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FINANCING HEALTHCARE REFORMSIN BISMARCKIAN WELFARE SYSTEMS

Pascale Turquet®

Social protection can be financed through taxatiorabour, capital or consumption. In the
European Union, it is actually funded mostly by iabaontributions on wages paid by
employers and employees (including the self empulpyed to a lesser extent by general
taxes (consumption, household income, capital ircamd corporate taxes). In 2005, social
contributions made up 59.0% of all receipts1Rasova, 2008).

The European average masks major national diffeseirc the structure of social protection
funding. The differences are historical and dueh® institutional rationale behind social
protection systems. Northern European countriegrevigovernment funding dominates, are
steeped in the “Beveridgian” tradition (in this ¢&ypf system, it is sufficient to be a resident in
need in order to be eligible for social benefi)her countries are strongly attached to the
“Bismarckian” tradition, in which the system is kdson the insurance concept (in the form of
contributions). However, the difference betweendpean countries is gradually narrowing,
with more funding from tax revenue in those cowsirwhere it used to be low, on the one
hand, and with more coming from contributions ire thountries with high levels of
government funding, on the otherE({RAsova, 2008).

Since the mid-1990s, a number of Member States mapé&mented reforms to their tax
systems. These reforms have usually shared the aimieducing tax burden on labour
(particularly at the low to middle end of the paygsle) and of achieving a general reduction
in corporate income tax rates (whilst broadenirgglihse). Reforms of indirect taxation have
been more diverse. Increases in indirect taxatiogoime countries were driven by green tax
reforms, often as a counterpart to the reductidhéntaxation of labour (Eurostat, 2008).

The tax burden on labour in the European Unionbmmeasured by the implicit tax rate on
labour employed (ITR on labour). In most of the &pegan countries, social security
contributions have a higher impact on the levelhef ITR than the personal income tax. On
average, in 2006 about two thirds of the overaR Ian labour consists of non-wage labour
costs paid by both employees and employers. The diifRabour grew strongly from the

beginning of the early 1970s. This general incre@ae quite significant in the 1970s, in the
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1980s and the first half of the 1990s. It led taramrease in the weighted EU-15 average ITR
from less than 30% (1970) to almost 42% (1997) (EBdata, Eurostat, 2008, p.69).

The general long-run trend towards increasing T on labour stopped in the late 1990s.
Between 1995 and 2006 the components of the ITRabour have changed in several
Member States: personal income taxation of lab@auwall as employers social security
contributions and payroll taxes have gone down. &ammber states have opted for cutting
taxes or social contributions for low wage and lgualified workers. These cuts in social
contributions were mostly aimed at granting refeeémployers.

Generally, benefits with a strong insurance dimamgold age pensions or unemployment
benefits) are predominantly financed by social gbations, while such benefits as family
and social exclusion benefits are financed by gdrggvernment revenues. The financing of
health car expenditure varies greatly among merstag¢es (European Commission, 2008). In
Member States with a stronger Bismarckian emphasisial health insurance is financed
from social contributiorfswhile those with a stronger Beveridgian emphasistax-based
financed.

This paper will focus on healthcare financing referin Germany and in the Netherlands, two
countries which are attached to the “Bismarckiadlitron”. The aim of the recent healthcare
reforms in Germany and in the Netherlands was tbgtlg decouple healthcare finances from
labour income and to enhance managed competititmelea insurers. These countries have
introduced a central fund to allocate resourcdselth insurers, mandatory coverage for the
entire population, a uniform income-dependent puamidetermined by government
authorities, a community-rated premium determingdhéalth insurers and more instruments
for health insurers to contract selectively.

The first and the second parts of this paper vislle gan overview of the key features of these
reforms in Germany and in the Netherlands. Thedtlpart will discuss the effects of
competition among health insurers (competition thaupposed to lead to greater efficiencies
in health care delivery and lower costs) and wikilgze the redistributive effects of these new
types of financing, as the shift from income linkeahtributions to nominal contributions
clearly affect those on lower incomes more thaméigearners. That's why governments try
to minimize negative financial consequences ofrédierms by limiting the flat surcharge (in
Germany) or through tax subsidies (in the Netheldan

|. Health carereform in Germany

German health insurance is the oldest mandatorgnatsocial insurance scheme in Europe.
It dates back to 1883, when it was introduced ygarliament under Bismarck. All salaried
employees must have a public health insurance. Pubjic officers, self-employed people
and employees with a gross income above € 48 60f joia the private system. This
statutory health insurance (SHI) is based on thegsayou-go principle and is provided by
248 non-for-profit sickness funds which are the mactors in the decentralized german
system. Contributions are income related. Averagetributions to finance social health

2 In France, social health insurance in financedubh social contributions paid by employers aral th

Generalised social contribution (CSG). Also a th¥egal status, the CSG is exclusively allocatediniancing
the social security. Its assessment basis coveigtadncome, replacement income, investment asthte
income, and income from certain games.



insurance have increased from 8,2% in 1970 to 14r62009. About 90% of the persons
with health insurance are members of the publitesyswhile 10% are covered by private
insurance.

For the provision of services included in the SHinéfit basket, providers get directly

reimbursed by the sickness funds. Patients catyfcb@ose a health care provider. However,
co-payments for visits to outpatient care providease been introduced in 2004 (€10 per
calendar quarter are payable to the physicianedsfirst in the quarter and to any other
physician visited without referral). For hospita@re, patients pay €10 per day, for drugs at
least €5 and maximally €10 per prescription. Cleiidup to the age of 18 are exempt from co-
payments and co-payments may not exceed 2% ohiineahgross household income (1% for
individuals with chronic conditions) (AT andStoLPE, 2005).

Reforms prior to 2004 mainly aimed at limitatingalth expenditure growth through sectoral
budget caps and increased out of pocket paymemss@iTEUFEL 2004). In September
2005, a grand coalition of Christian Democrats &atial Democrats came into power.
Facing urgent problems such as the high unemploymse and the aging of the German
society (that lead to decreasing revenues for inéatturance fundy and increasing health
care expenditures, the government was under peegeudevelop a sustainable financing
mechanism for health care and attempts to secagetirm financing of health care insurance
system. Hisnain objectives are:

- to stabilize or reduce wage related costs

« to promote competition between health insurancedusy urging them to operate in
an efficient way.

The Statutory Health Insurance Competition Stresigitlg Act 2007 has modified the
financing scheme. It has established a health that collects social contributions and tax
revenues (Bsseet al.,2006). While the governing coalition partners sbate reform goal
to decouple healthcare costs more from labour ikgaime final result has been a difficult
political compromise (BDE, 2006 ; \ASSELLEetCAazEAU, 2008).

Before A. Merkel was elected as chancellor andt i@ grand coalition, the SPD wanted to
turn health insurance into “citizens’ insurancevely insurance company — whether private
or state-run — would have been be required to enswery citizen regardless of risk. There
would have been no distinction between private statltory insurance plans, and no opting
out of the system for big-earners, freelancers @witl servants as is currently the case. The
insurance fees would have depended on income:igirerhthe pay, the higher the insurance
rate. In the future, wages, salaries and pensiomgldvall have been calculated into the
equation as would have been private capital didden however, earnings from rental

property would have been excluded. Under the aphdn, all family members without an

income would have been co-insured along with thennmeome-earner.

The CDU/CSU planned on introducing a “solidaritysbd health premium.” Every adult

would have paid the same constant insurance femrdiegs of income. The exact percent
would have been altered slightly to take into actdower incomes. The dual system, which
requires both workers and their employers to papréion of the insurance coverage, would
have been kept under the CDU/CSU, but the ratebgube employer would have remained
constant. For pensioners, the employer's portionldvbave been taken out of the retirement

3 Since July 2005 an additional contribution of%,% levied on members of social health insurance

funds. Deutsche Sozialversicherung Europavertretémgilable at http:#ww.deutsche-sozialversicherung.de
4 And we musn't forget that the German health sy&tem has come under financial strain because of
wage austerity too.




insurance. Insurance for children would have besd for out of tax revenues. The union
planned to increase competition among the varitate and private insurance providers.

The current health fund has been implemented bygthad coalition on january 2009. It
draws on employer and employee contributions as aslon tax revenues (to help fund
insurance of children). Contributions and tax rexenflow directly into the health fund and
are no longer paid to health insurers. The govemrsets a uniform contribution rate for all
insurers while social insurers set it independeniltil the reform goes into effect
(Commission des comptes de la sécurité sociale?)208ickness funds and private health
insurances receive a flat rate out of the funddach insured person and are entitled to
additional risk-adjusting payments if they insureny old or sick persons. Funds that
operate efficiently may refund part of the conttibn payments to their members or offer
additional benefits. Excess costs may be coverechbyging a nominal premium from their
members (up to 1% of gross incomeis@dc et al., 2008)

So far, sickness funds have competed mainly vi&ritotion rates, which they have been free
to determine. Now there is a unitary contributiaerset by the Government. With price
competition limited to the extra premium or theured, sickness now have to compete
through the development of new insurance plangaifts. For example, they are required to
offer gatekeeping and disease management prografiivi?s) to their members. Funds are
free to develop deductible health plans whererbared — in return for contribution refunds —
pay a certain amount of health care costs outef bwn pockets (KUFMANN, 2009).

To reduce the effect of rising healthcare expeméitun labour costs, contributions from the

federal budget to the central health fund will madgally increased (to compensate insurers
for the free co-insurance for children). Howevéeere may be some doubt as to wether the
reform will actually materialise in view of the seaw policy changes with respect to general
budget contributions to the social healthcare systethe recent past (budget contributions
have been reduced substantially in 2007 compar2d@6) (BRANDT, 2008).

I1.Thedutch health carereform

For many years, Dutch health insurance for basre @ervices consisted of a two-pillar
system. One pillar consisted of the social healguiance system for people in the lower
income brackefs and the other pillar was the voluntary privataltieinsurance system for

people with higher incomes. In 2006, the Dutch goreent implemented radical market
reforms and the two pillars fused into one mandataational health insurance system
executed by private insurers. The key idea of tlagket reforms is to increase efficiency by
promoting more competition on the health insuran@ket as well as on the health care
provider market (GHu et al.,2006; VASSELLEet CAzEAU, 2008).

In 2006, the government introduced a basic bepefikage that is mandatory for all Dutch

citizens. All citizens have freedom of choice irooking their health insurer. Consumers are
able to choose from a variety of different optiohkey can choose between benefits in cash
and benefits in kind. They are able to choose wahyndeductibles (up to € 500 per year) and
receive premiums discounts in return. All insurams required to accept all applicants and an
insurer must charge the same premium for the sammerage (community rating). Risk

selection is not allowed. Children up to the agéd ®fare insured without any costs attached.
The Dutch government implemented a risk equalipasgstem that compensates health

5 The income threshold was set at € 30 000 in 2005.



insurers for predictable differences in their matlexpenditures (the development of the risk
equalization system dates back to 1991 in the bimzarance system) (uUVEN et al., 2006).

All citizens, except children under 18, must pay¢BEeet al., 2006):

- anominal premium directly to their health insutr€@ommunity-rated premiums differ
among health insurers. The idea being that consumliscipline health insurers by
voting with their feet if they are not satisfiedtiwithe performance of their health
insurer ;

- an income dependent contribution, levied by thectallector, to the Health Insurance
Fund (HIF). The HIF also receives contributionsnirthe government (for example
for expenditure on children under eighteen). Th& IHimburses this money, after
applying risk equalization, to the health insur@suveN et al., 2006).

While the financing system was also present insth@al health insurance system before the
reforms, the size of the nominal premium was muctaller than the size of the income
dependent contribution. Under the new health cgstem the law requires that 50% of all
expenditures must be paid by income dependent ibatitms and 50% by nominal
premiums. This implied a significant rise of themmoal premium for people in the lower
income brackets from about 390 euros in 2005 taahB50 euros in 2006. The increase in
nominal premiums resulted in a loss of spending gyoof the lower income groups and
therefore the government now compensates more fii@nmillion citizens with monthly
income-dependent subsidies. Moreover, the dutctergovent tried to minimize negative
financial consequences for private households sy old-age pensions and by increasing
allowances for families with children. Neverthele38% of households lost some purchasing
power after the reform (@& et al., 2007).

In the first year (2006), about 20% of the dutclpydation switched health insurer. The
dynamics of consumer mobility was driven primably low-priced group contracts. In 2006,
many people switched from an individual contracatgroup contract as health insurers are
allowed to offer premiums discounts for group caats (the discount is capped at 10% of a
similar individual contract) (DUVEN et al., 2006). Health insurers started a premiwanand
tried to attract customers by offering low-pricaxhtracts, in particular by discounts on group
contracts (premiums of these contracts were offesddw the break-even price). As a result
of this price competition in 2006 and 2007 heatisurers incurred annual losses of about 2%
of total premium revenue on the offering of basealth insurance (DNB, 2008). Since 2007
insurers started to cut operating costs, premiuomvarged and switching rates dropped to
about 4%. In 2006 and 2007, the annual increasgeincapita total health expenses was
around 4% (WNAND et al., 2009).

Although consumers may choose between 41 individealth insurers, market concentration
has increased considerably since the implementatfothe reform. The health insurance
market is dominated by four conglomerates of haakhbrers. These four conglomerates have
a joint market share of 80%. However, until now Itkeasurers hardly seem to have used
their newly acquired opportunities for selectivettacting. There are several reasons for this
reluctance of health insurers to engage in managmng. One of these reasons is the limited
availability of high-quality information. Insurerdten do not have sufficient information to
selectively contract with good-quality providerss@cond reason may be that health insurers
do not have enough bargaining power to obtain fealda contracts with hospitals. Hospitals
exert market power, especially in those regionsresiibe number of hospitals is small. A
third reason is the fear of a loss of reputatiothdy restrict consumer choice to a limited
network of preferred providers. Both provider amshgumer organizations are critical about
restrictions on free provider choice. If betterfpenance indicators were available, insurers



would become more inclined to offer preferred pdeviplans. The real test of the reform is
still to come (WNAND et al., 2009).

[11. Competition and redistributive effects

Some key features of the healthcare reform in Geynh@ok similar to the dutch system: the
introduction of a central fund to allocate resosrt® health insurers, mandatory coverage for
the entire population, more options for consumerscihoose from (including voluntary
deductibles), a uniform income-dependent premiucgramunity-rated premium determined
by the insurers health-based risk adjustment ande mwstruments for health insurers to
contract selectively. But the separation of soeatl private health insurance remains in
Germany (®eR et al., 2007). In all cases, the ultimate goahef reform is to promote more
competition on the health insurance market as arethe health provider marketNEHOVEN,
1993; LEGAL, 2009)

The price signal for competition in these new systevill come from the community-rated
premium in the Netherlands and from the possibtelmrge that german insurers will have to
levy (those who will not be able to cover the casgith the payments they receive from the
central health fund). The key idea is that comjuetitwill increase efficiency (8DAT and
STOLPE, 2005). But introducing competition into the heattree market is not without risks, as
it may threaten redistribution from good to badltireasks:

- the switching rates of persons who are chroniddllijmay be lower. These bad risks
are not entitled to a discount as it is rare theycavered by group contracts and they
don't opt for a voluntary deductibje

- health insurers can also compete with differenpBmpentary insurance packages and
these packages are a tool for risk-selection (espmcontracts can be). In the swiss
insurance system, holding a supplementary insuraaot@ract substantially decreases
the propensity to switéhexcept when the individual assesses his/herthaalt'very
good” (Dormont et al., 2009).

But financing healthcare through community-rateénpums is also antiredistributive as
individuals with low income are hit much harderdylat fee than wealthier individuals. Flat
fees alone are regressiveqikEkAMP andPOSSENRIEDE 2008). The shift from income linked
contributions to nominal contributions clearly afféhose on lower incomes more than higher
earners. That's why governments try to minimize atieg financial consequences of the
reforms by limiting the flat surcharge (in Germang) through tax subsidies (in the
Netherlands). In that sense, the Tinbergen rufelifiiled : two instruments (flat feeand tax
subsidy or ceiling) are used to achieve two tar@igimpetition and redistribution).

According to the OECD (BanDT, 2008), the price signal is too weak in Germanyhasflat

surcharge cannot exceed 1% of members' incomecsubjeontribution charges. This ceiling
does not encourage low income earners to switcAndrproposes to increase the flat
surcharge in Germany to make a more significantepisignal and to enhance price

6 If we take the Swiss example, insurers cannotaipaisk selection for basic contracts and theyehav

charge uniform rates. But their provision of suppdmtary contracts, free of all constraints, enakiesn to

operate risk selection, since it is rare for amiad person to choose two different insurers fes¢htwo types of
cover. And there is very little switching, sincenstandardized supplementary contracts are verytbardaluate
and compare.

! The surcharge in Germany and the community-ratethium in the Netherlands



competition. A substantial increase would alsoadiee need to protect lower income earners
from financial hardship, which is done through &bsidies in the Netherlands. But these
subsidies reduce the price signal for lower incan@ups and restrict or distort effective
competition among health insurers (competition thaupposed to lead to greater efficiencies
in health care delivery and lower costs). Redistrdn is hardly compatible with competition.
Then if continued health care inflation pushes hgriominal premium, it can be difficult to
contain increases in tax subsidies. There seetms tm way around an equity-efficiency trade
off when competition is used as a tool to attairreraost-efficiency in healthcare and there is
no example of a country that has addressed bothlgms in a satisfactory way RBNDT,
2008).

Nevertheless, if subsidies are not tied to chamgedbke flat fee (which, given the trend of
increasing healthcare costs, can be expectedd} tiey are likely to decline in relation to
total individual health care payments. This sitorativould lead to less redistribution from
rich to poor, as the subsidies to the poor are rhike¢y to come under attack and could be
more easily reduced than the level of redistributiwithin an income-related financing
structure. In times of economic slow down, gend¢sxl revenue, which are used to pay
subsidies, may easily be redirected towards otbeermment expenditures @NEkamP and
POSSENRIEDE 2008). Switzerland experiences these problems wgteystem of flat premia
combined with subsidies for low income earnerg. ¢Br, 2008). The swiss experience is
characterized by an imperfect competition in thalthesector and an unclear bookkeeping
system of health insurers. That is why the constaateases in health premiums cause
troubles to middle and low income households JONG andMosca, 2006).

In time of economic slow down, the basic mandatmgefit package is likely to be reduced
or co-payments rates to be risen and the privaathhmsurance to develop (supplementary or
complementary insurance). Co-payments are virtualbgent from the basic insurance
package in the dutch system but the benefits packbgompulsory (statutory) insurance is
accompanied by a controversial system of co-paysnaentermany (in response to the rise in
healthcare expenditures, user charges have imcraasder the Statutory Health Insurance
Modernization of 2004). But co-insurance is regressn terms of income since it takes a
larger proportion of low incomes than from highanges. It also lessens the redistributive
effect from healthy to sick people as these peapliter from higher health expenditure,

which they have to pay themselves as a result-afisurance.

For example, private insurance performs a compléangfunction within the French system:
private insurers cofinance spending on medical gaowl services. They meet all or part of
patients’ health costs which are not covered byasaecurity. In reality, complementary
insurance has over the years become a kind ofysadéte in France, allowing adjustments to
be made to the state system rather than a waynapeiting those covered by social insurance
to share collective responsibility (RQUET, 2004).

But this system is unfair as premiums are set ernbtsis of actuarial rates (i.e. Risk-rated):
the level of premiums charged is based on age ¢reatth status and insurers are allowed to
cherry-pick the “good risks” (KvBIA -CHOPIN et al.,2008). 85% of the French population
currently have complementary covg0% of the German population). Because private
complementary insurance was not available to everyih was judged necessary to introduce
universal health coverc@uverture maladie universel]ler CMU), which came into effect
from 1 January 2000. There are two parts to thesiddCMU and complementary CMU.
Complementary CMU provides free complementary iasae to any one normally resident in
France, if their financial means do not exceed \e&lleset by decree and this inevitably
produces threshold effects.



That is why an assistance system cadlete complémentaire san(ACS) has been set up in

January 2005. The objective of this financial ada help people who have an income just
below the threshold enabling them to benefit fromversal complementary health coverage
(CMUC) to obtain complementary health insuranceecage. The analysis of the contents
and price of the complementary health insurancdracts demonstrates that subscribing
households, even after having benefited from thesA@re still contributing considerable

sums with respect to their total income. The systemently leaves beneficiaries paying

almost 60% of the price of the contract, which espnts around 4.5% of their annual income.
This is an overhead which is much higher than ti@he on average by other insured
households, despite the fact that they choose enheaptractsFRANC et PERRONNIN, 2007).

All in all, decisions on what mandatory health irswe reimburses (and at what rate) are
likely to depend largely on how far the health spieg deficit can be controlled. If it persists,
it is a fair bet that private insurance would depelstrengthening the tendency described
above towards in equalities. Tax or social subsido the least well-off will not then be
enough to eliminate these inequalities. But taxmives are the mechanism generally used to
increase the scope of private services and insarand reduce that of basic social protection.
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