party Administrator (TPA). Swiss
Re also established a healthcare services advisory company, Swiss Re Healthcare
Services Pvt. Ltd in India. In 2008 in Beijing, Swiss Re also set up Prestige Health,
a wholly-owned medical insurance consulting company, offering a full range of
claims and risk management services. Swiss Re's Economic Research and
Consulting unit was also asked by the China Insurance Regulatory Commission to
study China’s healthcare reforms and identify the implications for insurance; our
detailed report was completed and published during 2007.

SWISS RE'S OPINION ON “YOUR HEALTH, YOUR LIFE”

1. Regarding supplementary financing options, the HKSAR Government’s consultation
document highlights the relative merits of social health insurance, out-of-pocket
payments, medical saving accounts, voluntary private health ingsurance, mandatory
privata health insurance and personal healthcare regserves. We agreae that it is the
time for Hong Kong to act after decades of policy discussions. We feel that a
realistic approach at this stage would be to promote the use of savings and
insurance to stimulate the private medical insurance market and to increase the
portability of healthcare financing through which residents can reduce their
reliance on public healthcare services,

2. Swiss Re also agrees with the paper that there needs to be reform of the whole
healthcare systam including healthcara information and services in addition to the
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financing of healthcare. We particularly see the need for a greater focus on the
most effective methods of dealing with healthcare issues. This starts with
preventive healthcare via government health education programmes,
environmental health, immunisation etc and then continues with a method of
making sure that when healthcare intervention is needed it is done in the most
efficient and effective method possible. Throughout the process, information
should follow the person (or patient) and information on healthcare costs should be
transparent so that informed choices can be made at each stage of the process.
Finally, outcomes should be measured throughout in order to improve and refine
the process.

3. Swiss Re believes that the HK SAR Government should recognise that we live in a
market environment whether that is within the public or private sector. People,
patients, healthcare providers, insurers and reingurers will react and adapt to the
new healthcare environment. All may act with some measure of the “common
good” depending on their own views but we should assume that most will have a
keen eye on their own self interest. Thus the system of healthcare provision and
financing should ensure that the incentives point everyone in the right direction
and allow financial or other reward to follow the behaviours desired by the
Government.

4. Swiss Re has recently published a research report on global health insurance
developments in our sigma series and reviewed the practices of healthcare
financing arrangements across the world (for more in-depth analysis, please see
the attached copy). Drawing from this global experience, the following guiding
principles are considered critical for successful healthcare reform:

+ Engaging the industry. In most countries, basic health protection is provided
through mandatory social health insurance (eg Switzerland's model) or the
government's direct provision of healthcara (eg the UK model}, while
supplementary schemes are used to finance additional demand from individuals
on a voluntary basis. Government-run social security and healthcara institutions
around the world are increasingly unsustainable as peopie’s expectations
outgrow the ability of those governments 1o finance them or reform those
systems to cope with the high expectations. For example, the National Health
Insurance system in Japan, Korea and Taiwan are continuously running deficits
and are under pressure to raise premiums or co-payments. These countries are
calling for market-based solutions under the notion of public-private
partnerships, notably private madical insurance. Through supplementary health
plans and TPA arrangements, governments can reduce their invoivement in
financing healthcare and their administrative burden in managing health
funding organisations.

» Avoiding excessive regulation; The consultation document stipuiates that funds
accumulated in Medical Saving Accounts or Personal Healthcare Reserves can
only be used to purchase approved private insurance plans without elaboration
of the approval criteria. If the approval criteria are too stringent, it will limit
choice and innovation in the insurance industry. To stimulate the health
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insurance market, residents should be allowed to use theit funds to purchase a
broad range of health-related insurance products, subject to a minimum
threshold of cover. In any case, it is important for risk-based premium setting to
ensure the viability and sustainability of health insurance plans. Therefore,
exclusion of eligible plans on the basis of pricing should be avoided. One key
decision will ba whether to allow freedom in pricing or insist on some
community rating. If the latter, there needs to be some industry-wide risk
sharing mechanism such as in operation in lreland and Australia.

=« Gaining community’s 'buy-in": International experience suggests that the
implementation of mandatory insurance arrangements requires strong
community support. For example, Switzerland passed its compulsory insurance
law in 1996, at a time when the majority of the population had already
purchased medical insurance schemes. Regulatory measures are available
today to get the HK public 1o buy into the saving and insurance concept. For
example, Government can provide tax incentives to encourage the
establishment of a health sub-account within the current MPF framework and
enroliment in private medical insurance. A voucher system can also ba set up to
subsidise the purchase of approved medical insurance schemes, similar to the
practice of Continuing Education Funds for the accumulation of human capital.

WHAT SWISS RE CAN OFFER

« As part of the local HK community since 1956, Swiss Re seeks to participate in
healthcare reform in Hong Kong that benefits local residents. Our company is staffed
with over 10,000 insurance and other professionals worldwide. The firm also has
underwriting capacity for medical insurance and lifelong products

+ Product design — Swiss Re is a leading autharity in life and health products. In addition
to expertise in underwriting and benefit designs for medical insurance, Swiss Re has
expertise in emerging longevity products, such as variable annuity with guaranteed
income and withdrawal benefit options. When considering the financing of healthcare
for the elderly, longevity is certainly a key risk. We believe that our experience will be
useful in mplementing medical savings concepts.

. Claims administration — Swiss Re is engaged in medical claims management in India
and China via our TPA establishments. We have capacity and experience in handling
large volumes of medical claims, which have allowed us to build up our actuarial
understanding of medical events. We believe that our establishments in Asia will
provide a solid base for the local insurance industry to offer healthcare insurance
products.

« Reinsurance and the capital market — In addition to traditional reinsurance products
that heip direct insurers to manage volatility and capital efficiency, Swiss Re offers
advanced solutions that involve risk transformation and transfer to the capital market,
such as securitisation.

« Solutions for Governments — Swiss Re is also experienced in working with
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Governments and indeed have successfully concluded a transaction with the Mexican
Government to protect them against extreme risk. In the context of healthcare, the
HKSAR Government should also consider extreme risk and planning for extreme
adverse healthcare outcomes and how to finance these. As such, we are happy to give
advice directly to the HKSAR Government on any of the six healthcare options listed in
the consultation paper, not just thoge involving insurance.

+ As a global commercial entity, Swiss Re assists governments in implementing
healthcare reform as opposed to simply engaging in an academic debate. We are
keenly interested in sharing our views and experience with respect to health insurance
development in Hong Kong.

ABOUT SWISS RE

Swiss Re, the world's leading and most diversified global reinsurer, operates in more than
25 eountries. Founded in Zurich, Switzerland, in 1863, Swiss Re offers financial services
products that enable the risk-taking essential to enterprise and progress. The company’'s
traditional reinsurance products and related services for property and casualty, as well as
the life and health business, are complemented by insurance-based corporate finance
solutions and supplementary services for comprehensive risk management. Swiss He is
rated “AA-" by Standard & Poor's, “Aa2” by Moody’s and "A+" by A.M. Best.

Swiss Re has been associated with Asia since 1913, and now has more than 1,000 staff
in the Asia-Pacific region. The company's Asian headquarters are in Hong Kong where we
employ 200 staff. In 2006, Swiss Re celebrated the 50 year anniversary of the opening of
its first offices in Asia, in Hong Kong.
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Executive summary

Healtheare is ene of the most heavily
regulated industries in the world,

yet healthcare systems have yirtually
nothing in common,

Cost developments are dynamic and
health insurers lack the means 1o control
eacalating costs.

Alignment of interests is xey for succass,

Swiss fe. slgme Mo §/2007

The world spends USD B trillion, or one out of every t&n dollars eamed, on health-
care each year. Given that demand for healthcare is expectad to increase at a
fastar pace than economic growth, healtncare financing will become a significant
challenge for both policymakers and households.

For the private sector, this may offer many potential opportunities. [n response,
the insurance community must devise new strategies to operate ita health busi-
ness in @ profitable and sustainable manner. This i3 indeed 2 challenge because
healthcare and health insurance markets are highly regulated, as are many of

" the upstream industrigg such as medical technology and pharmaceuticals. More-

over. health systems are heavily influenced by institutional, aultural end economic
factars. For global players, the digsimilarity of health systerns around the world
further complicates the mission, It is therefore essential for insurers to acguire
local know-how ag well as a deep understanding of how each country’s infra-
structure works long before the first policy is sold. The time, effort and investment
needed can be substantial,

Because stakeholders often have competing interests, health insurance can be
a complex and demanding business to manage. Traditionally, a health insurer
has limited influence at the stage when costs begin o escalate, ie at the moment
treatment begins, Moreover, many factors complicate claims management. For
example. medical sérvice providers have an information advantage over insurers
and, oftentimas, patients resigt any attempt to administer standardised treat-
ments. Nonetheless, it has become increasingly important for insurers 10 smoothly
manage the claims process. Indeed. insurers are finding it difficutt 1o fulfil the
expectations of everyone involved in the value chain,

Studies have shawn that sales and marketing, underwriting and administration
must be carried out efficiently and effectively. Insurers must also anticipate regu-

~ latory, market and medical changes and incorperate the latest developments

into their product design, underwriting and administratian. Furthermore, ingur-
ers must find ways to better arganise and manage the medical process, while
striking a balance between providing cost-effective care and providing patients
with adequate choices. Medical insurance is therefore much more than financial
protection; it is about designing and procuring medical products that meet the
demands of the insured in regard to their most valuable assat — their health.

Far an insurer, aligning the interests of all parties invalved is key. On the demand
side, this rnay be done through product design. ie with a good blend of deducti-
bles, co-payments and attractive rates. On the supply side, this may be achieved
through network rmanagement. Insurers have, in some cases, become vertically
integrated by purchasing ownership stakes in their upstream suppliers. This
trend is expected 1o continue,

The existing self-sufficient heatth systems around the waorld are expected to be-
come mare open and liberalised. Consequently, the market potential‘for medical
insurers will be substantial. However, this will require the insurance industry to
build up its know-how, establish reliable partnerships with key stakeholders in
the value chain, and propose innovative solutions, The companies that are most
able to do 50 will be the ones that are mostly likely to prosper in the future.

F.Bg3- 42
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Introduction
Deficiencias in healtheare systems are Every year, celebrities and filmmakers from around the worid gather in Cannes
a major congern all around the world. sor its annual film festival. Although a number of films from different genres are

sereened and critiqued, a film about 8 topic that haz been a headache to virtually
all governments around the globe garnered gpecial attantion in 2007 The pre-
miere of Sicka, Michael Moore's controversial documentary sbout the deficien-
cies of the US heaith insurance system, glicited a strong reaction from the 2 000
people in attendance.

The fact that 15% of Americans are uninsured has been a topic of discussion for
several decades. Howevar, the rubric of healthcare raform concerng not only the
Unitad States. but aleo poiicymakers all over the world. In countries where gav-
ernments directly operate their own health delivery systems or national health
insurance schemes, polleymakers are looking for solutions to improve the sys-
1em. In many developing markets. such as China and India, a signiticant propor-
tion of the population, particularly in the rural areas, has no health insurance
and has 10 pay for medical care out of thair swn pockets — often at a time when
sarnings are at rigsk and cash is most needed.

The banefits of universal population Health insurance is beneficial begause it delivers gecurity through prapayment

coverage are clear. and caps the financial impact of a madical catastrophe. Mereover, accass to
health insuranca improves one's overall health, In the case of iliness, it makes
immediate reatment possible and accelerates recovery from poor health. Health
insurance, however, not only smoothes risks across time, but also across society.
This rmay have & positive effect on those individuals who would not be shle or
willing to buy insurance. By consensus, prepzid risk pooling schemes have been
cenfirmed as the preferred approach for financing healthcare expenditure.

The key question is how to bland Therefore, the key question is not whether medical ingurance should be organ-

the private sactor plans with puklicly ised, but how it should be organised. [n recsnt years, support has grown for

administered schemaes, . . ) .
allowing market forces to satisfy healthcare financing needs. Regardless of the
lavel of funding and sophistication of state-sponsored plans, many believe that
the comrrercial instinets and performance culture of the insurance industry
could offar promising alternatives for alleviating the financing pressure faced by
the national systems of the developec world. Likewise, some argue that private
insurers are betier equipped to provide solutions o the developing world for
organising its health financing schemes. The policy guestion beils down to
mow the private sector ¢an help to improve kaalth systems and earn profits at
the same time.

This sigrma attempts 1o review the latest developments in medical insurance. In
particuiar, emgphasis has been placed on the roie of private medical insurance in
haalth financing. The current trends in the health insurance industry as well 23
rnarket best practices are alsc addressed. However, before launching into these
topics, itis helpful to understand more about healthesre supply and demand as
well as finarncing.

4 Swwiss Fe, sigma No 5/2007
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Supply and demand for healthcare

Healthears spending outpacss
econamic growth.

Figure 1

Health axpenditure as a % of GDF,
OECD countries thet define the upper
and lower sponding band, 1360-2005

Swist Re sigma No 8/2007

Rising healthcare costs and cost drivers

Over the last few decades, healtheare expensas have been growing faster than
gross domestic praduct (GDP) in most countries. During the 1960s, healthcare
costs in the OECD countries, as a share of GDP. varied between 1.6% in Spain
and 5.4% in Canada. Today, the proportion of healthcare costs to GDP has
climbed to sbout 15% in the US, 11% in Switzerland and 10% in France, with
Mo imminent signs of lessening. It is estinated that US healthcare expenditura
will reach 20% of GDP by 2016.1 in emerging markets. healthears costs are also
rising. In China, where the economy has expanded at double-digit rates, national

~ health spending doubled bewween 1988 and 2004.
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1\ Pgisal, J.A. et al. (2007). Health Spending Projections Through 2016: Modest Changes Dbscure
Part D's impact, Heith Affaire, 26{2), 242-283,
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Supply and demand for healthcare

In the developed world, most healthcare One can cormpara the composition of healthcare spending across countries by
expenditure accrues in hespitals and referring to the OECD System of Health Accounts or WHO's National Health
ambulatory care. Accounts (sse Figure 2). Based on the former, it can be said that most healthcare

expenditures accrue in hospitals or in ambulatory healthcare, followed by retail
sales and providers of other medical goods. eg providers of pharmaceuticals,
hearing aids and vigion products etc.

Figure 2 Switzerland ¥
Health expenditure by provider Spain IR (i i
Portugal - OSSR (708 i PR ARRL S R
Faland - sl VTR ‘
MNorway )
__ Netherlands - <"
Luxambaourg R
Korea
Japan

Germany " b

France 7)ot vt

Czech Rapubllc s v
Canada iy b

Australia e b AN T ! y TR T, E

O%I 20% 40% £50% 80% 100%

. Hosprals W Nursing and residential care facilities
& Providers of ampbulatory haalth care B3 Fetail sale and other providers of medical goods
B Provision and adrninlstration P General heslth administration and insurance

of publlc health pragrams W Rest

Source: OECD

The strong preferenes for health as wealth The rise in healthcare expenditure around the warld reflects pecple's desire to

ineraases i what drives demand. improve their health status and quality of life. With increasing purchasing power
and sconomic wealth, people as well as governments are willing 10 spend maors
of their budgets on health. This increase in demand is apprapriately reflected in
tha definition of health. In 1848, WHO defined heaith as “a s1ate of complete
physical, mental and social well-being and not merely tha absence of diseasa
or infirmity”, a definition that has been modified 1© include the ability to lead a
“sogially and econamically productive life.” This all-embracing definition togather
with improved living standards have stimulated demand fer health and lifestyle
products that were not even ¢onsidered & hundred years ago. One would not
have imagined that therg would be such a demand for anti-depressants or plastic
surgery even decades ago.

a Swiss Am, sigria Mo 5/2007
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Figdre a
Total heaith spanding of 191 WHO
membears 2007, USD & trillien

On the supply side, advances in medical
technology and infrastructure are the
maln drlvers.

Swigs Re. algma Me 8/2007

Brazil 2%

Spain 2%

Carada %
Restofworld  23%

China A%

Italy 3%

UK 4%
Us 42%

~ France B%

Germany 6%

Japan 7%

Note; Estimated Lging WHO NHA deta 2004 and IMF world GDF 2007, Top 10 heslthcare gconomies are
decipted,

Source; Swisz Re Economic Rezearch & Consulting

The demand for healthcare can only be met through the availability of medical
technology and infrastructure. Thanks to advances in technology, what was
deemed impossible only decades ago is now routine. Far example, major cardi-
ac arrhythmia often resulted in sudden death, However, during the second half
of the 20th century, the implantation of pacemakers became a standard opera-
tion, thereby saving thousands of lives. As rmedical téchnalogy continues 10
advance at a rapid pace, so does the volurme of treatments.® Medical devices
and methods for diagnaosis have also improved. Today, it is possible to detect
more diseases and disorders than ever before, This paves the way for additional

- treatments and therapies.

Healthcare expenditure ultimately aims to increass quality of life and longavity.
Every single “success” results in further demand for healthcare, eg an individual
who survives a severe impairment will demand more healthcare in the future.
Because thig process is self-fuelling, it can be said that the supply and demand
for hegalthcare are interdependent.

t |nnovation itsalf was driven and influsnced by sevaral factora in and cutside the healthcare Syatems, for
example, the inzreased widespread use of pre-paid insurdnce achemgs that ereded cost-banefit eonalid-
eratlons of patients, Finkalstein {2008) sstimatea that the apread of health Inguranae in the sacond half
of tha Z0th cantury was résponalble for about half of the ingreasa In per-capita spending on health.
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Many factors drive healtheare costs,
The most important are: preferances for
health, progress in medical tachnology,
poor llfe-style, medicalisation and, 1o
some degrae, demographics.

Healthcare is a complax process.
involving unique patlents and many
service providers,

Tha increase in demand for healthcare has also led to stark increase in health-
care gasts. Medicalisation, the process by which hehavioural problems come 1
be defined and treated as medical issues, as well as defenzive medicine, a safe-
guard against possible malpractice lability, have both contributed significantly
to increasing healthcara costs. Poor lifestyle choice and aging of the population
have also led to rising healthcare expenditures. However, saveral ztudies have
concluded that the extension of life expectancy irself has had a limited impact
on the growth of health spending.

Given these cost drivers, it 1s likely that an aven higher share of GDP will be
needed to cover haalth expenditures in the future. However, since healthcare
must compete with other private and public expenditures, such as leisure,
education, infrastructure investments, provision for old age. etc, acquiring the
necessary funds will be a challengs.

Given that many of the cost drivaers are related to global develcpments, such as
economic progress and the worldwide spread of new (rmedical) technclogies, it
is likely that countries with less-ceveloped economies and healthcare systems
will cateh up. Healthcare costs wilt not only rise, hut alzo converge, at leastto a
certain degree.

Healtheare: a-unique service

The trend of rising healthcare expenditure is worrying for both policymakers and
private households, In addition, kealtheare financing and delivery pose certain
challenges that arg outlined below.

Healtheare purchases are unique and virtually incomparable to purchases of
other goods and services. To begin with, healthcare services are highly custom-
isa 10 individual consumers, and often involve many different services and sup-
pliers. Most treatments = especially the cestly ones = usually last for weeks, or

in sorme cases months or years. In addition, many medical service providers rnay
be involved, either sequentially or simultaneously. Moraaver, patients’ genétic
digposition and medical history tend to be heterogeneous, if not unigue. Not in-
fraquently, co-morbidities complicate medical management.

Swins Re, sigma Mo /2007
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The complexity of heakheare delivery poses a number of additional challenges:

A lack of coordination and stendardisad a First information is often not shared between the parties involved in the treat-

procadures result in unneceasary casts ment process (eg general practitioners, specialists, hospitals, nursing care,

and foragone quaity. long-term care). If treatments are nat coordinated, information must be gath-
ered again and again when patients are passed 1o the subsequent suppliers,
due to the lack of case management.

» Second, both physicians and to some extent patignts do not favour standard-
ised treatment. Such a standardised approach often infringes upon a physi-
cian’s clinjcal freedom to decide on and administer an alternative treatment.
In some cases, healthcare providers have resorted to the practice of disease
managernent to reduce healthcare costs ang/or improve guality of life for in-
dividuals with chronic diseases, such as coronary artery disease, renal failure,
hypertension, congestive heart failure, obesity, diabetes, asthma, cancer,
arthritis and depression,

Prica-quality competition is rare because a Third, suppliers are incentivised to provide more services than reazonable in

data on outcome quality iz lacking. order to achieve objectives other than the patient's improved health, Such
supplier-induced demand is possible since service providers always have an
inforrmation advantage over others (ie asymmetric inforrmation).

» Fourth, since patients often demand a specific treatment only once, they lack
the experience needed to make sound decisions, Morgover, price and autcome
Jata are not systernatically collected or evaluated. Even when available, a
patient’s decision for one healthcarg provider versus another segms to be
heavily influenced by factors other than quality and price.

Asymmaetric information allows medical » Finally, it is well-known that patients who have insurance coverage behave

service providers 1o inflate/induca demand. differently from those who do not? This phenomenon is known as moral haz-
ard. and refers to the fact that those insulated from rigk tend to be lass con-
cerned about the negative consequences of the risk than they might other-
wise ba. Put differently, individuals with health ingurance often lack incentives
1o raduce the probability of impairments (ie ex ante moral hazard) oronce a
medical condition has been diagnosed, they desire the most comprenensive
and state-of-the-art restment available {ie ex post moral hezard).

These challenges make healthcare markets exceptionally vulngrable to ineffi-
ciencies. Therefore, governments often intervene due to a perceived failure of
market forces 1o address the above issues, Private insurers, on the other hand,
can address many of these challenges by designing new products, implement-
ing new incentive schemes, efficiently managing claims and improving informa-
tion technology.

? Nawhause, J.B, {19896), Free for AN? Lassons from the RAND Haalth Insurames Experiment.
Harvard University Prass,
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Financing healthcare

Tha manner in which healthcare systems are organised and financad varies
subsetantiaily betwaen countries, Economic, institutional, cultural and social
factors algo play an important roie. In countries where markets aré inadeguately
organised and government schemeas arg nonexistent, individuals must finance
healtheare themselves. This ig still the case in many developing countries. In the
developed world, howaver, governments tend to build up a health infrastructure.
Install their own risk pocling entities, or regulate the markets so that private in-
surance is available. '

Evolution of health insurance financing

Reduction in outof-pocliet payments is The simplest way to finance healthcare s out-of-pocket {QOP), particularly when

a common goal in hesltheare financing. health expenses are affordable, However, orie's personal savings may be insuffi-
cient 1o cover catastrophic treatment costs. Moreover, once ill, the shility to garn
money may be reduced, resulting in an endless gpiral. in such cases, those who
ara ill must rely on their relatives or on charitable contributions. This occurs fre-
quently in developing countries. Therefore, reucing the proportion of OOF is
high on the agenda In these countrles. However, in sorme countrias a gap exists
between regulation and reality, which makes informal, under-the-table OOP
paymaents necessary 10 receive timely treatment.

Instead of COP, many countrigs finance healthcarg with general taxation ravenue
and diract provision of public care. Thiz concept dates back to 600 BC, when

medical treatment was frae for all citizens of Athens. Greek physicians weré em-
ployed by the state and healthcare was financed with taxes. Today, thé most pro-
minent national health service is the UK's NHS, which was established in 1948.

Flgure 4

A healthcare financing systam Ineurance premiums/tax Risk carrlars, Steta funding/reimbursement

Including the goverment

Diregt payment

A

Population P Medical service providers
-

Services

Saurce: Swiss Re Economic Aesearch & Consulting

10 Swiss Me, gigme Mo 8/2007



24-JUN-2888 12:26  FROM +B32 2965 1326 TO 21822525

F.16-42

Social health insurance improves
population coverage, but it often
lacks choices and is inafficient.

Swiss Ro_ wlgme Mo 672007

While direct provision of public heslthcare can improve solidarity, it is not with-
out its disacvantages, Long waiting times are typical of public systems. More-
over, it is not possible to provide choices in the degree and scope of the insur-
ance covarage. Even though there is never @ ane-size-fits-all solution in health-
care, public healthcare, in particular, tends not ta cater well to individual needs
and preferences. As citizens’ expectations increase in regard 10 quality and
flexibility, governments in developed countries have consigered now to iMprove
the system by making use of alternative farms of financing. Health insurance
that detaches the function of fundraising from provision of healthcare has been

" widely considered.

Financing through social or private health insurance

Modern health insurance was introduced in Germany during the 19th century
as a social scheme. Otto von Bismarck was the first 10 make social health insur-
ance mandatory for the working population. The list of benefits included medical
expenditure coverage, sickness aliowance, maternity and death benefits. The
rationale was that social health insurance would have a social pay-off. despite
the considerable financial costs.

Today, social health insurance (SHI). as a general term, exists in many forms,
SHI can be directly administered by governments or social security offices

(eg single-payer systems, such as US Medicare and Medicaid, Australian Medi-
care. or national health insurance in Japan and Taiwan} or through sickness
funds (eg as in Germany and Switzerland). In addition to wage contributions

or premiums. public funds are used to finance SHI.

The aim of SHI is to offer an affordable basic scheme with broad population

~ coverage. However, it often comes with tight regulations that make insurance

mandatory and/or restrict the choices available. In such a regime, the choice of
schemes must be limitad: if there are too many choices on the menu, individuals
would “gravitate” to the scheme that minimises their costs. Put differently, healthy
people would opt to pay lower premiums and buy lean insurance, while those
wha are ill would have to choose more comprehensive schames with highar
premiums. This results in risk segmentation, which undermines the imposed
solidarity.
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Fimanging healthcare

PMI offers chelces to the insured and
addresaes individual preferences.

12

An ongoing debate: what is private health insurance?

There is no single definition for private health insurance. Depending on the

context, there are different criteria usad to classify the nature of various health

insurance schemes, The most common are:

= the lavel of chaice, ie voluntary v mandatory

= the source of financing. ie public or private, and the extent and nature of
governmeant subsidy

a the supervising authority/regulatory body and the degree of government
involvament in the actual operation,

According te the World Health Orgahization (WHO) private insurance schemes

are not controlled by gevernment. Though broad guidelines ara given by the

government, there is no control over payment rates and participating providers.

Private insurance enrolment may be contragtual or voiuntary, and conditions

and benefits are agreed on a voluntary basis between the insurance agent and

the beneficiaries. The following types of schemes are usually considered “private”.

= schemes run by non-profit institutions (mutual benefit societies, frigndly
socleties, institutions co-agministerad by the social partners, ste)

» schemes adminjstered by commercial insurance companies:

u non-autonomous schemes run by-employers, with or without maintalning
segragated funds 1o cover their obligation to pay benefits in the future.

Using the WHO terminology, private graup insurance, of privats social insuranee,
refers to private insurance available to a group of subscribers related by some
cammon characteristic, such as their employer or trade association. Group in-
surance is not svailable to unaffiliated individuals or families.

Social security. or social heaith insurance, schemes are mandatory and control-
led by government, Social security consists of special kinds of institutional units
that may be found at any level of government — central, state or local. Social
security schemes are social ingurance schermes covering the community as a

_whale or large sections of the community, which are impased and controlled by

government units. They generally involve compulsory contributions by employ-

sas or employers or both, and the terms on which benefits are paid 1o recipients
are determined by government units. There iz usually no direct link batween the
amount of the contribution paid by an individual and the risk to which that indi-

vidual i3 exposed.

In contrast to SHI, insurance schemes offered in the voluntary market are mostly
cperated by the private sactor. Some of these health plans may be subsidised or
heavily ragulated (eg rigk equalisation or rastricted rate-making), though individ-
ual erralment is not mandatory. The private sector is better pesitioned to respond
ta individual needs and design plans tailored to individual prefergnees, which
are often heterogeneous. Privete medical ingurance (FMI) can offer flexibility.
while motivating insurers to provide technolcgiss, treatments and procedures
that are innovative and cost-saving. Moreover, private operators are incentivised
to provide value for monsy and may be best positioned 1o maet global health-
care nesds.

Swiss Re, sigmm Mo 62007
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Private health insurance products

Health insurance is personal insurance that provides coverage for the cost of
hospital and medical expenses arising from illness or injury. Benefits are paid as
a fixed lump sum or a3 a proportion of actual treatment costs (indemnity).

indernnity or reimbursement inNsurance Covars medical expenses defined in the
policy. It may be on a first-dollar basis or with a deductible; it may also be with
or without coverage limitg. Co-payments and co-insurance are typically putin
place to reduce fraud and moral hazard. In some markets, it is referred to as medi-
cal expense insurance (medex).

Hospital cash policies pay out a fixed amount of money for every day the insured
i in the hospital. The idea is that the money can be used to pay the costs of

the hospital stay, or perhaps the cost of treatrment during that period. Howevar,
what the money should be used for is not specified, 80 it could even be used to
pay for a holiday when the person recovers,

Critical illness (also called dread disease) policies pay out the sum insured if a
specific severe condition 18 diagnosed (eg heart attack, cancer. stroke. kidney
failure, coronary bypass surgery). It helps cover costs incurred due to hospitali-
sation, intengive care, surgery, medicines, tc. Originaily, it was a "living” benefit
under a life insurance palicy.

Broadly speaking, private health insurance also includes long-term carg and
disability benefits. In this sigma, we focus on indemnity insurance and refer to
it as private medical insurance (PMI).

Public-private partnership

Combining the best of two worlds: In recent years, publi¢-private partnership (PPP) has become prominent in public

social haslth insuranca for basic . policy debates. In view of the budgetary pressure and the gxpected cost trends,

goverape, private insurance for the rest. - . . ;
governments will ingreasingly have 10 address the dilemma between equity and
efficiency in the system.

PPP is an option for both developed and developing countries. In developed
countries with direct provision of heattheare, PMI is a way 10 etrike a balance
between access to healthcare, costs and preferences. it allows people 1o buy
additional coverage according 1o their individual needs and preferences, while
alleviating burdens on public health plans.

in developing countries, on the other hand, PMI may help to increase coverage.
This is especislly true where taxes levied to finance the public scheme resultin
macroaconomic distortions that erode the benefits of risk-pooting.* Moreover.
in a stable regulatory environment, PMI may contritute to the gstablishment of
a medical infrastructure,

4+ Pauly, M.V, Zweifal, P. 5., Scheffler, R.M,, Preker, A $. and M. Bossert (2006), Private Health Ingurance
in Devaloping Gountries, Health Affairs, 25(2), 368=379.
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Roles of private medical insurance

PMI has evolved into different forms, depending on the role PMI plays in a given
healthcare systermn. Accerding to QECD, PMI can be classified acoording to eligi-
nility for social health insurance and services covered.®

PMI ray be a primary source of coverage for population groups without aceess
to public health coverage. [t may alse duplicate existing public univarsal cover-
age by offering a private alternative 1o it. Likewilse, it may cover the partto be
borne by the patient undsr state co-sharing schemes and, thus, have a complg-
mentary role. Last but not igast, PMI may finance goods and services thatare
excluded from the public coverage and therafore be supplementary 1o public
health systems. These four options are not mutually exclusive.

Primary Duplicate Complementary Supplementary
Spain Greece Denmark Canada
Belgium Mexico France - Czech Ropublic
Austria United Kingdom Luxemboury Hungary
Germany Finland Sweden lgeland
Unitad States Ireeland Turkey Karea
Netherlands Itaky China Poland
New Zealand Slovak Republic
Portugal Switzerland
Australia Japan
South Africa {zraal

Countries position private medical insurance in one of the above ways, depand-
ing on how their governments organise public schemes, such as social health
insurance or direct provision of public care. Possible market failures and consumer
pratection issues are often used to justify the heavy involvernent of governments
and hence, the existence of social health insurance. Policymakers often note the
following differences between public and private schemes:

. Social health insurbnece Frivate medical insuranca
m Non-profitin nature » Complies with commercial abjec-
» Aims to cover a range of basic - tives

services = Alms to promote choices, flexibility
= High population coverage for equity and efficiencies

concemns w Often regulated and limited to a
» Rate making not based on aifford- - small segment

ability m Experience rating or comrmunity
» Often on the agenda in country rating

politics

8 Colombe, F, ard W. Tapay (2004), Private Health Insurance in DECD Countries:
The Banefits and Cests far Indlviduals and Health Systems, OECD Health Working Papers No TE.
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The antirs health insurenca value chain The seope of PMI may be very different. depending an the market environment
includes marketing, underwriting, and the skills of the insurer. Typically, a PMI insurer i3 responsible for product

dminisirati ical . . T - . . . . .
adminiszration and medical management design, distrioution and underwriting. In addition, the insurer is the risk carrier

and administers claims processing. In redical insurance, the risk carriers should
also consider medical management, at least if cost containment l2 an important
issue.

Figure 5
Stylised valua chaln of managad care

As explained earlier, the healthcare market invalves inefficiancies within the
multiple decision process of treatment. As a result, claims costs and premiums
increase. Some Insurers atternpt to minimise this waste by building & provider
network and introducing cost management and managed care in the form of
disease and case management. The goals are 1o align interests between the
policyholders, insurers and medical service providers, 10 establish best practices
and provide high quality treatment. Active medical management without jeop-
ardising patients’ personal preference and physicians’ ¢linical freedam deter-
mines the success of medical insurance in the voluntary market.

Suceessful health insurers possess competencies not only in underwriting risks,
but also in influencing clinical decisions. They also focus on the efficient handling
of large volumes of heterogeneous transactions. Likewise, insurers understand
the importance of efficient administration and claims management processes.
Privata sector insurers are particularly motivated to develop innovative solutions
in order to lower their combined ratios. When attempting to increase their mar-
ket share in the most competitive markets, théy must do o without compromis-
ing cliant satisfaction.

Oftan the service provider — not the financier — takes the lead in the health in-
surance value chain, However, the latter negotiates on behalf of its clients for
cost-effective, quality care that suits their preferences. One major problem in the
US markst is that employers, rather than individuals, decide what te cover and
what to exclude. To realise the full economic value of health insurance, the trend
is for the private sector to address individual preferences as much as possible,

Swigs Re, aigme Mo /2007 1 5
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The tales from two camps

The ability 1o influence medical decisions determines how successful health in-
surance can be. Medical service providers themselves will have a natural advan-
tage when expanding their business 1 underwrite health risk, This was the sto-
ry of Blue Cross in 1829. Justin Ford Kimball headad the faculties of medicing
and nursing, which were endowed by & university hospital in Texas, Under his
adrministration, he developed the first health plan in modegrn American history.
The plan guaranteed teachers 21 days of hospitalisation for USD € per year.
Argund the same time. the Blug Shield concept emerged when workers of the
lumber and mining camps of the Pacific Northwest faced frequent [njuries and
ahronic iliness. Employers began to make arrangements with physicians who
were willing to aceept a manthly feeg.for their services. In 1939, Carl Metzger
introduced the Blue Shield symbol. The concept of Blue Cross and Blue Shield
eventually became the icon of employment-based health insurance. which was
originally an arrangement between physicians and employers/workers,

In contrast, life and P&C underwriters have gradually transformed thermnselves
into players in the market. For example, CIGNA was formed after a merger be-
tween INA, the first US marine insurer, foundad in 1792, and the Connagticut
General Life Insurance Company. CG, founded in 1885. In 2004, CIGNA com-
pleted a series of retrenchments and focused its strategy on health and related
benefits products. Similarly, Astna sold its P&C oparation in 1998 to Travellers
and its financial services arm to ING in 2000. Aetna has since gone through two
mergers with specialised health benefit groups, and acquired the skills and
competencies needed in the health sector.

PMI rmay therefore help to improve nealtheare dalivary if it is well embedded In

the healthcare system and is able 1o prosper. More specifically, private medical

ingurance.

a Offars innovative insurance contracts that better suit the insured's preferences;

w adds ¢capacity where it is most scarce.

= has proven to be better at contracting with medical service providers, and
hence increases efficiency and guality of service providers.

» helps diffuse innovations that are subsequently copied by the social health
insurance (ie positive spili-aver).

s is & catalyst for structural ransformaticn.

Im order to ensure that private medical ingurance adds value 10 the health system,
2nd 5t the same time is run profitably, private operators will need to consider
1he presance of §HI and related regulations, The role aszigned to PMI is deter-
mined by sach country. However, onge the role of PMI is defined and appropriate
regulation is established, private-market solutions can emerge for the benefit

of all.

Swiss Ao, sigma Mo 6/2007
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Global trends in private medical insurance

The world's private madical ingursnca The world spends more than USD & trillion on healthcare. Expenditures on private

expandltures are approaching USD medical insurance are expected to reach USD 1 trillion. The United States alone

;;;2':;";:::&?'"“ sccounts for accounts for 80% of the spending, followed by France and Germany. As dis-
cussed previously, the role of private medical insurance is largely datermined by
the politics of healthcare In a specific market. Each nation defines the level and
nature of involvernent of the private sectar. However, recent healtheare reform
around the world has actually spurred insurers to develop proactive strategies in
response to the health systern changes.

Figure 6 US 3
Healthcare spending funded by private France
prapaid plans, 2007 astimates

Germany ey
Brazil T
Canada =g
Netherlands 3
South Afriga T
Australia
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Switzerland T ;
Arganting FErRn
United Kingdom Twzym
Russian Fedaration 'Emmms
Austriz TS
Chile g
China WErR
Republic of Karaa s
Italy =8
Belgium een
Mexico mm
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Mote: Estimates based on WHO National Health Accounts 2004 and Swiss Re estimares of GDP 2007,
Dnly tha top 20 markets are shown here. Numbers refer to health spending funded by FMI {net FMI
pramiurns), When compiling NHAs, researchers of diffarent countries might use diffarent muthadalogies.

Seuree: Swiza Re Economic Research & Consulting
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Cansumerism s 2een as a way to
shitt power io the insured and provide
incantlves for sound decision making.

High deductible health plans reduca
maral hazard,
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Consumerism is growing

Consumerism is growing in some developed markets, particularly in the US,
where eonsumer-driven health plans are bacoming widespraad. In the US, tax-
advantaged accounts, such as medical saving accounts or health reimbursament
arrangements, are increasingly being paired with high-deductible health plans.
In 2003, these plans received a boost with the passage of the Medicare Mod-
ernization Act, which provided tax incentives.t The irlea is that consumers, the
ultimate beneficiarias, should be engaged in every stage of the healthcare value
chain. from choosing among different plans to choosing providers. Consumers
are in turn maotivated by an increased financial stake In the form of deductibles
and a tiered-benefit design. In order for patients to make choices, they need in-
forrmation, which forces medical service providers 10 make prices transparent
and improve guality. Consumer-driven health care, therefore, seeks to shift the
control of resources from ingurers 1o individual consumers.

Assessing the Impact of consumer-driven health plans on wiilisation, quality ana
healthcare costs is rather speculative due to the short histary of the plans, How-
ever, early avidence suggests that by ermpowering consumers o rnake proper
choices, healthcare costs can be lowerad witheut sacrificing the quality of serv-
ices. A UnitedHealthcars study indicated that consumer-driven health plan &n-
rolees were nat only mere engaged and acted more thoughtfully, but they alsa
reduced their utilisation of outpatient and lab services by more than 10%. In
addition. use of preventive care services increased 8%.7 An Astna HealthFund
study showed that enrolees maintained or improved levels of chronic and pre-
ventive care, and increased their use of generic medications, consumer tools
and information. Aetna consumer-driven health plans saved USD 1000 per
member over a three-year period 8 Whether consumer-driven health plans are
just a temporary fad or prove to be long-lasting is yet 1o be seen. In Singapore,
however, & similar system was introduced decades ago, together with a high
deductible health plan. High deductibie plans are expected to be a promising
alternative to raditional social and private medical insurance (see box Medical
saving — a Singaporean invention},

¥ According to the America’s Health Insurance Plang (AMIP, an Industry trade group repreganting man-
aged care plans and heaith insurers) 4.5 m people warc eovarad with a MSA/HDHP in January 2007,
comparad to 3.2 m a year sarlier,

7 Thamas Poliselli, UnltedHealth Group, written sammunication, June 2004, ched in Herzilnger A,
and 8. Parza=Parsi (2004}, Conzumer-driven health care, JaAsa, 282(10), 1213-1220.

& Agtna Annual Repart 2Q06.
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Scale and scope advantagss In healtheare
further expedite market consolidations.
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Medical saving — a Singaporean invention

MEAs are personal savings accounts opened by individuals to cover future
healthcare expenses. Whether induced by tax incentives or required by law,
deposits are made regularly into 8 MSA. Errolment in a high-deductible cata-
strophic insurance scheme is guite comrmon.

The origin of this concept can be traced back to 1984 in Singapore, which intro-
duced MEDISAVE, a compulsory savings element of its national retirement sys-
tem. Employees contribute 6 to 8% of their salary into the MSA, which g matched
by their employers. Individuals can use their MSA to finance hospital expenses
that either they or their immediate family incur, or o finance expensive outpatient
freatments, such as chemotherapy, HIV drugs, and kidney dialysis.

MSA account holders face the risk that catastrophic illness could wipe out their
account. In the absenca of a traditional social health insurance in Singapure.
the MEDISHIELD prograrmme was introduced in 1990 to cover catastrophic
risks. Premiurns may be paid out of the MEDISAVE account. To ensure that
MEDISHIELD is limited 10 catastrophic illnesses, high deductibles and a 20%
co-payment apply, though deductibles and co-payments may be paid out of
the MEDISAVE account.

It is based on the balief that MSA encourages individuals to take responsibility
for their own healthcare needs by providing incentives 10 save and 1o avoid
urnecessary use of medical services. In turn, MEDISHIELD premiums are low.
since catastrophic events occur rarely. However, it remains unclear whether the
Singaporean saving model can be adopted by other countries without the pro-
longed economic growth experienced from the 1870s to the 1990s. Hawever,
many variants of medical saving schemes have been launched or propesed in
other markets,

Scale and scope in medical insurance

Since medical insurance is a complicated buginess, entering the market and
cormpeting for markat share require substantial initial investments in know-how
and distribution as well ag in provider network and infarmation infrastructure. A
necessary condition for insurers’ willingness to invest upfront is that the market
should surpass a minimum scale in order for such investrnents to be worthwhile,
Most of the largest health insurers are based in the United States. Many of thern
have been building up their medical expertise and capacity for more than half a
Century.

19
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Figure 7
The world’s top health underwriters
by net premivms earned, 2006
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Soures! Company financlal statements, Conning, Swiss Re Econemic Rezearch &Consulting

Continual expansion of the membership base is critical in the health insurance
business. In a competitive enviranment, M&A and market congolidations are
seen not only in the USS, but also in other markets. For example, the adoption in
2006 of the Health Insurance Act (ZVW) in the Netherlands, which canvertad
all sickness funds to private insurer status, is expected to lead to further consoli-
dation in the market (ie norizontal intagration). In Australia, most privately owned
mutuals are poised 10 go publi¢, following in the footsteps of the market leader
Madibank. A wave of consolidation is expected to fallow. Evidence indicates
that private medical insurance markets that are srmaller than the US market are
often dominated by a few big players.

* Recent M&As in the US include Welipgint s acquisition of Atrlum, UnitedHealthcare's acquisition of
Dafinity, and GIGNA'z2 acquizition of Memphlz-bazed Mid-South Administratlve Group,

Sviaz Re sigma Mo §/2007
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Figurs 8 100%
Market share of top 5 PMI players
in selected markets
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Note: Estimares based national insurance slatistics; South Africa: refers to Open Sehemes only;
Japan: refers t 3rd sector business: Unled States: inctude HMO business.

Source: Swise Re Economic Mesearch & Consulting

Maodern integratad eara leads o cost M&A activity is typical in the insurance industry. A key feature in deals is the

savings and increased quality. acquisition of provider networks. ie verticel integration. Medical insurers have a
special tie to medical service providers, since it is the praviders who determing
the level of claims and hence, profitability of the insurance business. Securing
pravider networks and delivering integrated services are common in tha LS50
In ather markets, contracting with preferred or authorised providers is often
regarded as the only possible way to managé claims in reimbursement plans.™

Using an integrated approach. insurers channel and congentrate treatments 10
those medical service providers who prove to be cutting-edge. This fosters the
development of high-volume, specialised service providers, and the achievement
of ecanomies of scale. Specialised, high-volume fagilities alsc result in higher-
quality diagnoses and treatments.’? Unnecessary proceduras may be averted,
and policyholders who choose such an insurance plan on a voluntary basis may
benefit frorn lower premiuma. Far example, US insurers are beginning 1o inte-
grate across specialities such as medical, pharmacy, behavioural health, dental
and disability, and are covering multiple heatth conditions. This helps to identify
people with seriaus ehronic conditions earlier, which may in turn result in cost
Savings.

W Fgr example, CIGNA HealthCare anneunced a strategic alliance with MVE Haalth Care/Praferred Care
to levarags an additional 18 000 providers and 150 hespitala In 3 states. {Annual Report 2006).

W Examples are BUPA's efforts in forming the MRI network and approving aphthalmle providers (Annual
Report 2008).

7 Birkmeyer, J.D. et al. (2002}, Hospltal Volume and Surgical Mortatity In the U.5., New Emgland Journal
of Madlicing, 346 (16), 1128-1137, Birkmavar, J.D., Skinner. .J. £, ang D.E. Wennberg {Z002). Wil vol-
umne-Based Referral Strategies Feduce Cogte Or Just Save Lives?, Haalth Affairs, 21(5): 234-241.
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Portabifity of insurance cover is the
key to unlecking the promising medical
tourism market,
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Integrated healthcare i3 @ business madel that has praven to be cornpetitive. It
not only allows ingurers to improve quality and costs of treatrnent, but it also
allows them 1o achidve economies of soale at the support services level, Large
integrated groups can provide shared support services, such as regulatery com-
pliance. education and training. sinancial managernent, and information tech-
nology (IT) support. Examples of this are shared longitudinal comprehensive
alectranic health records, which are vital for giving patients integrated care and
providing caregiver support 100ls.

Life and general insurers sometimes enter the healthcare Industry via an acgui-
sition. Other forms of intermediaries, such as third party administrators (TPAs)
with established provider networks, will be attractive partners for potential en-
trants wishing to form alliances and acquire industry gxpertise.

Medical tourism and globalisation

The globaiisation of healthcare is expected to have a significantimpact on the
strategy of health insurance companies. Due to the huge cost differential be-
tween the developed and developing world, a number of Asian countrigs {ie Indlia,
Thziiand and Singapore), as well as Latin Armerican and East European countries,
have heen actively promoting their medical services worldwide. A recent study
indicates that if ane-tenth of US patients would travel abroad to be treated for
the “maost easily tradable procedures”, yearly cost gavings of USD 1.4 b could
ke realised. These savings already take into account the cost of travelling.

Dermand for treatment abroad will experience a boost when insurers start
offer such palicies. Today, health insurance nlang mostly discriminaie against
reatment abroad, with insurers usually excluding coverage abroad, except for
ermergency treatment while raveliing. Obviously, extending coverage 10 a warld-
wide network requires initial investments to establish contractual relationshios

. or natworks with medical service providers, Moreover, policyholders must realise

the Benefits, either in the form of lower premiums, deductibles and co-payments
or bettar, mora comprahensive services, However, in view of the significant
savings potentlal, some experts halieve that medical tourism health pians will
eventually become available and revolutionise healthcare delivery (see text box
Medical tourism: from a niche product 1o a rmega-trend?).
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Figura 5
US-foreign price differentials of medical
procedures
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Medical tourism: from a niche product to a mega-trend?

Getting treatment abroad |5 gaining in popularity. India, considered one of the
leading medical tourism providers, attracted 500 000 foreign medical tourists
in 2006. Revenues totalled USD 350m, and the annual growth rate for such
sarvices was 30%. Around 150 000 medical tourists went to Bangkok, Thailand,

~in 2005, resulting in revenues of USD 1bn. Many other countries positioned

themselves in the medical tourism arena, while cthers explicitly stated that they
wizh 10 enter the business.

There are many reasons to undergo treatment abroad, First, medical costs vary
substantially between countries. Second, limited capacity and long waiting
tirmes or aven the lack of supply of certain reatments may be additional rea-
sons. Third. dissatisfaction with the domestic health systemn and superior medi-
cal, nursing or amenity services abroad are appealing to many medical tourists.

The whole range of treatments is not suitable for medical tourism. Most suited
are elective procedures as well as non-acute, complex surgeries, such as joint
replacement, cardiac surgery. dental surgery, and cosmetic surgeries., Further-
more, it is required that; {1) patients are able to travel without majar pain or in-
convenience; (2) proceduras have minirmal rates of post-operative complications;
and (3) the procedure involves minimal follow-up.
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Giobal rends in grivate medical insurance

24

Frorn the perspective of the developed countries, medical tourism may appear
somewhat unappealing, and low quality may be & real concern. However, medi-
cal service providers are well aware of this concern and have strived for interna-
tional accraditation, such as Joint Committee International {Joint Commitiee on
Accreditation of Healthcars Organisations) and International Organization for
Standardization certification (1S0). Many — if not all — successful madical service
providers in the medics! tourism argna have received such an accreditation, are
equipped with state-of-the-art equipment, &nd often employ medical and nurs-
ing staff with American or Eurepean professional certifications (eg US Medical
Licensing Exarn, USMLE, and the National Council Licensure Examination for
Fegistered Nurses, NCLEX-RN).

A more widespread Use of medieal tourism requires better informaticn and
awarenass of the quality of foreign medical service providers. Patients will
demand better protection and guarantees in case of malpractice and compli-
cations, Once these obstacles are overceme, medical tourism is likely 1o lead
10 better guality treatrments for legs money.

Companies with global aspirations are also increasingly intgrested in specific
segments, such as the rural sector and the Islamic world, In Africa and Asia. a
number of projects have bean piloted to develop microinsurance schemes for the
rural population. Many of these schemeas have been initiated by local govern-
mernts and international donors.’? This has also attracted the attention of some
international {re)insurers. it has also been reported in the media that a number
of medical and health praducts are being launched by Takaful companias.

Howsver, going global remains a rare phenomenon in health insurance and it
is very sensitive to palitical and public policy rigk. For example, BUPA has
recently retrenched its operation in lrelanc because of the passage of the risk
eiqualisation scheme. Some divestrnents have also taken place in emerging

_markets {eg it was reported that CIGNA and HSBC sold their Brazilian opera-

tions in 2003). While China has been a magnet for fareign direct investment
in the past two decadas and is currently a large health economy, specialised
insurers nave established 8 presence there only over the past two years By
satting up representative offices.

1 Spe MaGord, M., Haglth Gare Microlnsursace — case studies fram Ugando, Tanzome, indie ELES
Camboeia (NTR:// Wi, microinsurance centre,argy)
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Running private medical insurance profitability

Community preference and regulation The market size and the profitability of private medical insurance depend on the

determine the patential market for pri- operating environment. Private medical insurers will participate in & healtheare

vate medical insurance. systern enly if they can operate profitable and sustainable businesseas. This, in
turn. depends on haw policymakers draw the boundary betweaen social and pri-
vate medical insurance. In some situations, the aperating environment sirmply
does mot support the private market, In other ingtances, a mature markeat will al-
lew a full integration of healthcare and financing (see graph below).

Figure 10 Insurer's Involvement
Hiararchy for participation in T
medical insurance business

Source: Swiss Ae Economic Research & Canzulting

_ Assessment of market potential

Health insurance requires substantial investrnent In know-how and infrastruc-
wre. To justify this. a targat market should have sufficient size. Total healthcare
expenditure and the share financed through private medical insurance offer
crude, initial indicators for assessing potential markets (see graph below).
Today, the US, France, Germany. Brazil and Canada are the most dominant PMI
markets.

In many developing countries like China, India and Mexico. the market for private
prepaid schemes is still small, while out-of-pocket payments are much bigger in
volurne. There are opportunities to channel the latter w the former if the govern-
ments choose to do 50. The volurne of out-of-pocket financed healtheare can
indicate the market potential for private medical insurance, Policymakers can
also cultivate 2 suitable markst environment so that private insurance develops
into a promising value proposition in these countries.
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Figure 11
Potential market volume, 2007 astimates
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However, a high proportion of out-of-poékat financed healthcare shouid also be
& warning sign for private insurers, given that it is the result of either inadeguata
regulation or a poor market environment. Therefore, insurers should know kow

polleymakers define the role of PMI and what they expect from the private ingur-

ance industry.

In order ta enable medical insurers 10 TUn their businessas profitably, scme key
raquirements need o e met, PMI must ba given adequata freedom in design-

ing products, and needs to have +he freedom 1o select risks. In addition, PMI
should price products according to actuarial principles. Finaily, PMI must be
given the right tc ¢ontract with medical sgrvice providers who prove to offer
superiar quality ata competitive price. [n order to strike a balance between

high-quality and competitive prémiurm lavels, some insurers have speciallsad
in managing the process of heaithcare delivery. The key is 10 understand and

react 1o the factars affecting the entire medical insurance valug chain.

Swizt Ra, sigmta No 8/2007
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The rise of 3rd sector produets in Japan

By any standard, Japan should be considered one of the biggest markets of
private health insurance, According 10 insurance statistics. the annualised pre-
mium income for the 3rd sector {in which private health insurance is sold) was
about USD 38 bin for the fiscal year 2006, Thig 1z in stark contrast to the health
spending figures derived from WHOQ data (see Figura 11).

The expansion of the 3rd sector in Japan is a pertinent example of how citizens
turn to the private sector due to the insufficient benefit coverage of national
health Ingurance. The products genearally provide fixed-amount benefits paid for
hospitalisation. surgery and othar medical services. The most popular products
are hospital cash plans, which pay fram 5000 to 10 0C0 Yen per day for hospi-
talisation, up to a maximum of 120 days. Surgery benefits are a multiple, but
also fixed amount.

A possible explanation for the discrepancy between the official and the WHO
figures may be that hospital cash benefits are in principle paid directly to the
household instead of to medical service providers. WHOQ considers hospital cash
benefits as income; therefore, these payments are considered as out-of-pocket
payrments in national health accounting. As a conseguence, private prepaid
schemes seerm to be insignificant, which reflects the very specific product mix
in private health insurance in Japan.

WF”\J AEIuIldinn- v
P,mldur . c:mmnt
‘- M ST ~‘ .

" fee —-v‘-f = -'wi.“i-—“"\

Customer recruitment and product design

Balancing the cost-benefit of For medical insurance, product design is crucial for many reasons. The product

customisation in product design design defines henefits covered (e scope of FMI). rates (eg level and intervals),
renewal terrns (eg level of rate guarantees), deductibles, co-payments and co-
insuranee, reimbursement as well as the medical service provider {(eg point-of-
service). These factors are often highly regulated.

Private medical ingurance products must meet the demands of potential cus-
tomers. Given the presence of social health insurance or national health services,
PMI often works in residual markets (in terms of who and what has 10 be cov-
ered). Because preferences and resources available vary substantially between
individualz in different rmarkets, this calls for a market segmentation that ad-
dresses heterogeneous preferences. In fact, this is the advantage of PMI over
rigid social health insurance. Thase with limited finarcial means may pass up
being able to choose the service provider in exchange for lower premiums. The
wealthier are likely to prefer products with all the bells and whistles, ie maximum
choice and comfort, and are willing to pay the higher price.

Swwin Ra, algma No £/2007 27
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[ . __
Product design reguires accurate Accurate ciata is algo azzential for product design. Because data accurmnulates
medical data. over time and only when business is written, market entry is lso difficult, insurers

in emerging markets face an even greater challenge. since most medical history
and utilisation data are either unavailable or owned by social health insurers.
Moreaver, healthcars expansnce data is hardly transferable from one country

to another. Insurars wishing 1o gxplore new markets can team up with a TPA or
kenafit consuitants for information access, Generally speaking, international
rainsurers have been active in nurturing their data capacity worldwide, '

Benefit design: PMI must understand Benefit design s critical 1o the heaith insurer's exposure 1o medical cost escala-
how medical innovatians ditfuse in 2 sion. which is in turn driven by the advancement of new medical devices, diag-
speciflc market. . . . . .

: noses and treatments, Itis well known that medical innavations tend 10 INCrease
nhealtheare spending in the jong run. The exposure of an insurer 10 cost trends
thus depends on haw innovations'® diffuse and how access 1o New technology
is granted to the policyholder. The use of a spacific Technclogy i8 often not
defined in the policy.

A puzzling feature of many medical If new technologies are immediaiely in¢luded in the list of benefits for social

innovations is that they simultaneously health insurance, market prassure will force PMI o follow, regardless of the ef-

:;‘;Ti;;::f duce unit osts and INCrease fectiveness, appropriatensss, and cost—effectiveness/cost—benefit consigarations.
Medical service providers alse play a crucial role in diffusing innovations. In
healthcare systems with a high degree of pre-paid henefits. naspitals that are
exposed to compeTition try 1o atrract patients by adopting the innovation."

A patural conseguence s 10 raise the pramiums shared among mMembers of the
paol. This may underming PMI's atternpts 10 offer cost-effective coverags.

a Rucent exarnples are Swigs Ra'z joint vanturs with TTI¢ Healthoare Services and Munick Re's jolnt
vantura with the Apellc Hosaitals Group In India.

1 Thers are differant Kind of innavations. Frocess innavations allow the delivery of the same product
with fawet reseuUrcss, ed information tachnalagy reduced administratlve workload In hospitals. Preduct
Innavations, on the other hand. lead 0 now agrvices, eg novel clemotherapiea o reat patienta with
Cancer. '

1w Gurler, ©. M. énd A. 3. Huckman {2003), Technologlcal Devalapment and Medical Preductivity: The Dit-
fualon of Angiopiasty in New York State, Journal of Haalth Ecencmics, 22. 187-217

¥ Luft, H. 5., Robinsen, J.C.. Garick, D.WV,, Magrki, §.C, and 5.J. MaPhes (1986). The Rale of Spaciatized
Elinical Services in Competition among Hospitals, /nauiry. 23, BE-04,
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Table 1

Regulatory environmertt of top 10
private medical Insurance markets

Pramium rate

Universal Regulstory body or henafit control Guaranteed- Tax incentives
Presance of SHI coverage by SHI for PMI on PMI renewability for private plang
us Medicare/ Elderly, disabled,  Stete's insurance  yes yes yes
Medicaid/CHIP children, the poar  gommizsions {individual)
France MNHI yes ACAM ng yas, after yas
2 years
{individual)
Germany Sigknaess Tunds yes” BaFin yes yes yes
Brazil yes y&s ANE yes For employees no
digmizzad
Canada Provincial SHI All residents Qffige of Super- ng no yes
intendents of
Financial Inter-
medizgries
Natharlands** no no DNB yes yes no
South Africa no ne Coungil for yes yas yes
Medical 5ehemes
Argentina yes yl] SSN no no yes
Australia Medicare yes Private Health yes yes yes
Insurance Adrmini-
stration Council
Spain NHS yes DGS ng na yas _

Mowe: Tep 10 health econumies (see previous chart} are included

= with the exeption of those wha qualify for apting out, those who are sel-employed will have an obligation to take out coverage by 2009
(atcording 1o the healthcare refarm 2007)

** ZVW is a mandatory private health insurance

Source: Swiss Re Egsnomic Research & Consulting

Co-payments and co-insuranca
are important means of reducing

moral hezard.

Swnas He. sigma Mo 572007

_ Ever since the RAND Health Insurance Expériment, cost-sharing has become a
biblical verse in health insurance design, Moral hazard and excess utilisation
remain major challenges. In order te limit moral hazard, medical insurance plans
with deductibles, ¢o-payments and co-insurance have been developed. The
idea is that the insured should bear some of the treatment costs and thus refrain
from demanding unnecessary services. In the US, medical insurers are increas-
ingly moving from general indemnity 1o high-deductible plans (see section on
growing congurnerism). Thesa plans also come with choice and flexibility. A
segment of the market will always demand to have unlimited choiee and flexibil-
ity; these customers are targeted by insurers because they are often willing to
pay more 1o have more options.
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Actuarial rate making is a prarequisite
for sustainable PMI.

Regulation facilitating access and
affordability for high-risk individuals
escalate in a spiral of regulatory
interventions.

Voluntary measures initisted by the
insurance industry may help keep regu-
lation to & minimum ard add credibility.
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Underwriting

Private insurance is based on the principle that the insured or a pool of insured
incividuals pay pramiurns that cover the expected costs plus varioug loadings.
The insurance then campensates those who suffered a loss; ex post, 8 transfer
occurs from those without losses to those with losses. With risk-rated premiums,
the chronically il and the elderly have healthcare costs that are & multiple of the
costs of young and healthy individuals. Their rlsk-based insurance premiums may
be prohibitively high. This is a fundamental problem of how wealth and health
are distributed across a sociaty, Attempts to solve this social challenge by regu-
lation of PM] markets is not a viable strategy. For thig reason, many have argued
that governments should finance healthcare for those who cannot afford it and
set regulation in a way that private medical insurance can be run afficiently.

If PMI is the primary saurce of covérage, and policymakers delegate health in-
surance to the private sector, then premium rates will likely be sapped by regu- .
lation. Altarnatively, policymakers could require insurers 10 issug & standard
product to ensure access to insurance for all. Whenever high-risk policyhalders
generate costs that exceed the premiums paid, these excess costs must be
borne by the cther insured; this results in an ex ante transfer of premiums frorm
low-risk policyholders 1o high-risk pelicyholders. In sych a setup, ingurers run
the risk of being overly exposed 1o "bad rigks” that result in finangial lossas,

The natural response for ingurers is to cream skim the good risks. This in turns
prompts governments to introduce a rigk-equalisation scheme, often accompa-

. nied by apen enrolmant and restrictions in exclusions of pre-existing conditions.

Whenaver markets become highly regulated, return on investrment may deterio-
rate and lead to market exit. In Ireland, the health insurance authority intreduced
an equalisation scherme that would have required BUPA Irelanc to pay about
ELUR 50mn per year 1o its rivals. including the state-owned insurer Vhi Healthcara.
In early 2007, BUPA Ireland was soid to Quinn Group, whieh later formed Quinn
Healthecare.,

In order to protect the ingured, premium rata adjustments are often tightly regu-
lated. At & glance, long-term or even whole Jifs rate guarantaes might seam da-
sirable to the insured. However, escalating healthcare costs and the inability to
pradict developments in medical technology over tirme would require prohibitive
loadings on top of risk premiums (see 1ext box South Korea: an illustration of uti-
lisation trends). This would maks FMI less affordable and less coempatitive, and
it would reduce marker volumne drastically. This in turn leads to a deterioration

of the positive diversification effects and give rise to the hazard of adverse
selection. Risk rate raviewability is therefore nacessary for sustainable product
management, given the unavoidable rise in health costs.

Swiss Fe, gigma No §/2007
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Suerantesd renewsble cover, ogethal
with premium adjustments on a callec-
~ive basis is fair and susteinable.

Emansive approval raquirerments for
rate adjustments may have a negative
impact on profitability.

Frohibition in exclugions of pra-gaisting
canditigna result in market failura.

Sz R, sigma Na 62007

In Germany, for example, PMI tends 10 smooth premiums over time: young
insured individuals pay premiums above their risk, and aging reserves are accu-
mulated in order 10 subsidise premiums at a later stage. However, premiums
are not guaranteed and wsually increase as nealthcare costs rise. Moreover, so-
called aging reserves Tie the insured to their insurer (goidern handeouffs). which
hampers competition between PMI insurers. In Garmany. the latest health
reform introduced portability of aging reserves, despite massive opposition and
warnings from industry representatives that this will result in marker failure,'®

Because long-term guaranteed rates are not a viable solution and may result in
a spiral of policy involvernent, PMI can instead offer guaranteed renewability. By
issuing a guaranteed renewable insurance policy, an tmsurer agrees to automati-
cally renew the policy, even though the policyholder may cancel the policy. tis
only valuable for the policyholder if the insurer refraina from adjusting premiums
according to individual experience and limits re-rating for the pool as a whole.
Guaranteed renewability rnay be mandatory by law or granted on a voluntary
bagis: market préssure also plays a role. Guaranteed renewability offers an alter-
native ta the regulation of premiums, whilg simuhaneously protecting the insured.

Insurars should take note of countries where rate changes must be approved by
the requlator. If this procedure is tirme consuming. a PMI faces the risk of heing
“a step behind cost developments”. By the time new rates are approved, they
could already be insufficient to cover claims. The mare restrictive and time con-
suming approval procedures are, the higher the risk for PMI.

In the voluntary market, insurers need 10 be allowed to specify exclusion clauses
pased on pre-existing conditions. AIDS is the moest common one. Conditiong
that are uninsurable {(eg pregnancy, abortion, and cosmetic surgery), az well a3
aliments that cannot be clearly diagnosed, should also be excluded. The lack of

_ restrictions on pre-existing conditions would incentivise individuals to apply for

caverage when sick or after injury. This would in turn result in a lack of pooling
and market failure for PMI. On the other hand, exclusion ¢lauses incentivise the
insured to insure while still heaithy (eg even before birth), resulting in a maxi-
mum paoling effect and lower premiums.

™ Barkigr, H.0. (2006), Die Zerstérung, Frankfurter Allgemaine Zeitung. & QOctober, No 232, 13,
-
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flunning private medical insurange profitability

In a competitive environment,
efficlent administration is kay
to ensuring profitability.

Standardisation and codification of
diseases requires a strong collabaration
betweazn health minfetries, the Insurance
industry and medical service providars,

a2

Administration

Information technology (IT) facilitates accuracy and efficiency of the administra-
tioh process. Since PMI s a high-frequency, lew-severity busingss, small savings
in the administration can have a significant impaet on profitability. Almost all

US insurers imvest in IT systems that increase the speed and sfficiency of data
and claim processing and allow them to regct taster 1o changes in medical cost
trends.

Both patients and insurers benefit from the advancament of informaticn tech-
nology. A survey by American Health Insurance Plans found that electronic sub-
mission of kealth insurance claims more than tripled in the last decade, reducing
adminigtrative costs and allowing 98 percent of claims to be processed within
30 days of receipt.!?

Access 1o reliable data is crucial for aciuarial analysis and claims procassing. An
industry standard. .ie a consistent approach to standardisation and codification
of diseases, facilitates the dialogue betwean insurers, medical service providers
and health ministries. |T also enhances transparency of infarmation and facilitates
the analysis of choices made by patients and! employers. All US health insurers
place emphasis on persenal nealth recerd imitiatives and highlight their business
cases o their sharehelders.

For insurers, [T investrents should result in an attractive pavoff. Although many
other factors play a role in profitability. operating marging improved in the US

. between 2001 and 20086: margins for L&H ingurers in group health business

grew from 1.2% to 6.9%:; for L&H insurers in individual health kusiness, margins
inereased from 4.2% to 5.9%: for managed care companies, marging more than
doubled from 1.7% to 4.3%.%

@ AHIP Polley and Rescarch, 2006.5.26 (hitp://www.ahipresearch.org/)
@ Source; Gonnlng, based on statutory filings.
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Avalue proposition of health insurance
2 to recover inefficiencies -
and alignment of interests is key.

Selactivaly contracting with medical
sarvice providers and smart remunara-
tion achemes help to align Interests.

Disease and case management are
ways to inereage cost-afficlency and
quality.
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Medical management

Sales and marketing, underwriting and administration are the traditional elée~
ments in the insurance value chain (see graph above). However, in a competitive
gnvironment where buyers af medical insurance are constantly looking 10 pay
lower premiums, focusing on these three elements may not be enough o en-
sure suctess,

It is believed that anywhere fram 70 10 90 percent of premiums are used o cover
medical claims, While many insurers are successfully lowering their operational
costs, which account for about 10 percent of the premiums, tréatment costs
have increased. Therefore, medical cost containment is key 10 controlling prermi-
um growth, Any efforts made by insurers to improve medical management ¢an
have a significant impact on performance.

Far example, insurers may enter into contracts with medical service praviders
and set remungration schemes. Also, a financier can act on behalf of individual
patients 1o negotiate favourable conditions by establishing a preferred provider
natwork. If there is an obligation 1o contract, competition between medical ser-
vice providers is undermined and few incentives exist to improve cost efficiency
and quality. If PMI insurers are allowed to contract selectively, they will gather
price and outcome information and team up with the best medical service pro-
viders. In deing so. they provide value to the policyholders, who are not ableto
collect and value gutcome information systernatically. PMI insurers thus take an
active role that goas beyond pure financial protection against health risks.

Payrment mechanisms also matier. Prospective payment systems or capitation
reduce the incentives for medical service providars 1o maximise revenues. if re-
muneration is specified by law, eg fee-for-service (FFS) is mandatory, selective
contracting with madical service providers becomes even Mare imporiant 1
avoid being overly exposed 10 provider inefficiency.

Managing cara is about influencing clinical decisions, with the ultimate objec-
tive of delivering cost-effective, high-quality services to patients. INsuUrers eam
up with service providers in all stages of the healthcare process who are wiiling
to improve services through managed care. This includes establishing best
practice (eg case and disease management), and delivering accurate utilisatian
and outcome data an quality and mortality.
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Vertical integration facilitates
menaging care.

a0 percent of insured Americans ars
still enroiled in employer-spansorad
plans with some form of managed &are,

Figure 12
Health plan enrolment by covared
workers, 1988-2007

34

Vertical integration = a trend dsscribed in the previous chaptsr — is the most
straightforward way t align incentves hetween health insurars and medical
service providers, It also facilitates the health plan's ability to exchange inforrma-
tion and coordinate Treatrnent across provider entities. Integrated health plan
and provider systems, such as Intermountain and Kaiser Permanente, ars suc-
cessful because they have managed 1o realise improvernents in quality and effi-
CIenGY.

However, medical management may be viewed by patients as an ingurer's wn-
willingness to pay. [t may even raise suspicions about an Ingurer's intantion 10
curtail ssrvices in order to improve profitability. This i8 possibly what occurred
with managed care insurance in the US during the 1990s, Referred to by some
a3 the “backlash”, bad publicity and animosity towards managed care in-
creased, especially against its most restrictive éarm of managed care, the Health
Maintenance Organisations (HMQ), HMOs began ta gradually lose market in
the late 1890s, after reaching a peak of 37 9% in 1996 (see graph belew), Since
then, the preferred provider organisations (PPO) — a looser form of managed
care — has became the most prevalent ingurance madel. The most significant
change has been observed in the conventional indemnity plans, where medical
management is absent and inefficiencies are moat pronouncged.
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POS refers to point-of-aarvice health plans. HMO is health maintenance organisation, FRO ia preferred
provider organisation, &nd HDHP/S0 ara high deductible health plans with a savinga option.

Soyrees: Henry J. Kaizer Family Foundation/Health Research ane Educational Truat Survey of Employars
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18986; and Health Insurance Asaociatien of America, 1888,
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Substantial Initial invesiments
are necessary baforz market entry/
may be envisaged.

Ewlag Ba. sigia Mo 8/2007

Many factors influencing profitability are determined by the health systermn as &
whole. Social health insurance is a political domain with many spill-overs o
private medical nsurange. Therefore, profitability is alse influenced by political
decisions. As soon as the insured, politicians o regulators perceive private rmedi-
cal insurance as too profitable or too opportunistic. they are likely to react with
tighter regulation, thereby lirniting profitakility and making write-offs in the sub-
stantial initial investments necessary. In view of this interaction hetween social
politics and private medical insurance, PMI needs to strike a balance between
profitability and sustainability.

Insurers who want to develop a profitable. sustainable health ingurance business
will therefore need to evaluaté the conditions in various countries carefully, Health
insurance strategy is more country-specific than global, especially in regard

1o market antry decisions. Once investad, health insurers are advised to make
spacial efforts to develop an integrated rmode! and 10 lower their operating ex-

penses by outsourcing decisions. Lagting sUccess requires substantial ongoing
imvestrments in both human ¢apital and equipment.

South Korea: an illustration of utilisation trends

The increased utilisation of medical services and the rise in the price of health-
care services are driving medical claims Costs. Utilisation is especially difficult
1o predict as it is influenced by & number of factors, including patiants’ and phy-
siciang’ behaviour, financial incentives (ies out-of-pocket vs prepayment), avail-
ability of benefits, cultural and political trands, availability and proximity of treat-
ment, and technical advancement, Because these factors are often not under the
insurers’ control, long-term guarantees do not seem viable for health ingurance
contracts.

In South Korea, for example, the rapidly expanding healthcare infragtructure and
advancements in medical technology have led to increased utilisation. Other
factors also drive utilisation, such as increages in demand for preventative screen-
ing, growing consumer interest in health = driven by increased levels of wealth
- and physician-induced demand.

It Is reported that cancer benefits paid by insurance cormpanies have increased
dramatically since 2003 as the disease iz now being diagnosed earlier due 10
advangements in medical technology. with Samsung Life recording a 38%in-
croase from KRW 464 1o 640bn. Daehan Life’s benefits paid climbed from

KRW 2186 to 276hn. while Kyobo Life’s benefits paid surged from KRW 28910

390bn.

In South Karea — 8% in many other developing and developed countries — irvest-
ments in medical technology and infrastructure seem to be unavoidable. Tech-
nological advancerent will continue to induce utilisation a5 providers are ex-
pecting a return on their investment. Clairms are expected to increase oNce New
tachnologies become mare accessible and acceptable to palicyhalders.
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Conclusions

Healthcare is a substantial and growing business

Global healthcare spending is estimated at USD & trillion, Roughly USD 1 trillian
of healthcare is financad through privats pre-paid plans. This is more than three
times as much as the astimated risk premiums in life insurance, and about 70%
of the entire direat non-life market, Health insurance is a steadily growing busi-
ness, outpacing growth of gross domestic produit in almost evary country of the
waorld. Tachnological progress and increasing wealth, but also aging societies.
are resulting in more and more demand for health services.

At the same time, government-run health systems and social health insuranee,
are undar prassure in almost every developad country. Many countries try 10
=nntain healthcare costs in their national hezlth services or social health insur-
ance with Tighter regulation. At best, they improve efficiency in healthcare
delivery, but this neither reduces damand for health nor reverses the cost trends.
Rather, cost-containment initiatives often increase diszatisfaction with tha health
systerm, and stimulate demand for private medical insurance. Meanwhile, other
countries rely maore on markeat forces. In many gevaloping countries, governrment-
sponsored schemes and social kealth insurance are still at an early stage or
heaith spending ig at a low level. Under hoth scenarios. the businass volume of
private medical ingurance is set to grow.

Health insurance is about optimising and managing the interests of
different stakeholders in the value chain

In most aountries, private medical insurance coexists with government-spon-

sored schernes or social health ingurance. Healthcare deiivery — ie medical

service providers, but also upstream branches like the pharmaceutical, medical

and biological industries - and insurance are highly regulated. Delivery of health-

care involves many parties: general practitioners, specialists, hospitals, allied

medical professionals and also patient groups. .

‘Institutional, crganisational and sometimes legal barrigrs often prevent patient
information from flowing from ona party to the next, which creates inefficiencies.
Health insurance is about optimising and managing the interests of different
stakeholders in the value chain.

Moreaver, alignment of interests betwean medical gervice provider, insurer and
policyholder and compliance with best practice are not easily achigved for two
reasons. First, every patient is unique, which limits the dedres healthcars may
he standardised: second, there are information asymmeatries.
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Key success factors for health insurance

The following factors are beliaved to be necessary for developing a successful.
sustainable health ingurance market:

. Market &regulatory gnvironment

— Reasonable market freedom: The local regulatery environment should
support a reasonable degree of freedom in terms ot rigk selection and rate
making. Restrictions on product design and underwriting that are too tight
render private medical insurance unprofitable in the long run. Insurers
should ba allewed to review preriums annually and consider offering
guaranteed renewability.

— Minimisation of regulatory and political risk: The regulatory environrment
must be stable in order to justify initial investments and support an insur-
ars’ long-term commitment 1o the market.

— Promation of public-private partnerships: The regulatory environment
needs to secure a level playing field for all participants. When the public
is also involved in private medical insurance or provision of healthcare,
governments need to know when 10 gxgrcise restraint.

- Creating appropriate econormic incertives! Governments should conzider
offering tax relief 10 incentivise individuals to use heszlth savings accounts
and/or private insurance. Regulatory measures shauld supportinsurance
products that increase the financial stake of the policyholder: high deduct-
ible health plans coupled with savings accounts are & promising way to
reduce moral hazard, Likewise, governments should provide financial
incentives for employers to subsidise private medical ingurance,

. Administrative process

- Managing overhead expenses. Administrative costs should be minimised.
This is a challenge as risk events are often very heterogenaaus. Shared
services such as third party administration can be an option.

— Making use of data mining: Insurers should collect, analyse and interpret -
data to improve pricing, risk management and governance.

— Establishing of industry standards and best practices! To increase &ffl-
ciency, insurers should consider irmplementing standardised disease,
treatment and procedurs coding.

. Medical management

— Alignment of interests: Private medical insurers must strive 1o align the
imterests of all parties involved (eg reinsurance companies, administrators,
policyholders and madical sarvice providers). With medical service pro-
viders, this may be achlaved through contracting or vertical integration,

- Promaotion of cost-effectiveness delivery: Disease and case management
should be implemented to improve quality and reduce costs. Insurers are
advised 1o identify the supply and demand for inappropriats and excessive
freatments.
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