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Introduction




Governments, policy makers and scientists in all countries need to understand
how well their healthcare system performs. Every country in Europe is now
contending with rapidly escalating costs in the healthcare sector, but at the

same time we are also benefiting from better survival rates for cancer and heart
attacks. Life expectancy among people in rich countries continues to rise and the
adoption of new treatments and technologies (such as drugs to control HIV and
proton therapy, a new way to treat cancer) is having a clear impact.

The evolution of the healthcare sector in economically developed countries has
occurred in three distinct waves (Cutler 2002). The first wave involved ensuring
better access to medical care. Since health technology was neither very advanced
nor very costly at that time, equity rather than efficiency was the primary policy
concern when healthcare systems were first set up. However, the rapid pace of
technological change meant that, over time, ever more resources were being
poured into hospital care to pay for nursing, intensive care, radiology and drug
supplies. As both the scale and — ultimately — the cost of hospital services
increased dramatically, healthcare became the largest sector of the economy in
the majority of developed countries.

In response to this rapid, technology-driven increase in the cost of providing
healthcare, many countries imposed regulatory limits on healthcare spending
during what Cutler calls the second wave. Such rationing mechanisms included
price controls, budget caps, and barriers to entry for both physicians (e.g.
licensing) and hospitals (e.g. certificates-of-need). But these rationing
mechanisms had two adverse effects for consumers. The first of these was
waiting lists, which led to increasing consumer dissatisfaction. Secondly, they
created inefficiencies in the provision of healthcare because cost controls led to
both the suboptimal allocation of resources and limited incentives for providers
to respond to consumers’ needs.

Growing dissatisfaction with rationing among consumers of healthcare led to a
shift towards incentive-based systems (such as greater competition and yardstick
regulation) during the third wave of healthcare reform, which has been pursued
the furthest in the United States, and more recently in European countries such
as the Netherlands. Increased incentives for healthcare providers can lead to the
better allocation of resources and make them more responsive to their competi-
tive environment (competitors, suppliers, insurers and, ultimately, patients).
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Figure 1: Total spending on healthcare in the Netherlands as a percentage of GDP.

An example of this is shown in Figure 1, which provides a historical overview of
spending on healthcare in the Netherlands (expressed as percentage of GDP).
The first two phases of Cutler (2002) can be seen in this Figure. In the first
phase (which continued until the early 1980s) access and equity were the main
goals of public policy. Insurance coverage was extended and more facilities were
built, leading to an increase in healthcare expenditure.

In the early 1980s, the Netherlands entered the ‘second phase’, introducing
budgets for healthcare providers (e.g. for hospitals in 1983 and medical
specialists in 1986). Throughout the 1980s, the Netherlands managed to keep
healthcare costs under control: spending on healthcare remained broadly stable
as a percentage of GDP. However, by the 199os the tighter budgets were leading
to considerable public dissatisfaction due to waiting lists and perceived falls in
the quality standards. In 2001 a new policy gave every citizen the right to access
healthcare, which meant that waiting lists should disappear. As a consequence,
however, healthcare spending rose sharply once again.

At this point, the government had a number of options for restraining
expenditure and ensuring an affordable system of healthcare. The option of
rationing healthcare through budgeting and price regulation has already been
abandoned. Another option for curbing expenditure would be to limit the scope
of mandatory insurance. This could be done be increasing co-payments and
limiting the standard benefits package. This is possible in theory, but in practice
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it would be difficult in political terms (see Dranove (2003) for an overview of
the practice of rationing in a range of different countries). Instead, the Dutch
government chose the path of reforming the healthcare system by introducing
managed competition and incentives: Cultler’s ‘third wave’ (2002).

In this address, I will discuss important aspects of the Dutch system of managed
competition from the economic perspective, highlighting both its merits and

the major challenges posed by the development of this system. Firstly, I will
discuss the reasons why governments intervene in healthcare markets at all, and
outline the different types of healthcare systems. Then I will describe the Dutch
healthcare system and compare healthcare outcomes in different countries. I
will conclude with some suggestions for improving the Dutch system.

Public objectives

In countries where (price) competition' in the healthcare sector plays a role,
competition is not a goal in itself but is seen as the best mechanism for
delivering the key public policy objectives of:

« accessibility
- affordability

+ quality

Healthcare needs to be accessible, by which we mean that individual patients
are able to access hospital care when they need it, but also that patients are able
to cover the cost of the treatment that they require. As we have seen, healthcare
treatments have become very expensive, meaning that healthcare insurance
plays a vital role. Since private insurance will not always be attainable for vulner-
able groups (e.g. elderly), governments in all Western countries intervene in the
health insurance market. Some governments provide state health insurance for
all their citizens (e.g. the UK and Denmark), others offer a special government
insurance scheme for vulnerable groups like the elderly (for example Medicare
in the US), and others still require all their citizens to take out private (but
state-regulated) insurance (which is the case in the Netherlands).

" In countries like the UK and Denmark there is no price competition, but hospitals are subject to
some form of (quality) competition.
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All countries share the same concerns about rises in healthcare spending. This
is because in all countries — as we will see later in the address — healthcare
expenditure remains on a steady upwards trajectory and makes up an ever larger
share of national income. Since a large proportion of the cost of healthcare is
covered collectively, countries need to make choices. Rising healthcare costs can
either be covered by tax increases, which would mean that healthcare spending
will crowd out public spending in other areas (such as education and social
welfare), or a larger share of the cost of healthcare will need to be borne by
patients.

Of course, we all want accessible and affordable healthcare, but spending money
on healthcare only makes sense if we do this in a way that leads to good quality.

The three core objectives that we mentioned above — accessibility, affordability
and quality — often conflict with one another. For example, we would normally
assume that improving quality will involve cost increases, and so there is a clear
conflict between quality and affordability. Another example is that providing
greater accessibility (by increasing the insurance coverage or by building more
facilities) may undermine affordability. And the goals of quality and accessibility
may also conflict. For some treatments, there is a positive relationship between
the volume of treatments and clinical outcomes (see Halm et al. 2002 for
examples and a literature overview). To improve quality, it makes sense to
concentrate these treatments, but this may require patients to travel further,
implying a sacrifice in terms of accessibility.

In order to achieve these public policy objectives, the healthcare system must be
structured and coordinated in such a way that the right services and products
are produced at the right time, in the right place, by the right medical personnel.
This coordination includes quality and accessibility. What is more, the
healthcare system needs to incentivize individual decision makers (e.g. insurers,
hospitals, doctors and so forth) to make coordinated decisions. In other words,
individual decision makers must be incentivized at the individual level to
produce healthcare that accords with public policy objectives. And finally, the
healthcare system needs to provide this coordination and incentivization with
the lowest possible transaction costs.

There are two contrasting approaches to achieving coordination. One approach
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is hierarchical planning, whereby a central decision-maker calculates what

all those involved need to do, and instructs or ‘commands’ them to do it. The
other approach is the use of the market. This ‘invisible hand’ work through the
gradual balancing of supply and demand, determining the overall plan which
is, at the same time, implemented through decentralized responses to price
changes.

From a theoretical point of view and assuming perfect information, the general
characteristics of the market and hierarchical solutions are quite similar. The
virtues of price mechanisms are often emphasized with reference to neo-
classical microeconomics. According to the first and second welfare theorem

in microeconomics, a perfect price mechanism will lead to a situation of Pareto
optimality and, under certain conditions, Pareto optimality can be maintained

as competitive equilibrium with certain prices. In other words, the same
solutions are possible using both the market and planning. In reality, a planning
approach can usually accomplish this using less restrictive assumptions about
technologies and preferences. Traditional prices, for example, have problems
supporting some Pareto optimal outcomes when production possibilities are not
convex.

When the assumption of perfect information is relaxed and incentives and
motivation becomes relevant, the two approaches diverge more and their
performance naturally depends on who knows what. A common belief is

that market solutions are better with motivation problems, simply because a
private profit motive provides good protection against waste. However, it is also
possible to design private profit incentives in hierarchies, as documented by the
many management bonus programs in today’s large corporations. The crucial
question with regard to asymmetric information is, therefore, who has the
superior information. It is usually a good idea to allocate decision-making rights
to the most well-informed part of the economic system.

Scientifically speaking, then, and despite recent debates and trends, we cannot
conclude that one of these systems — hierarchical or market-based — is better
than the other. It all depends on the context and on the weight that is assigned
to the various objectives of the system. In fact, most mechanisms use a
combination of pricing and directives, and both centralized and decentralized
coordination.
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Market failures in the healthcare sector

In a world without market failures, markets could resolve all coordination and
motivation problems and, in terms of the Arrow-Debreu neoclassical general
equilibrium model, lead to first best outcomes (Arrow and Debreu 1954).
However, in reality, markets are not failure-free. This is why non-market
relations and institutions, such as vertical integration and government
intervention, came about in order to mitigate for market failures.

Market failures occur when markets fail to achieve efficient allocation. They can
be caused by market power, externalities, information asymmetry and public
goods. In the healthcare sector, information asymmetry, market power and
externalities are the most important sources of market failure.

In a world in which there was an omniscient and benevolent regulator, able to
ensure complete implementation of its decisions, market failures would be
corrected, and it would still be possible to achieve a first best outcome.
Unfortunately, in practice, government interventions that were designed to
resolve market failures have in turn given rise to new coordination and
motivation problems (Milgrom and Roberts, 1992). These government failures
arise because governments do not have perfect information about the markets
in which they are intervening. This information asymmetry complicates the
motivations of the parties involved.

As a sector, healthcare is plagued by market failures. It is for this reason that
governments in all countries provide healthcare, either through state insurance
(e.g. Denmark and the UK) or heavy intervention in and/or regulation of the
healthcare system (e.g. in the US and the Netherlands).

Any reorganization of the healthcare system is a complicated task, and more
government intervention can easily create more problems than it solves. It is
therefore very important to reflect carefully on the multiple effects of changes in
the healthcare sector. It is easy to solve one problem (e.g. excessive rents) only
to create new problems (e.g. destroying incentives for efficiency and investment
in innovation). Well-designed healthcare regulation needs to anticipate any such
effects and take them into account.

In particular, this concerns special features of public industries such as intrinsic
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motivation (e.g. for doctors), long-term investment and multiple regulations
(e.g. on price and on quality). In economic theory, agents are assumed to be
opportunistic and rational. In reality, however, people also have altruistic
motivations and may be intrinsically motivated to carry out certain public
tasks. Arrow (1963) notes that “when the market fails to achieve an optimal
state, society will, to some extend at least, recognize the gap, and non-market
institutions will arise attempting to bridge it”. I will discuss these ‘non-market
institutions’ below. The way in which the healthcare system is structured and
restructured can undermine intrinsic motivation and non-market institutions
such as social capital and trust.

Similarly, the design of any healthcare system should take into account the
long-term effects of certain incentives. Long-term effects include the effect on
innovation and the structure of the sector (incentives may affect the number
and the size of firms, entry into and exit from the sector, location, etc.). In
addition to being regulated on price, healthcare providers are also regulated in
other ways (e.g. quality regulations) and also have to live with changes in market
conditions.

When Kenneth Arrow wrote his seminal article on healthcare (Arrow 1963),
he was the first to reconcile economic theory with the healthcare sector. In
his article, Arrow not only applied standard economic economics? but he

also offered an explanation for what he called “non-market institutions”. His
explanation for non-market institutions, such as not-for-profit healthcare
providers and government interventions, was market failures like uncertainty
and asymmetric information. He states that:

“The failure of one or more of the competitive preconditions has as its most
immediate and obvious consequence a reduction of welfare.... I propose here the
view that, when the market fails to achieve an optimal state, society will, to some
extend at least, recognize the gap, and nonmarket social institutions will arise
attempting to bridge it.”

So in order to understand both market and non-market institutions in the
healthcare sector, and their impact on the structure of the market, we need to

> By which I mean competition and utility maximizing agents.
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delve a little deeper into the detail of market failures. Market failures distort
outcomes in a competitive market. In this address, I will focus on the main
market failures that are relevant to national healthcare systems. I will start with
market failures in health insurance markets — caused by the non-marketability
of risk and asymmetric information. Then I will discuss two important market
failures in healthcare provision: the so-called ‘shopping problem’, which arises
because of asymmetric information and search costs, and the ‘differentiated
good problem’, which is associated with market power in these markets.

Marketability of risk

The most obvious reason for market failures in the healthcare sector (noted

by Arrow in 1963) is that healthy persons do not know whether and when

they may fall ill: in other words, their demand for healthcare is stochastic.
Nevertheless, illness remains a serious risk for most people, with the potential
to impact significantly on their life. Their health, jobs and lifestyle can all be
put in jeopardy, and of course, there is always the risk of death. Because of the
significant potential impact of illness, the benefits of treatment often exceed its
price — even when that price is very high. This combination of uncertainty and
the high costs associated with medical treatment means that there is a demand
for health insurance. However, the health insurance market is vulnerable to
market failures.

Adverse selection and moral hazard are both special cases of information
asymmetry between buyers and sellers on a market. While adverse selection
refers to effects of information asymmetry before a contract has been signed,
moral hazard refers to effects of information asymmetry after a contract has
been signed.

George Akerlof (1970) pioneered the idea of adverse selection in his seminal
paper about the market for used cars, for which he was awarded a Nobel Prize.
To summarize, if sellers know more about the quality of the cars they sell than
buyers, the market may break down. If buyers know nothing about the quality of
a used car, they are likely to be inclined only to buy cheap cars of low quality and
refuse to buy a more expensive car, because they cannot tell whether it really

is better quality. A nice classroom experiment designed by Holt and Sherman
(1999), which I often use in teaching, illustrates this mechanism very neatly.

In the health insurance market, adverse selection plays a big role. It explains
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why young and healthy people may not avoid purchasing health insurance, and
why health insurance companies may not want to sell insurances to elderly and
unhealthy people.

Moral hazard occurs after the contract has been signed. Unless the contract
specifies that the consequences of taking risks are borne by the policyholder, the
policyholder may be inclined to take more risks than otherwise. An insurance
policy is a contract that shifts the risk from the policyholder to an insurance
company. If people are insured against the consequences of, let’s say, theft, they
may start making less effort when it comes to watching or safeguarding the
items that they have insured. In terms of health insurance, an insured person
may be inclined to neglect his or her health (by, for example, taking too little
exercise), and rely on medication instead. Both adverse selection and moral
hazard pose serious challenges in any healthcare system, and thus deserve more
attention in this lecture.

Adverse selection

Adverse selection is a significant market failure in the healthcare sector,
particularly in health insurance. It explains why governments intervene in
healthcare markets to the extent that they do. Arrow (1963) remarked that non-
market institutions may arise to bridge the gap caused by market failures. In
health insurance markets, governments intervene in the form of regulation.

The market for health insurance is severely undermined by adverse selection for
two reasons. On the one hand, consumers may have more information about
their health status than insurers. Since health insurance implies a redistribution
of income from healthy people to ill people, healthy people who are unlikely

to fall ill may have an incentive not to take out insurance if the premium
exceeds what they consider to be reasonable (depending on their health status).
However, if relatively healthy people do not take out health insurance, the
burden of cost falls on another group of policyholders, pushing up insurance
premiums. In turn, these persons may prefer to remain uninsured and so on,
until the market collapses. This mechanism is known as adverse selection.

On the other hand, insurers may be able to predict healthcare costs for a given
consumer based on their characteristics (their gender, age, source of income,
etc.). Leaving health insurance provision to a free, unregulated market will
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therefore lead to very expensive insurance for certain patient groups (e.g. the
elderly), even to the point where it becomes unattainable. This mechanism is
known as risk selection by insurers.

The first point to note is that healthcare costs are characterized “both by large
random variation as well as large predictable variation across individuals”
(Ellis and Van de Ven, 2000). For example, Figure 2 shows the distribution of
healthcare cost across the population of the Netherlands.

Figure 2: The distribution of healthcare costs’

The distribution the cost of healthcare is very unevenly distributed. Figure 2
shows that the ‘most expensive’ 1% of the population is responsible for 23% of
the spending on curative healthcare, while some 49% of the healthcare costs are
directed at the top 5% of healthcare consumers.

3 Source: Risk adjustment data 2013, NZa
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Figure 3: Healthcare spending per age-category in the Netherlands?, estimated amounts 2016

Healthcare costs are also — to some extent — predictable. Figure 3 shows that
healthcare costs depend on gender and age.

If insurance companies offered just one type of insurance, without premium
differentiation, young and unhealthy people may not want to take out health
insurance, because the premiums would be much higher than the expected
cost. However, if health insurers offered different policies for different types

of clients (e.g. cheaper insurance for young males and expensive insurance for
the elderly or for women aged between 20 and 40), the premiums might be too
expensive for these specific groups.

Left to its own devices, the health insurance market would break down due
to adverse selection, so most governments intervene in these markets. The
state may offer health insurance itself, as is the case in countries like the UK,
Sweden and France, or it may strictly regulate private (or public) insurance
companies as happens in Germany, Switzerland and the Netherlands). The

4 Source: https:/ /[www.zorginstituutnederland.nl/binaries/content/documents/zinl-www /verzekering/
risicoverevening-zvw/zvw-2016 /zvw-2016 /zvw-2016 /zinl%3Adocuments%5B4%5D /1511-regeling-
risicoverevening-2016/Regeling+risicoverevening+2016.pdf
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US has traditionally used a mixed approach. A free market, including adverse
selection, for a part of the population, but with state insurance for vulnerable
groups (e.g. Medicare for the elderly, Medicaid and SCHIP for low income
children and their families, (IHS) for native Americans and VA and TRICARE
for veterans and active duty service members). To increase risk-solidarity in
health insurance, countries with private insurance markets, in particular the
Netherlands, have enacted mandatory health insurance with restrictions on
premium differentiation, in which risk-adjustment compensates insurers for
differences between their policyholders. I will elaborate on this point later, when
we come to discuss the Dutch healthcare system in more detail.

Moral hazard

Moral hazard is the second form of market failure that impacts on behavior
after the health insurance contract has been signed. Since insurers’ cover all

or most of the cost of treatment, consumers will tend to consume too much °.
The most convincing study into the existence and impact of moral hazard was
the ‘Rand experiment’ (see Dranove (2003) for a good description of the Rand
experiment), conducted in the 19770° 7. In this experiment, consumers were
randomly assigned to healthcare insurances with different levels of co-payments
and deductibles. For some consumers, co-payments and deductibles were zero.
These consumers had all their costs reimbursed. Another group of consumers
had to pay up to 25% of their healthcare expenditure. Others had to pay very
large deductibles, which meant they were only insured against ‘catastrophic’
risks. Even three decades after the main findings of the study were presented,
the conclusions are still considered to be robust: co-payments and deductibles
help to reduce moral hazard (Aron-Dine et al. 2013). A potential negative

effect is that enrollees who have signed up to pay deductibles may reduce their
healthcare consumption or delay receiving the healthcare that they need. The
RAND Health Insurance Experiment found that higher cost-sharing led to
reductions in the consumption of both essential and non-essential medical care.

5 Including ‘state insurance’.

© An economist might say that the consumer consumes more than the efficient level because he does
not pay the marginal cost of the last unit of healthcare given to him.

7 See Aron-Dine et al. (2013) for a discussion about the Rand experiment.
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The reduction of health care consumption did not affect the health status of the
majority of the population. However, the health status of the enrollees with a
low income and poor health was negatively affected (Newhouse, 2004).

Despite this, in most countries with state insurance or mandatory private
insurance, co-payments and deductibles are either absent or very low because
increasing co-payments and deductibles are very unpopular with the general
public, which has generally led governments to avoid them. Furthermore,
increasing copayments is at odds with the rationale of health insurance, which
is namely to protect consumers from high and unexpected healthcare costs
(Dranove 2003).

The ‘shopping problem’.

Consumers are not only uncertain about when and whether they will fall ill.
When they do fall ill, they normally do not know which type(s) of healthcare
they need, how much of it, and where to obtain it. Furthermore, many illnesses
require treatment by doctors with different specialties. Since most patients
know very little about which healthcare they need, they are not in a position to
coordinate the activities of the various doctors involved. Finally, it is very hard
for patients to evaluate the effectiveness of the treatment ex post, because some
‘good’ treatments may prove ineffective, while other patients may recover after
ineffective treatment. This set of issues is known as the ‘shopping problem’.

For these reasons, consumers do not usually make their own healthcare
decisions, but do this through secondary markets or intermediaries. Insurers
shift the costly risks of uncertain demand away from consumers. Primary

care physicians help consumers to identify and find the healthcare that they
need (see Gaynor et al. 2012 for the positive effects of the help of primary

care physician on the quality of care in the UK). Hospitals coordinate complex
healthcare services that are tailored to the patient’s needs and monitor treatment
outcomes. The providers of healthcare (physicians) not only provide treatment,
but also diagnosis as well as advice on which treatment is needed. This gives
rise to agency problems, since the doctor may diagnose wrongly and/or direct
the patient to receive too much or too little treatment.

The phenomenon of doctors prescribing treatment that is too expensive
(because more expensive treatment is more profitable for doctors) is known as
‘supplier-induced demand’.
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Regulations that aim to mitigate the shopping problem include setting
standards and rules on transparency.

Differentiated products and market power

Healthcare is a differentiated product. This means that sellers of healthcare have
market power. The preferences of patients are also heterogeneous. Location

is a particular source of differentiation in healthcare markets. Since patients

are spatially dispersed and will naturally prefer to receive treatment nearby,
healthcare markets tend to be local. The distance between the patient and the
hospital accounts for 74% of the statistical variance in the hospital choices made
by patients in the Netherlands (see Halbersma et al. 2009).

Hospital markets in countries like the US, UK and the Netherlands are highly
concentrated (Gaynor and Town 2012). In theory, concentration may lead

to economies of scale and scope and therefore have a positive effect on the
delivered quality and prices. Market power, on the other hand, may lead to
higher prices and lower quality. Most empirical studies show that concentration
leads to higher prices (see Gaynor and Town 2012), while the effect of
concentration on quality is less clear. When prices are regulated (as in the UK
and Medicare in the US, for example), most studies find that competition has
a positive impact on quality. With liberalized prices, the effect varies between
studies: some papers show that competition has a positive effect on quality,
while other show the opposite.® The problems of market power in healthcare
provision have been addressed by regulation, which I will discuss next.

Sector-specific regulations and competition policy

Because of the market failures described in the previous sections, healthcare
markets are characterized by a significant level of government intervention.
Government intervention can vary from the supply of healthcare by state-run
hospitals and ‘employee-physicians’ — as in the UK and Denmark and state-
provided insurance in the US? — to extensive regulation of insurance markets
(mandates, coverage, community-based premiums) and healthcare provision
(market entry, price regulation and (tax)benefits for non-for-profit providers).

8 See Gaynor and Town (2012) for an overview.
9 Medicare, Medicaid and provision of healthcare to veterans
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Most OECD countries regulate entry into the market for healthcare providers.
They regulate the entry of medical staft (such as nurses and doctors), the entry
of hospitals and the diffusion of new technology. There are two main reasons
for this kind of regulation. The first is the healthcare policy objective of curbing
the growth in healthcare spending and the idea that oversupply may lead to
supplier-induced demand for healthcare. The second reason is to mitigate the
‘shopping problem’ outlined above. The main idea of supplier-induced demand

is that an increase in both the supply and the number of suppliers of healthcare
will lead to an increase in demand for healthcare. Although the existence of
this phenomenon is broadly accepted, its prevalence is not well understood.
Research into supplier-induced demand generally finds a (positive) correlation
between the number of healthcare suppliers and the number of physicians in a
certain area. However, the causality of this relationship is unclear, as illustrated
by the following citation from Auster and Oaxaca 1981*:

“There was once a cholera epidemic in Russia. The government, in an effort

to stem the disease, sent doctors to the worst-affected areas. The peasants in
the province of S discussed the situation and observed a very high correlation
between the number of doctors in a given area and the incidence of cholera in
that area. Relying on this hard fact, they rose and murdered their doctors”.

In most OECD countries, hospital prices are regulated in various ways. Prices
are either regulated centrally or locally. For example, since 2006 the UK
Department has set nationwide HRG prices". In other countries, such as
Denmark, local government is responsible for the contracting and budgeting of
hospitals. In countries where insurers act as third party payers, hospital prices
are still regulated, with the notable exception of the US and some hospital
production in the Netherlands.

With respect to the quality objective, many countries have inspectorates to
safeguard (minimum) quality and patient safety. Countries like the UK and
the Netherlands also try to improve transparency in relation to the standard of
quality provided.

T owe this quote to Pomp (2010)
" HRG is the British equivalent of DRGs.

The Dutch healthcare system in international perspective 19



Salkever (2000) writes about the regulation of prices and investment in hospi-
tals in the US. Due to significant growth in healthcare spending, many states

in the US have started to regulate prices and hospital investment. The most
important regulations were the implementation of rate setting (e.g. for Medi-
care, see Shleifer 1985 for a description of the Medicare Prospective Payment
System), and so-called Certificates of Need for new entrants, investment and the
provision of new services by existing providers. Empirical research by Salkever
2000 shows that the effect of such regulation remains unclear.

Competition policy

In the past, competition law was not applicable to the healthcare sector for
several reasons. However, in response to an increase in competition in the
healthcare sector, more and more competition authorities around the world

do now apply competition law to the healthcare sector. In the US, for instance,
competition law has been applied since 1976 (DOJ and FTC (2004) and Gaynor
(2000)). In Europe, many hospitals are state-owned, meaning that they are not
always classified as “undertakings” and are therefore not subject to competition
law. In Germany and the Netherlands, hospitals (and insurers) are privately
owned'?, so competition law applies to the healthcare sector in these countries.
But even where healthcare institutions are not state-owned, the courts may
decide that certain institutions cannot be treated as undertakings, and that
competition law does not apply to these firms. An example of the latter is a
decision by the Brussels Court of Appeal that a Belgian health insurance fund
did not qualify as an undertaking.”

It is widely recognized that the introduction of patient choice means competi-
tion between hospitals, however. So even in countries where competition law
does not apply to healthcare institutions, there are concerns about the level of
competition in the healthcare sector. In the UK, for example, the government
has established a sector-specific organization named the Co-operation and
Competition Panel (CCP) to handle matters relating to competition between
NHS hospitals. The CCP assumes that competition between hospitals promotes
the delivery of higher-quality care for patients and better value for money for
taxpayers. The body investigates cases where hospitals engage in anticompeti-

2 Although often by foundations and trusts and often not-for-profit}

'3 See the case of Kristel Cools BVBA versus Christelijke Mutualiteit Antwerpen published on
http://www.concurrences.com/IMG/pdf/2009_10_o2_BelgiumoiDoc_KUL-81_-2.pdf
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tive practices and makes independent recommendations to the Department of
Health and Monitor regarding how such cases should be resolved. It also re-
views proposed mergers, and advises on the wider development of co-operation,
patient choice and competition within the NHS.*

The assessment of mergers by competition authorities is based on the assump-
tion that a higher market share may lead to higher prices. This assumption is
based on the economics paradigm of Structure Conduct Performance. All the
steps in assessing a merger therefore boil down to the definition of the relevant
market. If the market is defined too narrowly, firms active in that market will
inevitably have a higher share of that market and mergers will be blocked even if
there is no evidence of mitigating factors (step 5). On the other hand, if markets
are defined too broadly, firms will inevitably have a smaller market share and
mergers are more likely to be approved. The assumption that a higher market
share will lead to higher prices stems from a Cournot model of competition (see
Motta (2004) for a description of the different models of competition) between
producers of homogenous goods. As described previously, the assumption that
healthcare providers generally (and hospitals in particular) provide homogenous
goods is not particularly realistic. The problem with the delineation of relevant
markets in the case of differentiated products is that it considers a certain prod-
uct as either a “full” substitute or as no substitute at all. In practice, however,
many products and certainly hospitals are imperfect substitutes for any given
patient. Whether a certain hospital is a good substitute for another hospital will
depend on both the characteristics of the patient in question (such as their med-
ical condition, age, gender and location) and the characteristics of the hospital
(such as location, perceived quality, treatments offered, status etc.). If we take
travel distance from the patient’s home to the hospital as an example, some
hospitals are more attractive than others just because they are located nearer to
the patient than others. The binary decision on whether or not to include a par-
ticular hospital does not reflect a much more complex reality, in which hospitals
may be able to substitute each other to a certain extent, in certain cases.

Different systems of healthcare delivery
Different countries have designed different healthcare systems to mitigate

the effects of the market failures that we have examined. They have developed

4 see http://www.ccpanel.org.uk/ for more information.
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different solutions for the following reasons:

« circumstances are different;

. the development of healthcare systems is path dependent;
- every solution has a drawback.

Firstly, circumstances are different in every country. For example, price
competition between healthcare providers may be possible in densely populated
countries such as the Netherlands, but price competition in countries like
Sweden and Norway, both large, sparsely inhabited countries, is much

more difficult. In these countries, the majority of hospitals may be regional
monopolies.

Secondly, countries have different histories. The decisions and organizational
structures of the past may exclude or reinforce certain decisions today. Systems
are generally not subject radically reforms, but are gradually improved. For
example, while in the UK and the Scandinavian countries, the healthcare system
has always been funded through general taxation, Germany and the Netherlands
have always had private (not-for-profit) social insurers. The existence of the latter
has made it a more natural step for the Netherlands to implement a system of
managed competition.

Thirdly, any healthcare solution has its drawbacks. Due to market failures in the
healthcare sector, there is no panacea. Any organization will have to compromise
on some of the objectives, and institutional design will depend on preferences,
policy goals and current and past circumstances.

However, despite the major differences between countries, in all countries
there is government intervention in the healthcare system. In some cases the
government acts as an insurer. For example, the government insures all citizens
in countries like the UK and Denmark. In other countries, like the US, the
government acts as an insurer for specific vulnerable groups such as the elderly
(Medicare), the poor (Medicaid) and veterans (Veterans Affairs).

Different countries choose different systems, ranging from a complete
hierarchical system in which the government takes care of both the insurance
and the provision of healthcare. Examples of such countries are the UK and
Denmark.

In these healthcare systems both insurance and the provision of healthcare are
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provided by the state and state-owned organizations. Medical staff are generally
public sector employees.

The solution to the problem of adverse selection and guaranteeing universal
access to healthcare (insurance) has been organized by the state. This leads

the state to contain budgets by rationing access to healthcare (e.g. by the late
introduction of new medical technology and/or the acceptance of waiting lists),
because the state is responsible for both healthcare budgets and healthcare
access. However, a state-owned organization can lead to weaker incentives

to improve efficiency and quality. A good regulatory regime or good public
contracting that incorporates prospective payment plans, for example (Shleifer
1985), benchmarking and yardstick competition (Agrell et al. 2007) may
enhance efficiency. These systems are generally considered to by supplier-driven
rather than consumer-driven (Docteur 2003).

In other countries, systems have developed whereby both health insurance
and the provision of healthcare are private matters. The US is one example.

To cope with the adverse selection problem, described above, the government
incentivizes healthcare insurance through tax deductibles for employers

and “state” insurance schemes for vulnerable groups. The US department

of Veterans Affairs even provides care through state-run hospitals. In fact,

the Veterans Affairs system is largest integrated healthcare system of the US
consisting of 168 medical centers®, in addition to numerous community-based
outpatient clinics®.

So at one end of the spectrum we have a hierarchical, state-run system and,
at the other, a system of no mandatory health insurance and the government
insures vulnerable groups. The healthcare system of the Netherlands is a
compromis