Assessing Private Hedth Insurance

In India

Potential Impacts and Regulatory 1ssues

The entry of private health insurance companies in India is likely to have an impact on the
costs of health care, equity in the financing of care, and the quality and cost-effectiveness of
such care. However, an informed consumer and well-defined and implemented insurance
regulation regime will ameliorate some of the bad outcomes. Regulation relating to benefit-
packages, restrictions on risk selection and consumer protection would be clearly useful;
also required are improved enforcement of regulatory regimes, creating large insurance
buyer groups, and better coordination between IRDA and other regulatory bodies. New
legislation in improving standards in health care provision may also be needed.

|
Introduction

he passage of the Insurance Regu-
latory and Development Authority
(IRDA) Bill (in its new ‘avatar’)
in December 1999inthelndian parliament
marked a definitive point in the move
towards the privatisation of the insurance
sector in India [Asian Age 1999, Govern-
ment of India 1999a]. Up to then, the pro-
vision of various types of forma insu-
rance was under the exclusive control of
the public sector [Government of India
19993,1999c]. Thebill alowsfor theentry
of private sector entitiesin the Indianinsu-
rance sector, including health insurance,
and envisages the creation of aregulatory
authority that would oversee the opera-
tions of various players in the insurance
market [Government of India 1999a).
The private corporate sector has, under-
standably, been quite enthused by this
development. Severa large health care
providers and international health insur-
ance companies have aready positioned
themselves to enter the market as soon as
itisopento the private sector and the story
issimilar for their potential Indian partners
[Sinha 19994]. Globa insurance giants
have entered into pacts with Indian part-
ners and domestic firms and are actively
carrying out epidemiol ogical mappings of
the Indian population, investing in hospi-
tals and conducting market surveys. One
private consulting firm estimates that the
health insurance market will grow to five
times its current levels by the year 2005
[Dhawan 1999].
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In contrast to the hectic activity in the
corporate sector, the government appears
to have been lethargic in anticipating
developments, at least as far as hedlth
insurance is concerned. For instance, the
IRDA hill itself contains no reference
whatsoever to the health sector or to health
insurance [Government of India 1999a].
Nor is health mentioned in the nearly 175
pages of the Insurance Act of 1938, an
amended version of which will come into
force once the IRDA Bill is effected, and
presumably is included under “miscella-
neous insurance business’ [Government
of India1999a,d].! Thisisbroadly reflec-
tive of the policy environment in India,
where health insurance continues to be
neglected. Asanother example, in areport
prepared by a government of India com-
mittee on insurance reform, there was
exactly one reference to health insurance,
on page 97 of a 104-page report [Govern-
ment of India 1994].

The apparent lack of attention to health
insurance in Indian government policy
documents may reflect a somewhat san-
guine view of the functioning of markets
in health care provision, insurance and
elsewhere.?2 The many problems with
quality and consumer satisfaction in the
existing Indian health systemmay haveled
to abelief that the entry of private insur-
ance, especially in its managed care form
[suchasHealthMaintenance Organisations
(HMOs)] would lead to socia net gains
[Sinha1999b, Srivastava1999, The Times
of India 19994]. It may also be the case
that the government expects any pertinent
regulatory issuesto betaken care of by the
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Insurance Regulatory and Development
Authority (IRDA). TheRDA issupposed
to protect the interests of policy-holders,
promote efficiency in the conduct of (all)
insurance business, regulate the rates and
terms and conditions of policies offered
by insurers and direct the maintenance of
solvency margins (for further details, refer
to Government of India 1999a, pp1-4).3

Whatever the reasons underlying the
government approach towards the entry
and functioning of the private hedlth in-
surance sector inIndia, itisnot awaysthe
casethat private provision of health insur-
ance works to promote the standard ob-
jectivesof health policy.? Thisisapparent
from the economic theory of health insur-
ance that points to problems of excess
usage of health facilities, increase in in-
appropriatecare, adverseselectionandrisk
selection and their implications for the
standard goals of health policy [see Sec-
tion 1l below for further details]. More-
over, the experience with private health
insurance in developing countries such as
Chileand Uruguay bearsout someof these
concerns[Medici etal 1997, Ferreiro1999].
Even awell-designed regulatory set up for
private health insurance such as in the
United States may not yield entirely satis-
factory outcomes. It has often been sug-
gested that the high proportion of health
expenditures to GDP [14.5 per cent in
1995, World Bank 1997]° and the presence
of 40-50 million uninsured Americans is
associated with the strong presence of
privatehealthinsuranceinthe US[Chollet
and Lewis 1997, World Bank 1993]. Of
course, al of this depends on the actual
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size of the private health insurance market
that emerges, and a small size signifies
smaller effects, at least in the short run.

In this paper we assess whether the
regulatory steps envisaged in the IRDA
Bill including especialy the provision for
entry of private firms will influence the
progress towards achieving India s health
policy goals, and the likely direction that
this effect will take. The relevant policy
goals for this purpose are assumed to be
ahealth care system that is not too costly,
of good quality, and with an equitably
distributed burden of health care spend-
ing.8 Taking the size of the private insur-
ance sector asagiven, wewill first revisit
the relationship between the increased
spread of privatehealthinsuranceand costs
of health care, the quality of care, and the
distribution of the burden of health care
spending. Apart from indicating the im-
plications of private health insurance for
India, thisanalysis will aso highlight the
potential roleof alternativeregulatory tools
that can be effectively utilised to address
adverseimplications (if any) of its spread.
Second the paper will describetheexisting
regulatory structure in India as it relates
to health care provision and private health
insuranceand discussitsability to promote
national health policy goals. Thisis used
to draw inferences about the potential
impact of the entry of private health in-
surancein Indiaand to suggest an agenda
for regulatory reform in the health sector.

Our main conclusions are as follows. A
review of the theoretical and empirical
literature suggests that private heath in-
surance may turn out to be somewhat more
inequitable than a system of socia insur-
anceof comparablecoverage, athoughthe
implications for cost and for the quality
of care are less certain. It does appear,
although, that many of the cost enhancing
effects of private insurance and some of
itsimpactsonthedistribution of theburden
of care can be ameliorated by appropriate
regulation, if properly implemented. How-
ever, the regulatory setup as currently
envisaged in the IRDA bill and related
legislationfacesseveral constraintsinclud-
ing the fact that the regulatory authority
will probably not take an active interest
in regulatory issues specific to health
insurance, given both the historical neglect
of this issue among policy-makers and
pronouncements attributed to members of
previously ‘interim’ IRDA.” Moreimpor-
tantly, the powersvested inthe IRDA may
not be sufficient to bring about the regu-
latory changes needed, even if taken in
their broadest meaning and assuming an
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activist approach on its part. Important
regulatory issuesthat IRDA could take up
would require complementary regulations
inhealth careprovisiontowork effectively
and these may not be under its control. In
some cases, new legislation may have to
be undertaken by the Indian parliament. In
others, better enforcement of existing
regulation by other organisations may be
needed (asfor accreditation, standards for
medical ingtitutions and malpractice), a
problem given the long history of poor
performance. Finaly, the IRDA is even
lesslikely tobeabletoinfluencetheimpacts
of private health insurance on the public
health system and on the resultant quality
of care available there. As a consegquence
the effects of the introduction of private
health insurance in India may turn out to
be more unfavorable than they otherwise
would be, although their magnitude will
be small in the short run.

|
Privat e Heal t hi nsur ance:
Qost, Qualityand Equity

This section has three parts — focusing
on the relationship between the spread of
private health insurance and issuesof cost,
quality and the equity in the health sector,
respectively. The section reliesheavily on
the seminal work of Arrow (1963) and
recent surveys of related literature by
Einthoven (1997), Chollett and Lewis
(1997), Musgrove (1996) and others.

Aggregat e Qost s of Heal th Care

In theory, the introduction of private
health insurance can contributetoincreas-
ing the aggregate costs of health care in
several different ways. Most of the argu-
ments in favour of increasing health care
due to private health insurance have to do
with some disparity in the information
available to parties involved in transac-
tions in the health care and health insur-
ance markets.

In interactions between health care pro-
viders such as doctors, and patients it is
a given that the former have much better
information about their patients health
status and future course of treatment than
thelatter. This, together with the prospect
of beingill and accompanying psychol ogi-
cal costs and loss of earnings makes the
demand for health care fairly dependent
on the course of treatment recommended
by a physician. One conseguence is that
in a regime of pure indemnity insurance
providers have an incentive to provide

more care than may be medically appro-
priate. For the same reason, the patient or,
insurersfor that matter, may belesswilling
to question the qualifications of the doctor
as to his or her expertise [Arrow 1963:
371-73]. The problem will be especialy
likelytoariseinsituationswherethepatient
can choose hisor her doctor and treatment
freely andthen present thebill totheinsurer
for reimbursement.®

The transaction between the insurer and
the insured in the health market suffers
from an asymmetric information problem
aswell. Onceinsured, an individual faces
a reduced incentive to take precautions
against poor health, much asapersonwith
house fire insurance is likely to take less
precaution in storing hazardous materials
in her house. A sick person may also feel
lesscompelled to control her consumption
of health care and expensive diagnostic
examinations if medical care costs are
covered by insurance. Moreover, doctors
and hospitals may only be too willing to
provide enhanced care in view of the
discussionof thepreviousparagraph. Thus
an increase in insurance coverage could
lead to an increased demand for health
facilities and personnel and push up the
cost (price) of providing health care.

The arguments outlined above hold true
for any type of insurance regime, public
or private, so it is unclear on this basis
aonewhether costsare likely to be higher
in a private insurance system in compari-
son to public sector dominated financ-
ing.? It might be argued, however, that
public operated insurance schemes, which
typically involve dua functions of the
financing and provision of services may
involve amyriad of restrictions on health
careutilisation, especidly referral tohigher
order care and overall budgetary limits.10
In India government employees covered
under the Central Government Health
Scheme (CGHS) cannot obtain reimburse-
ments for private care unless appropriate
referrals have been obtained from
authorised medical practitioners or the
director of CGHS (Government of India,
various; see also Table 1). A similar set
of rules appears to hold for the state sup-
ported Empl oyees State | nsurance Scheme
(ESIS) for workers employed in the
organised sector in India (Table 1). This
process assumes that there is an effective
referral process that curtails the usage of
publicfacilities, or private careif permitted
under the public scheme. Under CGHS,
only about 6 per cent of the total expen-
diture is accounted for by outside/private
referrals suggesting that the process for
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external referralsmay beeffectiveinindia
[Garg 1999b: 34] 11 However, thisappears
not to be the case for referrals within the
public system where the utilisation pat-
terns are biased towards public hospitals
as against primary care facilities [World
Bank 1995, Mahal et a 2000].

Managed careingtitutionssuchasHMOs
that have emerged in the private sector
combine the roles of the provider and the
insurer and canthereforeserveto cut costs.
The cost-cutting mechanisms could in-
clude stricter referral processes, payments
based on diagnostically related groups,
capitation payments, and other methods of
managing utilisation of health care ser-
vices [Einthoven 1997, Phelps 1997]. In
the US such systemscovered nearly 60 per
cent of the population in 1995, with the
population coverage having expanded at
rates of 12 per cent per annum during the
previous decade [Einthoven 1997]. Simi-
lar institutions can be found in many other
countries including lIsrael, and on a
minisculescale, inIndia[Guptaet a 1992,
Chinitz 1995]. There is some evidence to
suggest that the emergence of HMOs
has led to cost-containment in the US.
Cdlifornia, the state which experienced
the fastest growth of HMOs during the
1980-91, also saw the slowest expansion
in the cost of care among all states at 3.7
per cent per annum in the same period,
comparedtotheUSannual averagegrowth
of 6.4 per cent [Phelps 1997].

To the extent that private insurance in

Tabl e 1:

the form of managed care can yield low
cost outcomes in comparison to afee-for-
servicesystemtherel evantissuefor policy-
makersand regul atorsisto devise methods
to promote its emergence. At one level
such institutions might be thought to be
alogical market outcomegiventheir lower
costsand no obviousdeclinesin consumer
satisfaction relative to fee-for-service
systems. However, the experience of the
US suggests that such an outcome is not
a fait accompli. HMOs faced tiff resis-
tancefrom medical associationsand legis-
latures until the 1970s and afterwards,
much of this resistance having to do with
the prevailing “guild free choice” model
that supported the idea of free choice of
health care providers by consumers. In-
deed, right up until the 1980s many states
outlawed settingswhereby employerscould
offer their workers preferential terms of
coverage if they used specific providers
withwhom they had acontract on grounds
of being discriminatory against providers
[Einthoven 1997: 198-99]. HMOs got a
boost in the US when laws were passed
requiring employers to offer at least one
HMO optionto their employeesand asthe
government began offering its own em-
ployeestheoption of such plans| Einthoven
1997:212-13]. Further evidence on this
issue is available from the health reform
experience of Chile where ISAPRES (pri-
vate insurers) have functioned mainly as
pure third-party payers [Baeza 1998;
Ferreiro 1999].

A second formof information asymmetry
common to insurance markets is the fact
that individuals are likely to know much
more about their health status and future
needs than insurers. Thus people expect-
ingtoincur significant health expenditures
in the near future will figure dispropor-
tionately among those who choose to get
insured. This causes profit-oriented pri-
vate insurance companies to adopt proce-
duresthat are often expensive to weed out
bad risks via a process called ‘risk selec-
tion’. In Chile, for instance, whereas the
population over 60 accounts for 9.5 per
cent of the country’ s population, the share
of the 60 year-plusgroup inthepopulation
insured with private insurerswas only 3.2
per cent, with the rest being covered by
the public sector [Baeza 1998:18]. Simi-
larly, theaveragefamily sizein Chileisfour
members, whereas the average among
| SAPRE membersisonly 2.3[Ferreiro 1999].

The'administrative’ costsresultingfrom
this process of risk selection — essentialy
a deadweight loss — can be quite high
relativeto expendituresand usually passed
on to customers in the form of higher
loading charges.1? Those unableto obtain
insuranceat the higher premiumsmay then
go back to the free public health system
if the public system is open to all, or to
out-of-pocket payments. In sum, overall
health care costs would be higher than
under a comparable public insurance sys-
tem where membership into the insurance
schememay becompulsory for designated

Characteri sti cs of Two Publ i ¢ | nsurance Schemes

Typeof | nsurance Qntributi on

Rei mbur senent

Entitlenents

Bighlity

ESI S

of Indi a 1999g, pp51-52).

CGHS

Enpl oyees: 4. 75 per cent of wages
Enpl oyers: 1. 75per cent of wages
Al contributionsaredeposi t edby
t he enpl oyer; S at e gover nnent s
contri buteam ni numof 12. 5per cent Act, 1948statesthat entitl enent
onES Sheal thexpendi turesintheir
respecti vest at es(Gar g 1999b, p30).
See al so secti on 59A ( Gover nnent

Does not di sal | owr ei nbur senent
of nedi cal treatnent o s/ de of
alatedfaci/ities Forinstance,

t he Enpl oyees S at e | nsur ance

tonedi cal benefitsdoesnot entitle
theinsuredto“cl ai nrei nbur senent
for nedi cal treatnent.except under

19999, p50). Seeal soChapter 111,

Dependi ngon*“al | ot nent”

asper theES Act.

1 Qutpatient nedi cal careat
di spensari esor panel clinics;

2 Qonsul tati onw t hspeci al i st
and suppl y of speci al nedi -
cines andtestsinaddition
tooutpatient care;

regul ations.” (Gvernnent of India 3Hbspitalisation, specialists,

drugs and speci al di et.

Enpl oyees (and depen-
dant s) worki ngi nest a-
bl i shnent senpl oyi ngten
or norepersons (Wth
pover ) ortwenty or nore
per sons (W t hout power )
andearni ngl ess t han
Rs 6, 500 per nont h
(Garg1999a, p85).

28(v) andES (General ) Regul ati ons, 4 Cashbenef/ts. Periodi cal

1950 (@Gver nnent of | ndi a 1999g,
p156).

paynent s t o any i nsur ed
personincaseof sickness,

pregnancy, di sabl enent or
deat hresul ti ngfroman
enpl oynent i nj ury.

1 Rei nbur senent of consul tation

1R rst | evel consul tati onand

Pay/ pensi on Gontri buti on

Rs/month)  (Rs/ nont h)
< 3,000 15
3, 001- 6, 000 40
6, 001- 10, 000 70
10, 001-15,000 100
>15, 000 150

The bul k of t he resour ces

(85 per cent) cone f romgener al
revenues of thecentral

gover nnent (Gar g 1999b, p 34)

feefor uptofour consul tations
inatotal spell of tendays
(onreferrd);

2 (ost of nedi ci nes;

3 Charges for a nmaxi numof
teninj ecti ons;

4 Rei nbur senent for speci fied
di seases/ ai | nent s.

Enpl oyees of thecentral
gover nnent (excepting
rai | ways, arnedforces,

preventi veheal thcar eservi ces
t hrough di spensari es and
hospi tal s under t he schene; pensi oner s and Del hi
2 Qonsul tationat a GGHS adnini strati on), pensi o
di spensary/ pol ycl i ni ¢, or G3Bnersw dows of central
W ngat arecogni sedhospital ; governnent enpl oyees,
3 Treat nent fronspeci al i st Del hi pol i ceenpl oyees,
throughreferral, energency def ence enpl oyees
treatnent i nprivatehospitals anddependantsresi -
andout si del ndi a. di ngi n24speci fi edl oca-
ti ons (see Gover nnent
of I ndi g, vari ous)
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groups, unless outweighed by the ineffi-
ciencies of apublic sector bureaucracy.13
Regulatory methods to prevent risk selec-
tionmust, per force, faceupto the problem
of adverse selection (of poor risks dis-
proportionately seeking insurance) which
may have implications for the financial
viability of an insurance company. Inthis
sense, market outcomes that lead to insur-
ing large groups aredesirable so that there
islittle to suspect apreponderance of poor
risksintheapplicant pool.1# Indeed, there
is clear evidence that larger groups face
lower administrative costs. In the US,
loading charges (defined as (premiumg/
claims) less 1) typically range from 40 per
cent for individual insurance to 5-8 per
centfor groupinsurance[ Phelps1997:346;
seealso Table?2]. InIndia, insurance plans
offered by the General Insurance Corpo-
ration (GIC) offer discounts over indi-
vidual premium rates that range from 15
per cent to 67 per cent for groups of size
50,000 or more.1®

Regulations that cap total overhead
expenditureof insurancecompanieswould
likely promote group insurance business
than the administratively more costly in-
dividual-based insurance [ Government of
India1999d].18 Employment-based group
insurance can aso be promoted by insur-
ancecontribution-linkedtax benefitsgiven
to employers without corresponding tax
liabilities for the employees (but not if
premiums are paid by employees), as in
the US [Phelps 1997:349-54].17 In India,
however, tax benefits can accrue both to
employers and employees depending on
who pays the premium.1® In this setting
employer-paid premiums may still be de-
sirable as a means to promote group in-
surance if corporate tax rates are higher
than personal income tax rates or if there
are returns to scale to employers from
administering group insurance.

Large group insurance is unlikely to
address all motivations for risk selection.
It will not, for example, address the prob-
lem of risk selection across small employ-
ment groupsand the self-employedif there
are profitable opportunitiesin those areas.
It will aso not adequately address the
possibility of selecting among individuals
who change jobs or whose insurance
comes up for renewal. Regulations that
curb the denia of insurance coverage to
these groups may affect the costs of
selecting among risks, for instance by
inhibiting insurer motivation to acquire
individual-specific utilisation data from
other companiesor carrying out expensive
pre-selection tests.
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In developing countries, there is one
other information-rel ated factor that could
potentially lead to high health care costs.
This has to do with the financial health of
health insurance companies. In the ab-
sence of minimum capital reserves and
incomplete epidemiological information
about the population, there is a risk that
insurance companies could be guessing
wrong and charging premiums that are
much lower in comparison to the benefits
offered in a competitive environment.19
Theproblemswould beexacerbated if get-
rich quick companies were to invest their
premium income in high-risk assets that
are not aligned to insurance claim liabili-
ties. The importance of health insurance
and the dependence upon it of a large
cross-section of the popul ation meansthat
the government is unlikely to accept even
short-run scenarios where the companies
canbecomebankrupt.2? Asaconsequence
the government or the insurance sector
may be ready to incur additional amounts
in expensive bailout packages for sick
health insurance firms, creating a dis-
incentive for individual firm managersto
perform financially, since their downside
risks are covered to some extent.

Worldwide, governments have sought
toaddresstheseconcernsby settingamini-
mum set of conditionsrelating to manage-
ment and personnel, actuarial analyses,
solvency, working capital and investment
profile; and a system for dealing with
liquidations/takeovers. Inmost cases, there
isanational level regulator to oversee the
implementation of these conditions. Some
of therelevant regulations prevalent in the
US and the European Community are
summarised below in Section I11.

In sum, even though costs of care and
privateinsurancemay bepositively linked,
regulation can help contain some of these
costs, especially one that promotes finan-
cia solvency, large group insurance and
HMO type organisations.

Aggregat e Gost I npl i cati ons
Q oss- Gount ry Evi dence

In this subsection we examine cross-
country data to check if increased health
spending per capita is associated with
increased private insurance, all else re-
maining the same.We use information on
per capita income, health care expendi-
tures and private and public insurance
coverage for about 31 developed and
developing countries for this purpose (for
details about the sample of countries and
data sources, refer to Table 3). Of course,

amacro-assessment of the cost impact of
the private insurance sector using national
level data is not straightforward since it
islikely tobeconfoundedby incomeeffects,
the type of public insurance available, the
nature and implementation of regulations
andthelike. Our preliminary analysisdoes
not rule out the possibility that private
insurancemay haveamuch smaller impact
on health spending than one would suspect.

Column 1 of Table 3 reports the results
of aregression of the natural log of health
spending per capita on the proportion of
population covered by private insurance.
The magnitude of the coefficient suggests
that health spending per capita is posi-
tively associated with the proportion of
population covered by private insurance.
Indeed, a 1 percentage point increase in
the proportion of population covered by
private insurance is associated with a 7.8
percentage point increase in the costs of
health care per capita

Health spending, however, depends on
many factorsincluding income. Increased
incomemay alsolead toincreased demand
for insurance, both public and private.
Increasedincomesmay alsoleadtogreater
out-of-pocket health spending. Thus, at
thevery least, theregressionanaysiswould
have to control for the overall level of
insurance (and/or income) in examining
the impact of private health insurance.
Doing soreducesthecoefficient on private

Tabl e2: Adninistrative Qost s of
Qper ati ng Heal t h | nsur ance Pr ogr ammes:
PrivateandPubliclnsurers

Qost s of Admini steringl nsurance
(As Per cent of Expendi t ures)

Qountry Hivae R C

Gile 18.5 18

Sweden na 1550

UK na 10.0

(e

Fundhol di ngs)

us 5.5-40.0 21

(Medi care)

Inda 20.0-32.0 5.014.6
Mot es. For thelhitedS ates, therangeinthe

privatesector refl ectsl owcost sfor group
insurancetohighcostsfor individual
insurance; for I ndi atherangei ntheprivate
insurancerepresentsthedifferent
experi ences of thef our subsi di ari esof the
A G for thepublicsector insurancein
Indi athel ower boundfor therangeare
t he cost s of GCHSand t he upper bound
for ESI S(Garg 1999); for Saeden, the
rangeref| ect s publ i c schenes operati ng
incitycouncil sandanongt hoserel ating
toprivatedoctors; GP = Ceneral
practitioner.

Sources: hil e (Baeza 1998, Ferreiro1999); I ndia
(Garg1999; communi cationw thAnurag
Kaul (New! ndi a Assur ance Conpany) ) ;
Sweden ( Rehnber g 1997) ; US( Rehnber g
1997) ; WK(Veést 1997).
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insurance to statistical insignificance at
the 5 per cent level and its magnitude
becomessmall aswell. Column2of Table 3
indicatesthat anincreasein the proportion
of population covered by privateinsurance
of 1 percentage point is associated now
withonly a0.7 per centincreasein the costs
of health care per capita, if variationsin
income are controlled for. The results
remain unchanged even if we control for
the type of health insurance coverage in
operation—that is, whether isan dternative
or merely a supplement to an existing
systemof publichealthinsurance(Table 3).

Isthisresult reasonable? TheUSisoften
held up as an outstanding example of a
country with ‘very high costs' of health
care, a fact that is often linked to its
predominantly private health insurance
system. In particular, the US has a high
spending on health per capita (US$3,828
in 1995) in comparison to other OECD
countriessuchasFrance(US$2,600), Japan
(US$2,947), and especially the UK
(US$1,205) and Canada (US$1,814)
(World Bank 1997). On the other hand,
it is worth noting that with some notable
exceptions such as the UK, the rate of

Tabl e 3: Heal t h Spendi ng Per Capi t aand
Pri vat e | nsur ance Qover age —
C oss- Qount ry Regr essi ons

Dependent Vari abl e: Log Heal th
Spendi ng Per Capi t a (US$)

Regressors @ @ @6 ¢
Qonst ant 386 -502 -48 -4.83
(0¥ (049 (049 (049

Privatehed thi

nsurance 0.08 0.007 0.007
cover age (per cent

of popul ati on) (0.0 (0.004) (0.005)
Log of per capita

i ncone 127 124 123
(LBS9) (0.05 (005 (009
Durmy f or t ype of -0.005

pri vat ehedl t hi nsurance (0.180)
Sanpl e si ze 31 31 31 31
R squar ed 042 093 0% 0.9

Mot es: Robust standarderrorsreportedin
par ent heses.
Tyedf privatel nsurace 1for countries
whereprivatei nsurancei s of feredas an
aternati vetosocial i nsuranceor public
schene; Ofor countrieswhereprivate
heal thinsurancecanonl ybeof feredasa
suppl enent t oapubl i ¢i nsurance schene.
Quntriesincl udedi nsampl e Austral i a,
Gernany, Irel and, Net herl ands, WK US
(CECD); Argentina, Brazil, Chile,
@l onbi a, Doni ni can Republ i ¢, Ecuador,
Gaut emal a, Jamai ca, Hondur as, Mexi co,
Peru, Wuguay (LatinAnmericaandthe
Cari bbean) ; | vory Qast, Egypt, Jordan,
Kenya, South Africa, Zi nbabwe (Africa
andtheMddl eEast); I ndi a, | ndonesi a,
Phili ppi nes, Si Lanka, Thai | and (Asi a);
andt he Czech Republ i c.

Sources.: Chol | et and Lewi s (1997); Wr | d Bank
(1997).

growth of health care costs in the US has
often falen below that of many of the
OECD countries. California, a state with
along experience in managed care expe-
rienced evenlower ratesof growthinhealth
costs during the 1980s and 1990s. Thus,
a popular text on health economics for
undergraduate students remarks that “ The
very strong rel ationship between per capita
medical care spending and per capita
income is all the more remarkable, given
thewidediversityinhealthcaresystems...”
[Phelps 1997: 621].

Qual i ty and Qost - ef f ect | veness
of Heal th Care

In the sense used here, quality refersto
thelevel of competencewithwhichagiven
examination and treatment protocol is
implemented by provider(s) —beit medical
examinations, diagnostic tests, the quality
of administered drugs, and hospital care
generally. Cost-effectiveness refers to the
efficacy of the treatment itself, by acom-
parison of expenditures in relation to
outcomes.

In a free market with no uncertainty
about theoutcomesof treatment, onemight
expect higher quality treatment to be
undertaken (subjecttotheusual constraints)
as fully informed consumers choose the
most effective doctors and medical facili-
ties ignoring the rest. However, a major
problem in the health care market is pre-
cisely the uncertainty about outcomes on
the part of the consumer of services, afact
noted by Arrow nearly 40 years ago
[Arrow 1963]. Alternatively, institutions
might develop to label/certify doctorsand
health care facilities, without necessarily
excluding them from service provision, so
as to address this problem of lack of
informationwiththeconsumer (seePhelps
(1997s), for examplesfromtheUS). Inthis
case, one would naturally expect greater
demand for certified personnel and facili-
ties and the gradual sidelining of others
not so certified. Thisdependsontheextent
to which the consuming public is capable
of taking informed decisions and whether
it considers the certifications credible.
Finally, there could be licensure that
excludes everyone other than those
meeting certain standards from practi-
sing medicine.

Thecontributionof aninsurancescheme,
whether publicor private, toimprovingthe
quality of health care depends on whether
the schemeisableto influence the process
of labelling or licensure of medical per-
sonnel and facilities or the entry of highly
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skilled individuas in the health sector.

As noted previously, the increased pro-
visionof privateinsurancemay increase the
demand for health care and so push up its
price. While this would improve opportu-
nities for high-quality individuals who
might have otherwise sought employment
in other sectors, it would also increase the
supply of low skilled individuals into the
health sector, unlessappropriate screening
takes place. That is, the mere increase in
returns to health care provision in this
sector may not increase average quality
and may even reducequality at themargin.
This is already occurring in the guise of
doctors with degreesin Indian systems of
medicine practising modern (allopathic)
medicine [Nandrgj and Duggal 1996].

Insurance companies could contribute
to enhancing quality if, for example, they
put quality-determined restrictions on the
natureof expensesthey wouldreimburse.2!
In the case of HMOs and other managed-
careingtitutions, they could empanel only
those doctors who meet certain qualifica-
tion and treatment guidelines [Einthoven
1997]. By enhancing the returns of such
doctors over that of others they could
increase the demand for such qualifica-
tions over time. The same could presum-
ably be done for institutions such as
hospitals and diagnostic centres. More-
over, by restricting the use of unnecessary
expensive care through guidelines for
referrals and hospital stays managed care
could also promote cost-effective treat-
ment guidelines.

Many of the stepsthat appear necessary
may well occur in a market, without any
prompting by regulatory authorities. There
are, however, threeareasof concern. First,
it is not obvious that arguments that hold
for HMOs also hold for indemnity based
insurance. In the case of indemnity insur-
ance, an expansion in coverage if accom-
panied by an increase in demand for care
induced by physicians and lack of resis-
tanceto it by private insurers and patients
could lead to enhanced use of expensive
care and diagnostics without any change
in health outcomes.?? It also does not
follow that an indemnity system would
cater only to highly skilled personnel and
institutions. Thisproblem cannot bereadily
addressed by competition if consumers of
health care are unable to readily distin-
guish among different insuranceplansand
premiums charged by managed care insti-
tutions and indemnity-type insurance.
Indeed it might even appear that indemnity
type insurance is more consumer friendly
by not putting restrictions on whom to
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consult and get treated by. Even otherwise,
effective competition from managed care
organisations might be slow to emerge if
there is resistance from associations of
medical personnel, consumers and em-
ployers (for examples from the US, see
Einthoven (1997)). Moreover, the forma:
tion of panels and exclusive contracting
withdoctorscharacteristicof managedcare
may be problematic if there are pre-exist-
ing laws against restrictive pricing prac-
tices. For instance, the GICisexempt from
the provisions of the Monopoly and Re-
strictive Trade Practices [MRTP] Act
[Government of India1999h: 5-8]. To the
extent that preferential treatment for panel
doctors associated with HMOs can be
interpreted as a form of restrictive trade
practice, the MRTP Act would hinder the
development of managed care in India,
apart from giving GIC an unfair advantage
in the insurance market. In these circum-
stances licensure and its strict implemen-
tation are clearly necessary.

Second, there is the possibility that
insurers in managed care type systems
sacrifice quality of care in exchange for
lower costs by empanelling lower quality
[and cheaper] doctorsand facilitiesif there
isalow level of quality awareness among
consumersand if laws against malpractice
donot exist or arepoorly enforced.23Again,
this would not happen in a market where
information about aternative plans and
quality of care is readily available and
comparable even if malpractice law was
difficult to enforce. One way around this
would be regulation that promotes
uniform benefits packages and informa-
tion provision to consumers of care.

Third, if private health insurance leads
to increased incomes among private pro-
viders of care, it may affect the quality of
medical personnel availablein publicsector
facilities. Highreturnsin the private sector
wouldleadtotheir exit fromrelatively low
paying public sector jobsaswell asreduce
the number of new entrants into public
sector jobs and there is some anecdotal
evidence that this is aready taking place
[Naylor et a 1999: 4, 7]. Conseguently,
it can be expected that their departure
wouldadversely affect theremainingusers
of public health facilities if replacements
are unavailable.

The experience of US clearly suggests
that HMOs provide as good if not better
carethantheir pureindemnity counterparts
whether measured in terms of client satis-
faction or in health outcomes [Einthoven
1997; Phelps 1997]. However, for this to
work in India would require providing
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information about insurance packages to
consumersso asto promotemoreeffective
competition, addressing the legal issue of
restrictive practices and better enforce-
ment of standards on accreditation and
lawson malpractice. Inany event, itwould
still not address the problem of worsening
quality for users of the public health care
system.

Equitylnplications
The indicator of equity we use here is

the distribution of the financial burden of
health care spending. Would the entry of

privateheslthinsurancecompaniesworsen
thedistribution of theburden of healthcare
spendinginIndia?Thiscan happenfor two
main reasons. First, private insurance
companies may find it profitableto under-
take risk selection so asto insure low risk
individuals and exclude the high risk ones
from insurance.2* This means that the
benefits of a reduced financial burden of
health care and enhanced risk protection
due to the spread of health insurance
accrue precisely to those people who are
least likely to get sick and least in need
of risk protection. In Chile the ISAPREs
(privatemanaged care) insure adispropor-
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tionately large number of people in the
economically well-off groups, leaving the
worst-off to the public insurance system
[Baeza 1999]. In this sense, private insur-
ance enhances inequity, unless there is
access to public services of reasonable
quality asalast resort. If privateinsurance
and subsequent private care expansion
attract doctors and other skilled medical
personnel away from public health facili-
ties, itwouldimply theworsening of quality
of care available to precisely those who
are denied thisinsurance. Second, if entry
of privateinsurancerai sestheoverall costs
of health care for reasons discussed pre-
viously, patientswho cannot afford to buy
insurancewoul d havetopay larger amounts
out-of-pocket.

As against this, an expansion in private
insurance, while leading better-off groups
to consume high quality private care,
potentially improvesaccessto (somewhat)
lower quality public sector facilitiesfor
the worse-off groups [see, for example,
Besley and Coate 1991; Gertler and Sturm
1997]. This process might well reducethe
financial burden of care to the poorer
groups, but requires the assumption that
a shift out of public care by the rich will
leave the magnitude of public expenditure
unaffected.

InanIndian setting, it can beargued that
theburdenof health carespendingisal ready
quite unegually distributed so that the
introduction of private insurance will not
make much of a difference. For instance,
in their study of five Indian states, Pravin
Visariaand Anil Gumber found that health
expenditureasaproportion of total expen-
diture quintiles of the lowest expenditure
quintile was typicaly higher than the
average for dl quintiles, in both rural and
urban areas[World Bank 1995:194]. This
is not surprising in a regime where more
than 80 per cent of all health care spending
is out-of-pocket. Moreover, work by the
author using the 1995-96 round of the
National Sample Survey (NSS) reveds
that within public facilities, the economi-
cally well-off useadisproportionately large
amount of inpatient care suggesting that
they corner alarge part of the public health
spending as well [Mahal et a 2000]. To
theextent that the poor are unableto access
the best doctorg/specialists in the public
sector anyway, it may not make much
differencetothemif these medical person-
nel are lured away by the private sector
with the entry of private insurance, politi-
ca ramifications apart.

Internationally, the empirical evidence
suggests that private health insurance

will probably be less inequitable com-
pared to a system that relies heavily on
out-of-pocket payments, such as India’s.
A recently completed study of OECD
countries found that private insurance
as a means of financing health care has
fairly large adverse redistributive effects
across income groups in countries where
it plays a major role, such as the US and
Switzerland, but that in general out-of-
pocket payments were even less equitable
[van Doorsaler et a 1999]. Can we say
with certainty what will happen in India?
It would depend on how the different
effects outlined above play out. In asepa-
rate paper | have tried to estimate the
magnitude of the private health insurance
market and the distribution of public
services in a setting where richer groups
have superior access to public facilities.
| estimate the market for private health
insurance to be as large as 24 to 40 times
its existing levels, but find that its effects
on low-income groups access to public
facilities to be small, all else the same
[Mahal 2001]. The major reason for this
finding is the disproportionate access of
therich to publicly provided care, afactor
that would also influence (lower) their
perceived benefits from shifting to pri-
vately purchased insurance.

In the end, the effect of private health
insurance on the distribution of the finan-
cia burden of care would depend on the
competing influences of two factors—the
improved distribution of the burden of
spending within richer/healthier groups
versus increased inter-group inequality
across the rich-poor divide.

From a regulator’'s standpoint, steps to
address inequality-enhancing effects of
privateinsurance may includelimiting the
number of insurance packages offered
together with some controls on prices, or
linking the expansion of insurance busi-
ness to a certain proportion of insurance
business being undertaken among back-
ward areas and communities. But thismay
end up harming the health and subsequent
growth of the health insurance industry
itself, leaving direct financial support for
financial paymentsasoneof thefew options
available.

It is at this point worth noting that the
effects highlighted above would depend
directly on the size of the private health
insurancemarket that emerges. Webelieve
that the privateinsurance market would be
about Rs 2,400 to Rs 4,000 crore, not very
large when compared to the overall size
of thelndianhealth sector spending[Mahal
2001]. Thus, whatever the direction of the
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above effects, their magnitude will prob-
ably be small in the short run.

i
Heal t h | nsurance Regul at i on:
Chal | engesfor I ndi a

The main lessons from the theoretical
and empirical literature are essentially the
following. In an ideal world with well-
informed consumers who can evaluate
alternativehealth careandinsurance pack-
ages, with proper legal protection and
affordable care, privateinsurance may not
be harmful for cost and quality, although
its impact could still be adverse from an
equity point of view. The previous section
also suggests that there are specific things
the government could do to yield better
outcomes. These include steps to ensure
financia stability of insurers, enhance
consumer protection, control risk selec-
tion and strengthen legislation comple-
mentary to health insurance such as mal-
practice law and accreditation.

This section has two parts. The first
focuses on regulation that relates specifi-
caly to insurance and compares the stan-
dard approach worldwide with the regu-
latory system in India2® The second
describes existing Indian legislation re-
garding quality standards and discusses
the problems faced in its enforcement.

‘Mdel ' versustheS tuation
inindia

Inlinewiththe preceding discussion, we
will focusonthefollowingfivetopics. The
topic hasto do with the regulatory agency
and its powers. In each case, there is a
general description of existing (or recom-
mended) practices in other countries fol-
lowed by abrief discussion of therelevant
regulatory features in India
— Financia requirements (for entry, op-
eration, and exit);

Consumer protection;

Risk Selection/Fairness (underwriting,
rating standards)

Benefits;

Regulatory agency: Overview.

Fnancial Sability

The key issue here is to balance the
requirements of financial stability with
that of enhanced competition, sincevery
strict financial standards may leave
few insurers in the marketplace. Extreme
competition of the ‘cut-throat’ variety
may lead to financia instability and
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bankruptcies (see, for example, Ranade
and Ahuja 2000).

(a) @uital and ol vency
Requi renent s

Current regulatory practiceisfor insur-
ersto meet minimum capital requirements
and surplus (over liahilities) requirements
known as the solvency margin. The first
establishes afloor for insurers wishing to
enter the market and remaining there. The
second takes into account the insurer’'s
size and risk profile. For example, the
larger its estimated liabilities, the greater
will bethesurplusrequirement. Thisis ob-
viously abetter indicator of thecompany’s
solvency thanasystemrelyingonsolely on
some fixed minimum capital requirement.

In the US the trend is towards using a
‘risk-based capital standard’ (RBC). The
RBC formulatakes consideration of pos-
siblerisksfrom lower asset val ues, higher
rates of morbidity and mortality, lower
interest risk, and other business risks. In
theEuropeanUnion, the’ solvency margin’
is calculated as the higher of the claims
basis (23-26 per cent of average claimsin
the last 3-7 years) or the premium basis
(16-18 per cent of retained premiums).26
A reductionisallowed for reinsurance, up
to a maximum of 50 per cent of the sol-
vency margin (EC 1999). The limit on
usingreinsurancefor cal cul ating solvency

Tabl e5:

marginsisto avoid creatingincentivesfor
the insurer to take on more risk.

The Indian regulatory structure under
the IRDA Bill has similar features. Under
the 1938 Insurance Act, the solvency
margin (assets less liabilities) was given
as a percentage of retained/net premiums
(gross premiums less reinsurance pay-
ments), of theorder of 20 per cent[Govern-
ment of India 1999d]. The IRDA Bill of
1999 providesfor aminimum lower bound
of rupees 50 crorefor the solvency margin
along with a requirement of 20 per cent
of net premiums, or 30 per cent of the
average of netincurred claimsin the three
preceding years [Government of India
1999d:28]. Thisisin addition to an entry
requirement of aminimum capital of rupees
100 crore.” In this sense, many of the
provisions of the IRDA Bill parallel the
regulatory features of other countries and
they may become even more alike as the
regulatory authority gets a sense of con-
ditions in the insurance market over time.

Asin other countriesthere are anumber
of restrictionson the nature of investments
that can be undertaken by an insurance
company in India and the Insurance Act
of 1938 sets these out in more detail in
sections 27B and 28B [Government of
India1999d; Tapay 1999]. The IRDA hill
also prohibits the investment of funds
outside of India [inserted as Section 27C
in the Insurance Act].

(b) Account 1 ng and Audl t i ng

A second condition has to do with peri-
odicreviewsof aninsurer’ sfinancial condi-
tion, including audits, submission of
annual reports and so on. Inthe US, insur-
anceregul atorshavebroad powersof chang-
ing the management and financia prac-
tices should the need arise [Chollet and
Lewis: 88]. Establishing and evaluating
the solvency status of an insurer requires
a uniform set of accounting procedures
and methods by which contractsissued by
an insurer can be translated into assets
and liabilities.

Under theInsurance Act of 1938 and the
IRDA Bill thecontroller of insurance[ now
the Insurance Regulatory Development
Authority] has wide powers just asin the
USand elsewhere. Theseinclude auditing
by qudified actuaries, periodic submission
of reports, appointing directors or taking
over management, requesting information
and even shutting down the operations of
the insurance company through a court
order [Government of India1998b, 1999d].

Qgani sati onal Restrictions

In many countries, insurers cannot un-
dertake additional business that is not
directly linked to insurance as, for ex-
ample, banking. The main regulatory
concern isthat insolvency of one business
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may cause the insolvency of the other
[Chollet and Lewis 1997]. An argument
against thisrestriction isthat given banks,
insurance companies and stock markets
essentially are marketsthat deal with risk,
an artificial separation may neither be
desirablein theinterests of efficiency, nor
feasible [Ranade and Ahuja 2000]. Re-
strictionsmay a soincludespecifyingsome
desirable citizenship or residency status,
ownership in the insurance company, and
experiencewithsimilar businessel sewhere
[see also EC 1999:6].

Similar restrictions can be found in the
Insurance Act, 1938, although there is no
linkage to any specific industry or sector
[Government of India 1999c].

Exi t and Quar ant ee Fund

Exit rules are to ensure orderly exits
from the market. The insurer who plans
to leave the industry may have to give a
timely notice to the regulator and submit
plans for payment of all liabilities prior to
the exit date. In the event of company
insolvency, the practice often is that all
insurers participate (contribute to) in the
formation of aGuarantee Fund. Themeans
of participation could be taxes on insur-
ance premiums of theinsurers. Generally,
thefund doesnot pay out thefull liabilities
but only some portion of it to the insured.
Thisis to address any problems of moral
hazard on the part of insurers.

Whilethereis an extensive discussion of
liquidation of acompany (voluntary or court-
ordered) under the Insurance Act of 1938,
there is no mention of a Guarantee Fund
under Indian law. However, there appears
to be some discussion about the setting up
aguaranteefundinthel RDA (communication
with T Raghavan, Busness Sandard).

Consumer Protectionbythe
Regul at ory Agency

Generally, insurance regulation with
regard to consumer protection revolves
around (@) the marketing and language of
insurance contracts; and (b) the relation-
ship between insurers and providers.

(a) Mirketing and Language of
/nsurance Qi ract s

This category covers the language of
insurance contracts in that it be easy to
understand along with the terms used —
benefits package, premium rate, deduc-
tibles, andsoon. Italsoincludesregulation
relating to unfair trade practices such as

misrepresentation, discrimination, induce-
ments, and failure to maintain records.
Moreover qualifications of insurance
agents and their mode of functioning may
aso fal in this category. Tapay (1999)
documents a case where the US govern-
ment prohibited agents from specificaly
looking for healthy patients to enrol.

The Insurance Act of 1938 addresses
directly only two concerns relating to
consumer protection. It does so first by
detailing the procedure by which insur-
ance agents are licensed including the
requirement that they have not been pre-
viously convicted of “...crimina breach
of trust, or cheating or forgery...” or of
participating in “...fraud, dishonesty, or
misrepresentation...” [Government of
India1999d: 62]. Second, it imposes|imi-
tations on commissions that agents can be
given or the incentives they can offer to
clients while selling insurance [Govern-
ment of India 1999d: 56-60]. The IRDA
Bill gives authority to the regulator to
specify a code of conduct for agents but
no further specifics are provided. It also
alows for atariff advisory committee to
oversee premium rates, insurance plans
and to prevent discrimination [Govern-
ment of India 1999c:9].

There is aso other legislation in India
that addresses the issue of consumer pro-
tection somewhat more forcefully. Apart
from a regulatory authority, Indian con-
sumersal so haveaccessto consumer courts
under the Consumer Protection Act of 1986,
protections under contract and tort law in
the Code for Civil Procedure, and the
Arbitration and Conciliation Act of 1996.
These are discussed further below.

(b) R ationshi pbetvieen! nsurers
andArovi ders

The aim is to ensure that health care
providers remain professionally indepen-
dent of the providers in a managed care
system. In its absence, providers may be
under pressure not to recommend expen-
sive treatments. In the US, regulations
permit any provider to join aplan if he or
she accepts its payment conditions. Simi-
larly, they alow providers to work with
patients outside their plan (the provider
cannot be locked in by the HMO or other
form of managed care organisation).

Unfortunately, consumer protectionlaws
in India have little to say on the relation-
ship between theinsurer and the provider.
It may be that some of the practices de-
scribed above could potentialy fall into
some version of ‘unfair trade practices
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which belong in the realm of the MRTP
(Monopoly and Restrictive Trade Prac-
tices) Act [Government of India 1999h].
At the present time, there is no case law
to support or dispute this assertion. The
bulk of the existing case law deals with
fraudulent claims or delays in clearing
claims by the insurer [see, for example,
Aggarwa and Chaudhri 1998].

Table 4 summarises some of the major
features of law related to consumer pro-
tection in India. The two most common
avenues for relief in the arena of medical
care are the Consumer Protection Act and
various civil courts (see, for example,
Reddy 1997). Unfortunately, the experi-
ence with the Indian court system is not
very positive which, by al accounts, are
characterised by lengthy delayson account
of problems with procedural law and a
massive backlog of cases.?® Given these
problems, itisnot surprisingthat thevarious
consumer commissions established under
the Consumer Protection Act (COPRA) of
1986 have begun playing a key role in
protecting consumer rights, inspiteof their
relatively recentorigin. Themainrationale
for COPRA wasthat it could offer aqui cker
and cheaper way for consumersto address
their grievances. Certainly, a number of
cases related to insurance and medical
negligence have reached these courts
[Aggarwal and Chaudhri 1998, Vats 1997,
VOICE 2000]. Recent evidence suggests
that problems with backlogs have begun
to occur in consumer courts as well, due
to an inadequacy of ‘judges and to the
increasein the burden of cases. According
to one recent study of medical cases in
consumer forums, more than 90 per cent
took one year or longer for completion,
compared to the mandated 90 days!
[VOICE 2000:1].

R sk Sel ecti on/ Fai rness

Regulation in this area has taken two
mainformsintheUnited States: [4] restric-
tion of underwriting/risk selection; and[b]
restriction on pricesbased on health status.

(8 UnkerwitingRestricti ons

These restrictions may involve a guar-
anteed issue of certain plans (or al plans)
to al applicants, without regard to their
risk profile. A variation on this may be
guaranteed renewal wheretheinsurer can
underwrite applicants at the time of first
issue but not on subsequent renewals. In
case only afew select plans are subject to
thisrestrictionit will bethe casethat these
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plans will become much more expensive
if the risk composition of the plan deter-
mines its price. Of course, if al plans
were subject to this restriction there
would be the problem of adverse selec-
tion. Waysto get around thiswould bethe
exclusion of ‘pre-existing’ conditions, or
having openenrolment only at certaintimes
of the year.

A variation of the restrictions noted in
the previous paragraph is the portability
requirement. These are often used along
with pre-existing exclusion restrictions.
For example, aslong as a reasonable con-
tinuity ismaintained in coverage asecond
insurer cannotimposeapre-existing exclu-
sion on aperson who has aready exhaus-
tedasimilar exclusionwithanother insurer.
Other restrictions could relate to insurer
requests for medical history, application
forms for insurance coverage, and so on.

(6) Conmuri ty Rat / ng and Rat e
Revi ew

Community rating is the requirement
that premiums be based on some broad
geographicor demographiccriterionrather
than on individual health status. This is
likely to be somewhat inefficient since it
involves a degree of cross-subsidy across
participants.

Another approach to this is controlling
the premium rates directly by requiring
government approva for rate levels and
increases. The normal method to do this
isby examining ‘lossratios —the propor-
tion of claims to premium income — and
putting a bound on them.2®

By restricting risk selection, the expec-
tationisthatinsurerswill competeinquality
and prices. However, this may be particu-
larly problematicincountriesnewly opened
totheprivateinsurancesector, asproblems
of adverse selection could overwhelm the
small number of companieswho first enter
the market. As in the previous section,
there is currently no legidlation in India
that has specifics on underwriting restric-
tions. However, atariff advisory committee
and the IRDA have the power to issue guide-
lines relating to non-discrimination and the
“...control andregulationof rates, advantages,
termsandconditions...” [Government of India
1999c: 9; Government of India 1999d].

Benefits
With regard to benefit packages there
are two issues of interest: (a) a minimum

package of servicesavailableto everyone,
and (b) catastrophic insurance.
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(a) UvformM i numBenefits
Package

Given a uniform minimum benefits
packagethat isaccessibleto all applicants,
insurance companies would have a ten-
dency to offer additional productstoappeal
to low risk applicants, or indulge in un-
derwriting. Both options would increase
costs and promote inequity — the latter by
way of higher administration costsaswell
as increased premiums for the relatively
more sick, and the former in terms of
higher premiumsfor the sick theincreased
difficulty in choosing among options on
account of greater variety. Thus, it would
seem that the regulation on benefits pack-
ageought toaccompany somesort of market
‘managing’ regulation in the sense of
Einthoven (1997) or Medici et a (1997)
that creates large buyers in the insurance
market. Thepresenceof largebuyerscould
help enforce rules among insurers, in
exchange for the volume of business they
can bring. Examples of this are the social
insurance schemes of the type in Nether-
landsand Israel [Chinitz 1995; West 1997,
Ham 1997]. Ineach case, a(uniform) basic
package of services is provided by a
set of sickness funds with compulsory
enrolment in at least one of them. Funds
fromacentral sourcefollow theindividual
and there is some risk-adjusted capitation
payment to curtail risk selection. As a
conseguence, thereisincreased likelihood
of competition in quality and less of risk
selection.

(b) CGtastrgphi cl/nsuranceand
Emrergency CGar e

These can only be covered through
reinsurance of various kinds in view of
the rarity with which they occur. Unfortu-
nately, in devel oping countries, privatere-
insurance is typicaly difficult to obtain
because of the poor quality of actuarial
data on rare events [Chollet and Lewis
1997: 94]. Reinsurance could be promoted
in the form of more relaxed solvency
margin reguirements as in the European
Community.

Thereis no legislation in Indiarelating
to benefits packages of either type. The
only pertinent statement isinthelnsurance
Act of 1938 stating that the Tariff Advi-
sory Committee (and the Insurance Regu-
latory and Development Authority under
the IRDA Bill) will overseerates, benefits
and other activitiesof insurers. TheIRDA
Bill, however, does allow not only the
entry of re-insurersinthelndianinsurance

market but also relaxes solvency margin
requirements[ Government of India1999c].

Regul atory Aut hority: Qvervi ew

There are two issues of relevance here
— (a) what are the main functions of this
authority? and who does what? (b) how
will the authority be funded?

(a) My nFictions

Thetwo main functionsrelate to market
standards (including consumer protection)
and to overseeing solvency and financial
regulation. In the US, the states have the
primary responsibility for regulating in-
surance, including solvency and financial
standards. In the European Union, super-
visors in each country enforce country-
specific market standards, but the finan-
cial standards are similar for all EU coun-
tries [Tapay 1999].

(9 Fund ng

Funding could be obtained from sources
such as apremium tax (about 2 per cent of
annual premiumsintheUS), alocationfrom
genera funds to the insurance department,
a'dedicated funding system’ whereby fees,
fines and other income generated by it are
placed in a separate fund.0

Unlike the previous two sections, the
Insurance Act of 1938 and the IRDA Bill
of 1999 have much to say on the nature
and functions of the regulatory authority.
In some cases, the authority is wielded
directly by the so-called ‘controller of
insurance’ or the IRDA. In other cases it
iscommittees predominantly composed of
insurers and headed by the controller. For
detail ssee Government of India(1999c,d).
As per the Indian Constitution the author-
ity to regulate insurance is centralised in
the IRDA and the central government,
with little control by Indian states3! As
to funding, the IRDA has the authority to
levy fees or other charges to carry out its
functions and can have access to grants
from the central government.

Summary Remar ks

The general picture that emergesis that
legidlation (existing and proposed) con-
cerning health insurance in Indiais fairly
comprehensive even in comparison to a
model set of regulationswhen focusing on
auditing, financial controls, investment
guidelinesandlicensingregulations. There
ismuch lessregulatory focus, however, on

Economic and Political Weekly  February 9, 2002



the consumer of insurance products and
on overall goals of health policy in the
form of regulation that curbs risk selec-
tion, protectsconsumers, promotesHM Os
andthelike. To besure, boththelnsurance
Act of 1938 and the IRDA Bill are suffi-
ciently comprehensive(ambiguous!) toalow
increased focus on these issues, yet prob-
lemsremain. Leaving lack of specificity to
one side, discussions about managing the
demand side of the market invariably have
implications for revamping large govern-
ment supported social insurance schemes
such as the Central Government Health
Scheme (CGHS) and Employees State
Insurance (ESl), the latter being directly
government by an act of parliament over
which IRDA has no authority. Regulating
therel ationshipsbetweeninsurersand pro-
vidersor controlling rateswould haveim-
plications under the MRTP Act and that
too is parliamentary legidlation.

Finally, the|RDA haslittleor noauthor-
ity over various types of legidation that
relates to quality of health inputs and it
is to that we now turn. To be fair, most
insurance regulatory regimes havelittleto
say about quality of care, that aspect pre-
sumably being taken careof by other legis-
lation or by the market, we noted earlier
that insurance may have adverse implica-
tionsfor quality of carereceivedindevelop-
ing countries such as India, unless safe-
guards exist. It isto thisregulatory aspect
that we briefly turn to next.

Regul ati ons on Car e &t andar ds
and Prot ect i on agai nst Medi cal
M practiceinlndia

The discussion of the previous two
sections points to the importance of the
following types of legislation for health
insurance to function properly: Quality of
medical personnel and quality of health
infrastructure.

There is an extensive literature that
summarisesthe poor quality of health care
currently available to seekers of health
care in India. For instance, patients both
rich and poor tend to overwhelmingly
favour the private sector when it comesto
ambulatory care[ASCI 1996; World Bank
1995]. This suggests the generally poor
perception of the state of medical consul-
tation available in the public sector, afact
confirmed by large shortfallsin personnel,
equipment, and medicinesin public facili-
tiesreportedin primary health centresand
sub-centres[Naylor et al 1999; World Bank
1995]. Thesituationisno better for workers
with access to facilities under the Employees

State Insurance Corporation (ESIC). ESI
facilities are well known for their unre-
sponsive staff and their poor state of
equipment [ASCI 1996; Wadhawan 1987].
Finaly, the private sector itself is known
for providing low quality health care. A
study intwodistrictsof Maharashtrafound
alargenumber of doctorspractisingmodern
medicinewithout being qualified to do so,
several hospitalsthat did not haveeventhe
basic infrastructure and personnel to carry
out their functions, and operating without
any licenses or registration [Nandrgj and
Duggal 1996]. More recent studies of
private medical hospitals in Calcutta and
Bombay further confirm the poor state of
private sector facilities, apart from high-
lighting the frequency of medically unnec-
essary procedures carried out on patients
[Nandraj, Khot and Menon 1999].

The problems with quality have to do
with alack of well-defined laws and when
such laws exist, their poor enforcement,
whether on account of judicial delays and
low levels of self-regulation by the medi-
cal community. Table 5 presents legisla-
tion related to the maintenance of quality
standards in the health sector — whether
for medical facilities, or for medical per-
sonnel. Thereissomelegislationthat seeks
tomaintainquality among medical person-
nel (including practitioners of traditional
medicine) at various levels — both at the
central and provincia levels. Typicaly,
this legidation involves the setting up of
bodies(or councils) that overseethemainte-
nance of quality in new entrants to the
profession, maintenance of membership
recordsof theprofessionand, throughcodes
of conduct and sanctions, maintenance of
standards among existing members. Al-
though quite widespread and covering the
various Indian states, the record of these
councils in ensuring continued good
behaviour isquite poor [Jesani, Singhi and
Prakash 1997]. Moreover, there is other
evidence of problems in that many prac-
titioners of traditional systems practice
modern (allopathic medicine) without any
sanctions. Nor is there effective enforce-
ment of malpractice laws against errant
doctors because of doctors' unwillingness
to depose against their peers [Bhat 1996].

The problem with quality control is
somewhat worse in the case of health
infrastructure. Up until recently, the only
relevant legislationwasthe Nursing Home
Registration Act, inasmall group of states
—Delhi, Maharashtraand Bengal [Nandrgj,
Khot and Menon 1999].32 The focus of
these laws is primarily on registration of
facilities, although the Delhi legislation
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specifiesquality standardsfor thesefacili-
ties[Nabhi Publications 2000: 12]. In any
event, the enforcement of even these laws
hasbeen poor —recordsof privatefacilities
are generally incomplete and the few
existing studiestypically find substandard
facilities, understaffing and generally low
quality of careprovision. Therewasnolaw
with respect to diagnostic centres until
recently. In fact, the Delhi Shops and
Establishments Act specifically excludes
medical facilities [Nabhi Publications
2000]. Now however, at least in a pro-
posed Delhi Private Medical Establish-
ments' Act’ [Aggarwal and Chaudhri 1998]
would also seek to impose qudity stan-
dardsondiagnostic centres. Moreover, the
Environment Act (1986) may haveimpli-
cationsfor X-ray centres by setting condi-
tions on polluting emission of radioa-
ctive particles [Government of India
1999i: 79].33 Implementation, however,
is another matter.

v
Qoncl usi on

Our assessmentisthat theentry of private
health insurance could have adverse im-
plications for some of the goals of health
policy, particularly for equity. However,
an informed consumer and well-defined
and implemented insurance regulation
regime could potentially address many of
the bad outcomes. There are areas where
regulation with regard to health insurance
would be clearly useful — in instituting
benefit packages, restrictions on risk-
selection procedures, and addressing as-
pects of consumer protection.

Addressing these issues, however, re-
quires meeting at least following chal-
lenges. Thefirst and most compelling one
isbased ontheobservationthatinaregime
with poor enforcement, thiswould simply
complicate the picture without yielding
any direct benefits. Even Consumer Pro-
tection Act of 1986 (COPRA) that was
meant to address the rights of consumers
through the establishment of special con-
sumer courts has suffered from delays of
variouskinds[Bhat 1996a, TheHindu1999].
There is, therefore, no reason a priori to
expect that healthinsuranceregulation en-
forcement would do any better. It might
bearguedthat asanindependent regul ator,
the Insurance Regulatory and Develop-
ment Authority (IRDA) would have much
greater leeway in implementing its own
guiddines. However, therecent experience
of another such institution in the telecom-
munications sector (Telecommunications
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Regulatory Authority of India (TRAI))
suggeststhat thisis, by no means, certain.

Second, it is also the case that some of
theregulatory changesenvisagedin health
insurance also appear to require as a
necessary condition more fundamental
changes in the existing publicly financed
and provided care. In particular, for uni-
form benefit packages to work and for
competition to kick in among insurance
companies, large buyer groups may have
to be created on the pattern of the US and
various European countries. Oneinterest-
ing possihility is revamping the Central
Government Health Scheme (CGHS) and
EmployeesStatelnsurance Scheme(ESIS)
to divest them of their provision function.
But these could imply large legidlative
shocks to the existing system and meet
strong political resistance. On the other
hand, it may bethat theactual costsare not
ashigh asthe perceived costs—they might
well be small if one considers the genera
lack of satisfaction with CGHS and ESIS
facilities. Similarly, better coordination
between the activities of the IRDA and
other bodies such as the Monopoly and
Restrictive Trade Practices Commission
(MRTP) may have to be achieved.

Third, insofar as legislation on quality
standards in health care provision is con-
cerned, the IRDA faces an even greater
challenge since many of thelaws and their
implementation are in the hands of indi-
vidual states as a constitutional require-
ment. Moreover, al evidence indicates
that these are incomplete in scope, poorly
designed, and hardly ever implemented.
This makes the design of insurance
policy more difficult and suggests taking
a comprehensive and long-term look at
issues of health insurance and care pro-
vision in India

It may be some time before these regu-
latory challenges can be met. In the in-
terim, India may have to face up to some
of the negative consegquences that we dis-
cussed earlier. The actual magnitude of
these effects may well depend on the size
of theinsurance market that emerges. One
estimate of this market size by the author
isINR 30 to 40 hillion in terms of annual
premium income [Mahal 2000]. Even at
30 to 40 times its current size, it is still
quitesmall, only about 6 per cent of existing
levels of health spending. El

Not es

[This paper has bnefited from materialsand inputs
provided by April Harding, Akiko Maeda, David
Peters and Adam Wagstaff. Seminar participants
at NCAER, the Indian Council for Research on
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International Economic Relations (ICRIER) and
the National Insurance Seminar of the Ministry
of Health and Family Welfare provided useful
inputs. | am grateful to Farzana Afridi and Vikram
Lamba for research assistance. Funding support
was provided by the World Bank under its South
Asian Network for Economic Institutes (SANEI)
Programme. The views expressed in the paper are
the solely of the author’s and not of the other
individuals and institutions mentioned.]

1 Section 2.13[B] of the Insurance Act refersto
““miscellaneous insurance business' as the
business of effects contracts of insurance
which is not...included in...” [Government
of India 1999d: 4].

2 This is obviously not a view shared by
employees of the public sector insurance
companies Life Insurance Corporation (LIC)
and General Insurance Corporation (GIC),
some two hundred thousand of whom went
on strike on October 29, 1999 (Business
Sandard 1999)!

3 Statements by IRDA officials such as “the
IRDA will deal firmly withthose...whoviolate
laws’ likely form the basis for this position
(The Times of India 1999b).

4 We shal not be concerned here with other
impacts of reforming privateinsurance on the
economy, such as enhancing the investment
climate, infrastructureinvestment and employ-
ment [Sinha 1999c; Srivastava 1999].

5 This is much higher than the proportion for
other OECD countriesranging typically from
7 per cent to 10 per cent of GDP [World Bank
1997].

6 Equity in health care can have many meanings
including in terms of health outcomes, access
to, and utilisation of health care facilities
[Musgrove 1996]. However, most of the
measuresarelikely tobecorrelated withequity
in the burden of health spending.

7 ForinstancethelRDA doesnot plantointerfere
in the premiums set by insurance companies for
their policies, leaving that to “market com-
petition” (The Times of India, November 10).

8 Theinsurers can, under an indemnity system,
rely on a co-payments or co-insurance to
curtail consumer use of care, however.

9 Of coursg, in the existing scenario where the
bulk of heath expenditures in India are out-
of-pocket (nearly 80 per cent [World Bank
1995], use may be limited much earlier by
household or local community resources in
comparison to a setting with expanded
insurance, public or private.

10 Of course, asimilar argument couldholdfor the
private sector if increased costs lead to in-
creased premiums and a smaller amount of
insurance purchased than it would otherwise be.

11 Thisdoes not rule out inequities arising in the
sense that a small segment of the beneficiary
pool may be using a disproportionately large
amount of the externa referrals.

12 Loadingchargescanalsoincludeprofitmargins.

13 One key exception to the argument in favour
of lower administration costs in social insur-
anceisasystem where social insurance takes
theform of acontributioninto anational fund,
payments out of which are made to various
‘private’ entities to insure the contributors.
In this case, risk selection by these entities
would continue unless appropriate regul atory
measures are adopted.

14 With the assumption that the group insured
was formed for reasons other than to seek
health insurance.

15 These are the rates for Group Mediclaim
Insurance plans (communicationwith Rashmi
Sharma, New India Insurance Company).

16 Undertheinsurancerulesof 1939, management
expensesfor ‘ miscellaneous’ insurancecannot
exceed the sum of agent commissions(limited
to 10 per cent of gross premiums) and a
number ranging from 20-35 per cent of gross
premiums depending on the volume of
business. Therearesomeexceptionsfor newly
established companies, however [ Government
of India 1999e: 21-23].

17 Thisislikely to be the case if employers find
it adminigtratively costly to ded with individual
insurance packages, e g, if wage differentials
based on insurance contributions were to be
indtituted. Individua policies account for only
6 per cent of the entire privately insured
population in the US [Phelps 1997:349].

18 Communicationwith Sikandar Khan (Member
of Income Tax Tribunal).

19 The problem islikely to be exacerbated in an
environment with many competitors so that
scale economies in administering insurance
may not be possible [Baeza 1998; Musgrove
1996:54].

20 The market would work by eliminating
inefficient firms over time but in the case of
insurance this may be a cost too high to bear
for the government.

21 To some extent, thisaready exists under GIC
plans. Under the Jan Arogya Scheme for
instance, reimbursement for medical expenses
depends on whether on whether the medical
facility used was registered with local autho-
ritiesand had aqualified medical practitioner,
in the sense of being registered with the
appropriate provincial medical council
(Rashmi Sharma, National Insurance
Company of India).

22 Thistendency towards low cost-effectiveness
may be curtailed, to some extent, by the
role of adverse selection, and its conse-
guences — likelihood of the more sickly
remaining uninsured, or paying higher
premiums [Musgrove 1995].

23 For the generaly poor state of the law on
malpractice in India, see section Il below.

24 Viaexclusion conditions, tiered or durational
rating [Chollet and Lewis 1997].

25 This section relies heavily on Chollet and
Lewis (1997) and Tapay (1999).

26 Some countries use ‘gross premiums to cal-
culate solvency margins. This penalisescom-
panies that have reinsurance [Tapay 1999].

27 There is a 50 per cent upper limit on the
amount of reinsurance that can be used to
calculate net premiumsfor calculations of the
solvency margin, just as in the European
Community [GOI 1999d].

28 Accordingto oneestimateit would take nearly
324yearstoclear theexisting backlog! [Debroy
1999].

29 A number of states in the US have loss-ratio
restrictions [Chollet and Lewis 1997].

30 In 1997, premium volume in life and health
insurance was US$340 bhillion.

31 Items 43 and 47 (Union list) of Schedule VI
of the Indian Constitution (Government of
India 1996).

32 Morerecently, some states have begun taking
stepstointroducefreshlawsregarding private
establishments[Aggarwal and Chaudhri 1998;
Nandrgj, Khot and Duggal 1999].

33 Thereisalsolegislationonpre-natal diagnostic
techniques [Aggarwal and Chaudhri 1998].
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