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Stability of Private Health Insurance in 
Australia: Analysis and Proposal of a Legislative 
Framework to Boost Participation
Marlou Smits, Josefa Henriquez, Adrian Melia and Francesco Paolucci*

This article critiques the legal framework of private health insurance (PHI) 
in Australia and, in particular, the regulations  aimed at stabilising the PHI 
industry by encouraging individuals to participate in the system. While PHI 
regulation originally included community rating, over time a number of other 
schemes were introduced, such as loadings, the Medicare Levy Surcharge 
and rebates, and the more recent age-based discounts and product tiers. How 
well these regulations interact with each another and address participation 
has been brought into question. It is argued that these regulations  have 
failed to stabilise the industry and thereby have placed the system at risk of 
a participation death spiral. The article recommends fundamental, systemic 
changes to address stabilisation of the PHI industry by better aligning 
incentives of both consumers and insurers through legislation.

I. INTRODUCTION

The Australian health sector is characterised by a mix of both public and private players. The foundation 
of the system as it is known today stems from the 1984 introduction of Medicare and, alongside it, 
private health insurance (PHI).

The current legal underpinning of PHI – the Private Health Insurance Act 2007 (Cth) (PHI Act) – has 
established a complex mix of regulatory tools, including the community rating principle and premium 
regulations, surcharges and incentives, subsidies and product regulations. These tools aim: to encourage 
individuals to take out PHI coverage1 early in life and to continue to hold it; to ensure those who choose 
to enrol in PHI are not discriminated against; and to use the private health system to reduce demand on 
the public health system.

For PHI to fulfil its raison d’etre, its underlying risk pool must remain stable and include a sufficient 
number of diverse individuals, with a significant proportion of people with low health risks to compensate 
for and cover the costs of those with high risks.

Despite numerous attempts by the Australian government over time to stabilise the PHI system by 
encouraging participation (particularly of the younger/low-risk groups) via financial incentives/
disincentives to buy and stay in PHI, the reality is that the system is facing the opposite. Reduced 
demand by low-risk groups is exacerbating what is called the “adverse selection death spiral”.2 That is, 
as participation of the low-risk demographic diminishes as a proportion of the total population insured, 
this leads to a worsening of the underlying risk pool, an increase in premiums and a decreasing incentive 
to stay in the system (particularly for the low-risk groups). As such, both academics and the national 
press have stated that the system will soon collapse if these trends continue.

* Marlou Smits: University of Bologna, Italy. Josefa Henriquez: University of Newcastle, Australia. Adrian Melia: University of 
Newcastle, Australia. Francesco Paolucci: University of Newcastle, Australia/University of Bologna, Italy.
1 There are three types of policies offered by PHI: hospital treatment; general treatment; and the combination of both. Most of the 
regulations apply to hospital cover, aside from the rebates for which the three types of cover are eligible.
2 S Duckett and G Moran, “Stopping the Death Spiral: Creating a Future for Private Health” (Grattan Institute, 2021).
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Current regulation  is not only failing to align individuals’ incentives to enrol but has also provided 
insurers with ample regulatory space to differentiate products and (to a certain extent) be selective of 
insured risks through product design. In addition, it has created an opaque system for consumers.

This article aims to provide an overview of the legislative landscape and the changes aimed at increasing 
participation, and considers whether they have had the desired effect. Based on this, a revised regulatory 
framework is recommended that aligns both consumers’ and insurers’ incentives.

This article is timely given the recent Department of Health tender calling for an investigation into the 
effectiveness of regulatory tools – namely, the Lifetime Health Cover (LHC) loading, the Private Health 
Insurance Rebate, the Medicare Levy Surcharge (MLS) and the Risk Equalisation (RE) scheme – with 
the aim of understanding the effect of the existing regulations on system stability.3 

The article is structured as follows. Part II describes the history of PHI in Australia. Part III presents 
the regulatory changes over time vis-à-vis enrolment trends. Part IV presents a proposal for a revised 
regulatory framework. Part V concludes and discusses the future of the industry.

II. HISTORY OF PHI IN AUSTRALIA

The Australian health care system is characterised by a two-tier public-private system. On the one hand, 
it includes Medicare – a mandatory national public scheme covering a broad set of health care services 
for all the country’s permanent residents, financed through taxes. On the other hand, PHI is voluntary 
and offers: hospital treatment coverage, consisting of duplicative hospital services that provide the 
individual with choice (eg care in a private hospital or care in a public hospital as a private patient); and 
general treatment coverage, comprised of supplementary services that are not covered by Medicare (eg 
dental care). PHI has played a significant role in the Australian health care system, and currently covers 
45.2% of the population for hospital treatment and 55.2% for general treatment (also known as ancillary 
treatment).4

PHI in Australia began in the 1800s with friendly and mutual societies linked to certain industries (eg 
teaching, police, railway) charging premiums for coverage of specified medical services. However, PHI 
was largely unregulated until the introduction of the National Health Act 1953 (Cth), which introduced 
community rating and open enrolment so as to collectively charge everyone the same price for the same 
product and to provide cover to those who sought it. Due to fund rules and a lack of legislation, insurers 
were able to deny payment for chronic conditions and pre-existing illness. While this protected insurers, 
it limited the financial protection of health care costs for the demographic of the population that arguably 
needed it most, bringing into question the fundamental purpose of PHI. In 1958, the National Health 
Act was amended to set up a “Special Account” for members with chronic conditions and pre-existing 
illnesses. However, the way in which the legislation was structured lacked an incentive for private health 
insurers to manage costs as the deficit was funded by the Commonwealth (and hence was a vehicle for 
subsidising PHI). Moreover, through PHI product design, insurers were able to “risk select”, which 
allowed the “screening” of applicants to ensure only those individuals who would maximise profit were 
enrolled.

Since the 1958 amendments, a range of changes to legislation have been made to PHI that are currently 
embodied in the PHI Act and accompanying rules. These include government surcharges and incentives 
composed of the LHC “loading”, the MLS, subsidies in the “Premium Reduction Scheme” or so-called 
premium rebates, a redesign of the “Special Account” into the current RE scheme, age-based discounts, 
and product tier regulations. 

3 AusTender, “Closed ATM View – Health/2020-21/9683” (Australian Government, 16 November 2020) <https://www.tenders.
gov.au/Atm/ShowClosed/0c8747c8-402c-4166-949a-b7d0e7f0da1b?PreviewMode=False>.
4 APRA, Quarterly Private Health Insurance Membership Trends (2022).

https://www.tenders.gov.au/Atm/ShowClosed/0c8747c8-402c-4166-949a-b7d0e7f0da1b?PreviewMode=False
https://www.tenders.gov.au/Atm/ShowClosed/0c8747c8-402c-4166-949a-b7d0e7f0da1b?PreviewMode=False
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III. REGULATORY CHANGES IN PHI OVER TIME AND ENROLMENT TRENDS

This section details the regulatory changes over the last 50 years, their stated objectives and their impact 
on consumers and insurers with respect to participation in PHI – and therefore the sustainability of the 
PHI system.

A. Description of Historic Regulatory Features: The Principle of 
Community Rating

One of the “historic features” of PHI in Australia is community rating.5 This is reflected in the “Principle 
of Community Rating” in Ch 3, Div 55 of the PHI Act, which describes its objective as “to ensure that 
everybody who chooses has access to health insurance” and to prevent “private health insurers from 
discriminating between people on the basis of their health or for any other reason described”.

The principle of community rating is not an explicit regulation  of premiums as discussed in the 
international context;6 rather, it is a goal of the system as a whole, being that a “private insurer must not 
take or fail to take action” that could “result in the insurer improperly discriminating between people who 
are or wish to be insured”. Improper discrimination relates to: diseases; gender; race; sexual orientation 
or religious belief; age (with exceptions); where a person lives; and a person’s expenditures.

In a practical sense, this ensures that premiums do not differ based on individuals’ characteristics (with 
exception of differences accounted by the LHC7 or because of discounts (see Ch 3, Div 66)) and that 
everyone who wishes to be privately insured can do so – that is, open enrolment.8 This type of premium 
setting has equity benefits – in principle, there are no “premium differences”. This means that those with 
higher risks, who under a free market would necessarily be charged higher premiums correlating with 
their expected health care spending,9 do not actually pay higher premiums in the market.

This leads to the following issues. On the one hand, and from the individual’s perspective, consumer 
selection is exacerbated as low-risk individuals face a price that is higher than their expected spending 
(eg as the premium for a product with community rating may be considered as the average among all its 
enrolees, high and low risk). This reduces the demand for PHI of the low-risk groups and therefore puts 
upward pressure on premiums. In turn, these low-risk groups are even less incentivised to purchase PHI, 
resulting in the adverse selection death spiral.10

On the other hand, it incentivises insurers to risk select within current regulations, as they observe 
predictable profits for the low risks and predictable losses for the high risks. Indeed, to counteract to some 
extent these incentives, regulation has established an RE scheme (the successor of the Special Account). 
As stated by the Australian Prudential Regulation Authority,11 the aim of the scheme is to “partially 
compensate insurers with a riskier demographic profile by re-distributing money from those insurers 
paying less than average benefits to those paying higher than average benefits”. The PHI Act regulates 
the RE scheme in Ch 6, and in several accompanying rules (eg specifics of how the compensations are 
calculated can be found in the RE Policy Rules).12

5 F McDonald and S Duckett, “Regulation, Private Health Insurance, and the Australian Health System” (2017) 11(1) McGill 
Journal of Law and Health S31.
6 R Van Kleef, F Schut and W Van de Ven, “Premium Regulation, Risk Equalization, Risk Sharing and Subsidies: Effects on 
Affordability and Efficiency” in T McGuire and R van Kleef (eds), Risk Adjustment, Risk Sharing and Premium Regulations in 
Health Insurance Markets: Theory and Practice (Elsevier, 2018).
7 The LHC is a loading applied to premiums for every year an individual does not contract PHI after turning 30.
8 T McGuire and R van Kleef, “Regulated Competition in Health Insurance Markets: Paradigms and Ongoing Issues” in McGuire 
and van Kleef, n 6.
9 W van de Ven et al, “Access to Coverage for High-risks in a Competitive Individual Health Insurance Market: Via Premium Rate 
Restrictions or Risk-adjusted Premium Subsidies?” (2000) 19 Journal of Health Economics 311.
10 Duckett and Moran, n 2.
11 APRA, Private Health Insurance Risk Equalisation Financial Year Results (2022).
12 See F Paolucci et al, “Health Plan Payment in Australia” in McGuire and van Kleef, n 6.
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As compensations are imperfect, and open enrolment avoids direct selection (eg by refusing enrolees 
coverage), insurers perform indirect ways of selection by means of product design, selective contracting, 
marketing strategies, among others. This can be observed in the proliferation of plans that undermine the 
principle of community rating via premium differentiation through product differentiation. According to 
Biggs,13 in 2017 there were around 27,281 PHI products (including those offered by restricted funds) as 
measured by Standard Information Statements. This creates an opaque market where choice is difficult 
for consumers, deterring their enrolment.

Private Health Information Statements are required by law to provide information to consumers on what 
is contained in the products/policies.14 In further efforts to increase transparency so as to “help people 
to choose the cover that best suits them”,15 regulations came into effect in 2020 that categorise hospital 
treatment policies into metal tiers – gold, silver, bronze and basic. The details of this are contained in 
the Complying Products Rules. Clinical categories have been utilised to serve as the basis for the latter 
classification. The minimum requirement for all policies (basic) has been set as rehabilitation, hospital 
psychiatric services and palliative care. Still, the current regulatory framework does not prohibit insurers 
to differentiate hospital treatment products in other dimensions, such as cost-sharing (eg excesses, out-
of-pocket expenses and gaps), other services included, possible restrictions, waiting periods, or their 
combination with general treatment and ambulance cover.

Open enrolment is another underlying practical characteristic of the community rating principle – 
although enrolment is not completely unconditional. Some legal deterrents can prevent the insured 
population from acting opportunistically (eg waiting until a covered medical condition occurs before 
buying a PHI policy). Division 75 of Ch 3 regulates waiting periods to access services, which are broadly 
set at 12 months for obstetric treatment or for a pre-existing condition, and two months for psychiatric 
care, rehab, palliative care or any other benefit for hospital treatment or hospital substitute. Some of the 
latter restrictions are lifted in the portability requirements, laid out in Div 78 of Ch 3. Finally, contract 
length is not explicitly set in the legislation; however, in practice, contracts are renewed each year in 
a guaranteed renewability scheme,16 while premiums are allowed to increase within certain regulatory 
boundaries (Div 66-5).

B. Regulatory Changes in the Government Surcharges and Incentives 
Schemes

Over time, the Commonwealth government has intervened in the PHI system through various incentives 
and penalties in an attempt to increase participation and support the stability of the system, including via: 
the MLS and its amendments; rebates and their amendments; the LHC; and most recently the age-based 
discounts and product tiers.

Figure 1, below, presents the proportion of the Australian population with hospital cover over time. PHI 
in Australia has suffered from declining participation since the 1970s, to a low of 30.3% in the December 
quarter of 1998.

The decline in PHI coverage following the introduction of Medicare is suggestive of an adverse selection 
spiral – that is, the younger/healthier groups perceive less value in PHI due to duplication of services 
in a public-private health system mix, and yet the younger/healthier are needed to subsidise the older/
sicker. As a result, government intervention is required for the younger/healthier groups to remain 
stable within PHI. To overcome this type of selection by consumers, countries like Switzerland, the 
Netherlands, Germany, Belgium and Colombia (among others) have removed the source of the problem 
by discontinuing duplication and relying solely on a single competitive health insurance market.

13 A Biggs, “Private Health Insurance: A Quick Guide” (Research Paper Series, Parliament of Australian, 2017).
14 See Private Health Insurance Act 2007 (Cth) Div 93 and the Complying Products Rules.
15 PrivateHealth.gov.au, Private Health Insurance Changes (Australian Government) <https://www.privatehealth.gov.au/health_
insurance/phichanges/index.htm>.
16  Van Kleef et al, n 6.

https://www.privatehealth.gov.au/health_insurance/phichanges/index.htm
https://www.privatehealth.gov.au/health_insurance/phichanges/index.htm
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FIGURE 1. Percentage of Population Covered by Hospital Treatment Policies
Source: APRA, Quarterly Private Health Insurance Membership Trends (2022).

To disrupt this trend, the Australian government designed legislative changes aimed to increase enrolment 
in PHI and stabilise the system, implemented between 1997 and 2000. The Private Health Insurance 
Incentive Scheme included a subsidy for low-income earners (lump sum or tax offset) and a penalty for 
high income earners who did not uptake PHI (the MLS).17

In subsequent years, the government modified these incentives: in 1999, a 30% non-income tested rebate 
was applied to the cost of PHI cover, through either direct payment or reduced premiums or in the form 
of a tax offset; in 2005, the rebates were increased for older people; and in 2012, the 30% rebates were 
replaced by a means-tested approach.18 Currently, the PHI Act 2007 regulates the premium rebates in the 
Premium Reduction Scheme (Ch 2, Pt 2-2), with its purpose being “to encourage people to take out, and 
continue to hold, private health insurance, by providing people with the possibility of reduced payable 
premiums”. The rebates are in the form of a percentage, and apply to hospital, general and ambulance 
policies. The percentage depends on the type of policy (single or family), as well as income tiers and age 
(<65, 65–70 and >70), with the largest subsidy going to those within the low-income threshold and more 
than 70 years of age (roughly 32.8%). The Australian government annually contributes approximately 
$6.7 billion dollars in subsidies to encourage the purchase of PHI.19

With respect to the MLS, the starting point of a 1% levy on income was amended for the first time 
in 2008, when the original income thresholds were increased to accommodate for price inflation. The 
Private Health website20 states that the objective of the MLS is to “encourage individuals to take out 
private hospital cover, and where possible, to use the private system to reduce the demand on the public 
Medicare system”. Now, the MLS is levied on taxable incomes exceeding $90,000 for singles or $180,000 
for families; the rate increases with income tier, and varies from 1%, 1.25% or 1.5%.21 Appropriate cover 

17 Australian Government, Bills Digest 76 1996-97 Private Health Insurance Incentives Bill 1996 (1996) <https://www.aph.gov.au/
Parliamentary_Business/Bills_Legislation/bd/BD9697/97bd076>.
18 Paolucci et al, n 12.
19 Department of Health, Portfolio Budget Statements 2022–21. Budget Related Paper No. 1.7 (Australian Government, 2022). 
Treasury, Portfolio Budget Statements 2022–23. Budget Related Paper No. 1.13 (Australian Government, 2022).
20 See <https://www.privatehealth.gov.au/>.
21 There is an exception when a family income exceeds the threshold but one’s income for MLS purposes is $22,398. The threshold 
is increased with the number of dependent children.

https://www.aph.gov.au/Parliamentary_Business/Bills_Legislation/bd/BD9697/97bd076
https://www.aph.gov.au/Parliamentary_Business/Bills_Legislation/bd/BD9697/97bd076
https://www.privatehealth.gov.au/
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corresponds to that not exceeding a $750 excess for singles and $1,500 for family policies, which was 
increased from previous levels in the 2019 reforms.

The last policy to be introduced was the LHC in the National Health Amendment Bill22 on 1 July 2000. 
The purpose was to incentivise people to purchase PHI at a young age and maintain enrolment.23 This 
surcharge modified the strict community rating rules and allowed insurers to charge different premiums 
based on the age of individuals when they decide to purchase PHI. Part 2-3 of the Act regulates the LHC. 
In practice, insurers can charge premiums for hospital cover with an annual loading of 2% for each year a 
person joins after the age of 30 to encourage earlier purchasing. When an individual has paid the loading 
for 10 years, it is removed.24

These three policies – the rebates, the MLS (in its several versions) and the LHC – increased uptake to 
45.7% (ie roughly 15% above the lowest enrolment).

Despite the increase in enrolment over this time, there is varied empirical evidence on the effectiveness 
of the three regulations. Gong and Gao25 have suggested that the MLS has increased take up or the 
probability of purchasing PHI,26 especially among the younger population; however, tax avoidance27 
has added to the government’s costs.28 In fact, there is little evidence regarding the positive effect of the 
rebate in relieving public spending.29 Cheng,30 and Lu and Savage31 have argued that as savings in the 
rebate are larger than the public sector spending increase, removing them could in fact provide public 
sector savings. Indeed, both Duckett and Jackson,32 and Frech and Hopkins33 have claimed that the 
subsidy cannot be justified on the basis of efficiency nor on an externality effect in freeing up public 
hospital beds and resources. Sowa et al34 also found that the costs of the subsidies are high and reducing 
them would imply little loss of persons insured. Bilgrami et al35 found that means testing the rebates in 
2012 increased the probability of holding hospital cover by 1.5%, driven by the highest income tier.36 
However, Kettlewell et al37 found that the rebate among 65–70 year olds does not increase take-up, but 

22 Australian Government, Bills Digest No. 13 1999-2000 National Health Amendment (Lifetime Health Cover) Bill 1999 (1999) 
<https://www.aph.gov.au/Parliamentary_Business/Bills_Legislation/bd/Bd9900/2000bd013>.
23 See n 20.
24 Paolucci et al, n 12.
25 X Gong and J Gao, “Nonparametric Kernel Estimation of the Impact of Tax Policy on the Demand for Private Health Insurance 
in Australia” (2018) 60(3) Australian and New Zealand Journal of Statistics 374.
26 T Buchmueller et al, “The Effect of Income-based Mandates on the Demand for Private Hospital Insurance and Its Dynamics” 
(2021) 75 Journal of Health Economics 102403.
27 O Stavrunova and O Yerokhin, “Tax Incentives and the Demand for Private Health Insurance” (2014) 34 Journal of Health 
Economics 121.
28  J Smith, “The Medicare Levy Surcharge Arrangements. Tax Penalty of Hidden Tax Subsidy?” (Discussion Paper No 38, 
Australian Institute, 2001).
29 S Duckett and M Cowgill, “Saving Private Health 2: Making Private Health Insurance Viable” (Grattan Institute, 2019).
30 T Cheng, “Measuring the Effects of Reducing Subsidies for Private Insurance on Public Expenditure for Health Care” (2014) 
33 Journal of Health Economics 159.
31  M Lu and E Savage, “Do Financial Incentives for Supplementary Private Health Insurance Reduce Pressure on the Public 
System? Evidence from Australia” (CHERE Working Paper 2006/11, 2006).
32 S Duckett and T Jackson, The New Health Insurance Rebate: An Inefficient Way of Assisting Public Hospitals (MJA, 2000).
33 H Frech III and S Hopkins, “Why Subsidise Private Health Insurance?” (2004) 37(3) The Australian Economic Review 249.
34 P Sowa et al, “Private Health Insurance Incentives in Australia: In Search of Cost-effective Adjustments” (2018) 16 Applied 
Health Economics and Health Policy 31.
35 A Bilgrami et al, “The Impact of Means-tested Premium Rebates and Tax Penalties on the Demand for Private Hospital Cover 
in Australia” (2021) 97 Economic Record 170.
36 A Palangkaraya, “The Income Distributive Implications of Recent Private Health Insurance Policy Reforms in Australia” (2009) 
10 European Journal of Health Economics 135.
37 N Kettlewell, O Stavrunova and O Yerokhin, “Premium Subsidies and Demand for Private Health Insurance: Results from a 
Regression Discontinuity Design” (2017) 25 Applied Economics Letters 1.

https://www.aph.gov.au/Parliamentary_Business/Bills_Legislation/bd/Bd9900/2000bd013
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rather creates a wealth transfer to those who already have insurance. Lu and Savage38 have argued that 
these regulations did in fact lead to an increase in coverage; however, Wilcox39 has argued that coverage 
was little changed. 

In regard to the LHC, there is more consensus that the policy did have substantial positive effects on 
enrolment, especially on the young.40 Palangkaraya and Yong41 have argued that the LHC accounts for 
roughly 22–32% of the combined effects of all the policy initiatives. Ellis and Savage42 have suggested 
that the deadline of the LHC and advertising were the major drivers of the increased enrolment after the 
reforms, rather than a pure price response. Butler43 has warned, however, that the effect might not persist 
over time, which is consistent with more recent evidence from Kettlewell and Zhang,44 which found that 
people respond as expected to the initial penalty of the LHC but not subsequent penalties (see Figure 1).

After the introduction of the regulations in the late 1990s, enrolment remained stable at around 45%; 
however, since the first quarter of 2016, a declining participation rate has been observed. To help address 
this, in 2019 a set of new regulations was introduced in the Act and specified in the Complying Product 
Rules, particularly to attract younger persons by providing up to 10% discount on premiums for those 
aged 18–25 and decreasing discounts until the age of 29. This has further relaxed the stricter community 
rating feature of the system.45 At the same time, the aforementioned product tiers were also introduced, 
with more disclosure requirements in terms of the PHI Information Statements to improve consumer 
information and market transparency. However, despite these changes, a significant increase in enrolment 
has not been observed.

The aggregate trends of participation in PHI in Figure 1 do not provide us with demographic information 
to understand the underlying risk pool and whether this trend is consistent across lower or higher risk 
groups. That is, if the older/higher-risk demographic are the individuals not participating in PHI, then 
provided a critical mass is maintained, this would lead to an improvement in the underlying risk pool and 
a decrease in premiums. However, if it is the younger/lower-risk demographic leaving the PHI system, 
with older/higher-risk groups remaining, then this will increase the risk pool, increase premiums and 
provide a further incentive for the lower-risk demographic to unenrol.46

Figure 2 shows the proportion of people with hospital treatment coverage by age groups, for the period 
1997–2022. This allows us to see some of the impact of the policies, starting from the first incentives 
until today’s age-based discounts.

Two notable findings can be drawn from Figure 2. First, there was a significant break in the trends in 
early 2000, likely attributed to the set of regulations composed of the rebates and LHC that impacted 
enrolment. Age groups 0–19, 30–39 and 40–49 showed an increase in enrolment, while the 20–29 age 
group remained stable. The opposite occurred with the 50–59 age group, which observed a small drop, 
while the 60+ age bracket saw a significant decrease in enrolment.

38 Lu and Savage, n 31.
39 S Wilcox, “Promoting Private Health Insurance in Australia” (2001) 20(3) Health Affairs 152.
40 T Frech, S Hopkins and G MacDonald, “The Australian Private Health Insurance Boom: Was It Subsidies or Liberalised?” 
(UC Santa Barbara Departmental Working Papers, 2000); T Buchmueller, “Community Rating, Entry-Age Rating and Adverse 
Selection in Private Health Insurance in Australia” (The Geneva Papers, 2008); Wilcox, n 39.
41  A Palangkaraya and  J Yong, “How Effective Is ‘Lifetime Health Cover’ in Raising Private Health Insurance Coverage in 
Australia? An Assessment Using Regression Discontinuity” (2007) 39 Applied Economics 1361.
42  R  Ellis and E Savage, “Run for Cover Now or Later? The Impact of Premiums, Threats and Deadlines on Private Health 
Insurance in Australia” (2008) 8 International Journal of Health Care Finance and Economics 257.
43 J Butler, “Policy Change and Private Health Insurance: Did the Cheapest Policy Do the Trick?” (2002) 25 Australian Health 
Review 33.
44 N Kettlewell and Y Zhang, “Age Penalties and Take-up of Private Health Insurance” (Melbourne Institute Working Paper, 2022).
45  Department of Health and Aged Care, “Private Health Insurance Reforms: Why Are the Reforms Needed?” (Australian 
Government, 2020) <https://www.health.gov.au/health-topics/private-health-insurance/private-health-insurance-reforms>.
46 G Barret and R Conlon, “Adverse Selection and the Decline in Private Health Insurance Coverage in Australia: 1989-95” (2003) 
79 Economic Record 279.

https://www.health.gov.au/health-topics/private-health-insurance/private-health-insurance-reforms
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Second, from that point until today, there has been a substantial increase in those aged 60–69, of around 
4.7%, and those aged 70+ have nearly doubled their participation in PHI. There has been very little 
impact of age-based discounts on enrolment of the 20–29 age group. Over time, the younger/lower-risk 
(on average) demographic has demonstrated a clear and continuous decreasing trend in participation, 
worsening the underlying risk pool and thereby putting pressure on future premiums.

FIGURE 2. Percentage of Persons with Hospital Treatment Coverage Over Time for 
Different Age Categories
Source: APRA, Quarterly Private Health Insurance Membership Trends (2022).

The evidence presented in Figure 2 therefore suggests that changes to the regulation aimed at increasing 
the level of participation in PHI have had limited success in the long term.

Data from the National Health Survey 2014–201547 suggests the main reason to purchase PHI is security, 
protection or peace of mind. This is partly reflected in the slight increase in membership observed in 
Figure 1 driven by older individuals (Figure 2), which could be related to the increased waiting times in 
the public hospital sector.

The main reason for not having PHI as stated in the same survey is affordability.48 Affordability from 
an individual’s perspective would be the consideration of the cost of PHI, which in the current system 
is heavily influenced by the premium paid versus the relative expected value achieved from the policy, 
in contrast with Medicare coverage. In assessing the value of the policy, consumers would need to 
understand the product and be able to easily compare one product from one insurer against a product 
from another insurer, as well as in comparison to the cover from Medicare. Therefore, any future 
regulations aimed at increasing participation in PHI and stability should address the value, fairness and 
transparency of PHI, as against Medicare, and provide appropriate and properly regulated incentives for 
consumers and insurers.

47 ABS, Health Service Usage and Health Related Actions, Australia 2014-15 (2017) <https://www.abs.gov.au/AUSSTATS/abs@.
nsf/DetailsPage/4364.0.55.0022014-15?OpenDocument>.
48 In the survey, the question asked is as follows: “For Persons without private health insurance – reasons for not having insurance.” 
The answers: “Can’t afford it”, “too expensive” or “Medicare cover sufficient”.

https://www.abs.gov.au/AUSSTATS/abs@.nsf/DetailsPage/4364.0.55.0022014-15?OpenDocument
https://www.abs.gov.au/AUSSTATS/abs@.nsf/DetailsPage/4364.0.55.0022014-15?OpenDocument
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IV. A REGULATORY FRAMEWORK TO INCREASE THE SUSTAINABILITY OF THE PHI 
INDUSTRY

This section considers how the regulatory framework in the Australian PHI market might be amended to 
address the enrolment trends described above. Trade-offs will be necessary to better achieve the current 
objectives and principles, and to promote membership and stability within the PHI system.

A valued feature of the system, designed to achieve equity and affordability, is the community rating 
principle composed by the community rating of premiums and open enrolment. However, there is a 
tension between selection by consumers (which leads to a decrease in participation and an increase 
in premiums) and selection by insurers (which manifests in premium differentiation due to product 
differentiation). This undermines both the community rating principle and the reforms aimed at making 
the market more transparent and improving comparability of products. An insufficient risk equalisation 
(or compensation) scheme for insurers means there is space for selection by insurers and, due to the high 
degrees of retrospective sharing, there is not sufficient incentive to control costs for efficiency gains.

To increase participation of new members, theoretically, regulations could be established that force all 
individuals to enrol (and otherwise face fines or be enrolled automatically). This is the case in mandatory 
insurance markets such as Switzerland and the Netherlands. This option may be too aggressive 
considering PHI in Australia operates under a voluntary enrolment basis.

An additional, more viable option is to implement one of two options: (1) modify the current carrot 
and stick regulation; or (2) make changes that would bring the system closer to one that aligns the 
expected value of the insurance policy with the premiums paid. In the first route, altering (increasing) 
the percentage of the LHC loading or (reducing) the income threshold of the MLS would be possible 
avenues. The regulator needs to keep in mind that, while a large increase in loading could discourage 
enrolment by some groups altogether, a too low increase could diminish the incentive/strength of the 
mandate. The same could be said for the MLS – if the income threshold is lowered too much then it could 
discourage enrolment by some, whereas a higher threshold limits the reach of the mandate. A similar 
analysis would concern increasing or decrease the age threshold of the LHC or the percentages associated 
with the MLS. The second route would consist of lowering premiums by recalculating the arbitrary age-
based discounts to actuarially based discounts on premiums – that is, premiums would better reflect 
age-based expenditures. This could also attract those low-risk individuals who list affordability as the 
main driver of not enrolling.

Following the second route would imply a trade-off with the principle of community rating and 
affordability to the extent that the premium differences are not acceptable to the regulator. In this case, 
the existing subsidies/rebate funds could be redirected based on more comprehensive indicators of risk. 
This could be implemented using the RE scheme and compensating insurers for their risk portfolios.

It is important to mention that, while the rebates provide subsidy relief and increase affordability for those 
already interested in enrolling or in the system, subsidising prices/premiums (instead of risk) provides 
less incentive to shop around and may induce individuals to purchase more insurance than needed.49 
Its redistribution would imply its transformation into risk-adjusted subsidies. This would change the 
way subsidies would be given, as they would be based on actuarially determined risk, giving a greater 
amount of subsidy to those who need it more. It would maintain affordability in each contract period, 
and individuals would be more prone to look for the scenarios where subsidies have the most value; as 
individuals are only compensated for their risk, this avoids over insuring. This would also rationalise 
public financing, by clearly redirecting funds to those with a higher-risk profile.

In any case, it would bring improvements to the system if the current RE were to be reformed to 
enhance its effectiveness in reducing selection by insurers and to reduce the risk-sharing currently in 
place to increase the underlying cost-control incentives, which in turn could result in lower premiums to 
encourage participation.

49 W van de Ven, “Response: The Case for Risk-based Subsidies in Public Health Insurance” (2006) 1 Health Economics, Policy 
and Law 195.
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There are two further changes that could incentivise the uptake of PHI: (1) reducing the legislative space 
for product differentiation and therefore making the system more transparent; and (2) enhancing the 
attractiveness of products. In practice, the first change would: further standardise and simplify product 
design (eg tiers); aid in increasing the perceived value of products vis-à-vis their price, standardise 
cost-sharing and provide certainty in out-of-pocket expenses for care; and make it easier for those 
already enrolled (and those wanting to enrol) to understand their (future) coverage. It would also reduce 
regulatory space for insurers to use product design and differentiation to “select” consumers in their 
products in order  to maximise profits. The second option might lead to the expansion of coverage to 
services currently not included, which could attract low-risk consumers (eg GP care). The trade-off of 
this would be a necessary increase in premiums (to cover for a broader package), which could affect the 
risk pool.

V. CONCLUSION

The analysis within this article has shown that a series of legislative reforms – namely, LHC loading 
(penalty for taking up insurance after the age of 31), premium rebate (means-tested subsidy or tax 
offset), MLS (penalty for high-income earners who do not take up hospital cover) and, most recently, 
discounts for individuals aged 18–29 and product tiers – combined with historical regulatory features 
(ie community rating principle and RE) have failed to consistently keep enrolment at the desired levels 
to stabilise the PHI system. System instability is exacerbated by a decreasing proportion of younger 
age groups in PHI, which has left PHI to be dominated by older age groups, reflective of the adverse 
selection death spiral.

This article recommends more systemic legislative changes, since the targeting of these policies seems 
to have reached its limits of effectiveness with continued worsening of the underlying risk pool. It is 
time for legislators and policy-makers to rethink the pillars of PHI, and to consider legislative change 
to strengthen the PHI system. All in all, “fairer” legislation can be established by: mandating increased 
simplicity and transparency in product design to allow easier comparison across insurers; adjusting 
premiums to reflect their expected values (to some extent); and providing risk subsidies to address 
premium differences and affordability for those lower-income and higher-risk groups.


