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Abstract

In this study, we examine the effect of cross-border healthcare with public health insurance.
We consider its effect on healthcare quality, public health insurance, and income redistribution.
We use a two-country Hotelling model in which consumers are divided into two groups: high- and
low-income consumers. The governments, which aim to maximize consumers’ surplus, impose
an income tax on consumers to provide reimbursement for healthcare services and subsidy to
hospitals and improve income redistribution among consumers, and the hospitals decide their
healthcare quality to maximize their profits. Under these assumptions, we obtain the following
results. Promoting cross-border healthcare increases reimbursement for healthcare services and
improve healthcare quality in the patient-importing countries. On the other hand, the patient-
exporting countries do not always increase reimbursement or improve healthcare quality as part
of promoting cross-border healthcare. Further, when non-monetary frictions for cross-border
healthcare are low, income redistribution in the patient-exporting countries weakens as a result

of tax deduction to support cross-border patients.

1 Introduction

This study analyzes the effect of cross-border healthcare on the quality of healthcare as well as public
health insurance and income redistribution schemes. Although the globalization of healthcare has
been increasing, it is limited to a handful of wealthy households in countries pursuing universal
health coverage. This is because when patients receive medical treatment abroad, they do not use

(or face difficulty in using) public insurance. Thus, medical treatment abroad is fairly expensive
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as compared with treatment in the home country. In this regard, European Union (EU) countries
have been reforming their healthcare systems. In the EU, patients’ rights in cross-border healthcare
are authorized by a directive adopted by the European Parliament and the Council in 2011.!
This directive states that the costs of cross-border healthcare shall be reimbursed or paid directly
by the Member State up to an amount that would have been paid by the state, which implies
that patients can receive treatment abroad by paying the same fees as applicable in the home
country (although they must incur travel costs for the visit abroad). Therefore, this directive would
have a large impact on the demand for cross-border healthcare in the EU. Although expansion of
cross-border healthcare is expected to improve healthcare quality,? it would influence the public
health insurance scheme if the costs of cross-border healthcare are reimbursed by the home country.
Additionally, since Glied (2008) shows that public health insurance reduces income inequality in a
nation, an income redistribution scheme would also be influenced through a change in the public
health insurance scheme. Therefore, the current study offers insight on how tax and social security
schemes are affected, before the real diffusion, by the implementation of cross-border healthcare
with reimbursement by public health insurance.

We use a two-country Hotelling model to study the effect of cross-border healthcare on health-
care quality, public health insurance, and income redistribution. Each country’s consumers are di-
vided into two groups: high- and low-income consumers. The governments, which aim to maximize
consumers’ surplus, impose an income tax on consumers to provide reimbursement for healthcare
services and subsidy to hospitals and improve income redistribution among consumers, and the
hospitals decide their healthcare quality to maximize their profits.

Under these assumptions, we obtain the following results. Countries that encourage hospitals

'Refer to directive 2011/24/EU of the European Parliament and of the Council dated March 9, 2011, on the
application of patients’ rights in cross-border healthcare.

2Previous literature shows that competition-inducing policies increase healthcare quality only under certain condi-
tions. For example, Gravelle and Sivey (2010) show that consumers better informed about hospitals lead to quality im-
provement only if the initial information was relatively imprecise, and/or the hospitals have similar quality-producing
technologies and, thus, provide similar quality in equilibrium. Brekke et al. (2011) show that easy access to health-
care always improves quality if the profit margin is positive, the marginal cost of treatment is constant, and the cost
for quality is independent of treatment volume; otherwise, easy access to healthcare has an indeterminate effect on
quality.



to take in patients from a foreign country (hereafter patient-importing countries) increase reim-
bursement and improve healthcare quality. However, promoting cross-border healthcare does not
cause income redistribution in the country because the higher reimbursement, which incentivizes
hospitals to attract more foreign patients by improving their healthcare quality, is funded by the
income from foreign patients. On the other hand, countries that entrust their patients to hospitals
in a foreign country (hereafter the patient-exporting countries) do not always increase reimburse-
ment or improve healthcare quality as part of implementing cross-border healthcare. Although the
patient-exporting countries obtain the same effect as the patient-importing countries, a reduction
in the proportion of patients receiving healthcare services at a domestic hospital influences gov-
ernment strategies in the patient-exporting countries. Further, when non-monetary frictions for
cross-border healthcare are low, income redistribution in the patient-exporting countries weakens
as a result of tax deduction to support cross-border patients.

The present study is closely related to Andritsos and Tang (2013, 2014) and Brekke et al. (2014b,
2016), which analyze the effect of cross-border patient mobility with reimbursement under public
health insurance.> Andritsos and Tang (2013) show that cross-border patient mobility decreases
waiting time if the reimbursement is fixed. Andritsos and Tang (2014) show that cross-border
patient mobility reduces reimbursement costs without increasing the patients’ waiting time. Brekke
et al. (2014b) show, assuming two regions that differ in healthcare technology, that the effect of
cross-border patient mobility depends on reimbursement from the patient-exporting region to the
patient-importing region. For example, if the reimbursement is equal to the marginal cost, quality
and welfare remain unchanged in the patient-importing region and quality decreases and welfare
increases in the patient-exporting region. Brekke et al. (2016) show, assuming three regions in
which the average income levels are different, that quality and welfare remain unchanged in the high-
income regions and that the effects on quality and welfare in the middle- and low-income countries

are ambiguous if reimbursement is equal to the marginal cost. Andritsos and Tang’s (2013, 2014)

3Brekke et al. (2014a) review the literature on cross-border patient mobility.



models assume that governments decide reimbursement and operational capacity in healthcare,
whereas Brekke et al. (2014b, 2016) model local government decisions on the quality of healthcare
service under a given reimbursement condition. In reality, however, the governments of many
European countries have provided public hospitals semi-autonomy, empowering them to make key
strategic, financial, and clinical decisions themselves (Saltman et al., 2011). Therefore, the present
model assumes that governments decide the level of reimbursement to hospitals, and hospitals
decide the quality of healthcare services under the reimbursement offered by the governments.
Under this assumption, the governments cannot directly enforce provisions of healthcare services,
and reimbursement is endogenously decided by local governments. Further, the present study
considers the effect on income redistribution, unlike the above-mentioned studies.

The remainder of this paper is organized as follows. Section 2 presents the model. Section 3
presents the equilibrium quality of hospitals. Section 4 demonstrates the equilibrium strategies of
governments. Section 5 describes how the equilibrium property changes with continual expansion

of cross-border healthcare. Finally, Section 6 concludes the study.

2 Model

Consider a healthcare market in which consumers (patients) are divided into two groups: high-
income (y) and low-income (y*) consumers (yf > y%). Both groups are uniformly distributed
on a line L = [—1,1]. The market is served by two healthcare providers (hospitals), located at the
endpoints of L. The market consists of two different countries, Country 1 and Country 2. The
consumers and the hospital located on the line segment L; = [—1, 0] belong to Country 1, while the
remaining consumers and the hospital located on the line segment Ly = [0, 1], belong to Country
2. The population in each country is 1. The proportion of high-income consumers, denoted by

Ai € (0,1) for country i, differs between the countries. Further, we assume that each consumer

demands one unit of healthcare (one treatment).

Governments. The government in each country collects income tax at the rate 7; (i = 1,2) from



consumers and utilize the tax revenue to provide reimbursement for healthcare services and subsidy
to the hospital and its consumers.

The reimbursement per treatment of healthcare in Country ¢ is denoted by p;. When the
consumers in Country ¢ receive healthcare services from the domestic hospital, the government
pays p; to the hospital. When they receive healthcare services from the foreign hospital in Country
J, the government pays min{p;,p;} to the hospital.* The subsidy to hospitals in each country
is fixed and denoted by T;. The subsidy to consumers is equally distributed among them, and
the subsidy per consumer in Country ¢ is denoted by s;. Therefore, the budget constraint of the

government in Country ¢ is given by

" . si+pi+T; Pi < pj
iyi” 4+ (1= X)yi]m = : (1)
si+ (1 —@)p;+Pp; +Ti pi > p,
where ¢ # j and ® denotes the number of consumers who receive healthcare services from foreign
Country j.
Taxes on consumers and subsidies provided to them result in income redistribution among

consumers, and the redistributed income of high- and low-income consumers in Country 4 is obtained

as

and

yl = (1 — 1)yl + s, (3)

respectively. Note that E = yZL = s; when 7 = 1; that is, perfect redistribution is achieved when

the tax rate is 100%.

Consumers. Each consumer demands one unit of healthcare (one treatment) from the most pre-

ferred hospital. The utility of a patient located at z; € L; and treated by the hospital in Country

“EU directive 2011/24/EU expects that patients will be reimbursed the same amount as they would receive in
their own country for the same type of healthcare, and if the treatment abroad is cheaper than in the home country,
the reimbursement will reflect the real price of the treatment. See http://europa.eu/rapid/press-release. MEMO-13-
918_en.htm.



J, located at zj, is given as follows.?

v—{—bqj—t]:ci—zﬂ—}—u(ﬁ) ifi=j
Ui, ) = " (1)
v+bqj—t]xi—zj|+u(yfj)—F ifi#j

where

yfj = y¥ — max[p; — p;,0]. (5)

v > 0 is the patient’s reservation benefits by being treated, and ¢; > ¢ is the quality offered by the
hospital in Country j with b > 0 measuring the marginal benefits of quality. The lower bound ¢
represents the lowest possible quality the hospitals can offer without being charged with malpractice
and is, for simplicity, normalized to 0. t|z; — z;| is the disutility from traveling to a hospital, which
is in proportion to the distance, u(-) is a utility function of consumption of goods and services
other than healthcare that satisfies the Inada conditions (u/(-) > 0, «”(-) < 0, v/(0) = oo, and
u'(00) = 0). We assume that the price of goods and services other than healthcare services is one,
and consumers expend all of their income for goods and services. Therefore, u(-) is a function
of their redistributed income less copayment for healthcare. F' is the non-monetary mobility cost
(disutility) of seeking care in a different region (because of the difference in language and culture,
as well as attachment, for example). We also assume that patients can receive healthcare from
the domestic hospital without a copayment, whereas patients who receive healthcare from the
foreign hospital have to make good the difference in reimbursement between the foreign and home
countries, max[p; — p;,0], as a copayment for healthcare.® Note that we can interpret ¢t and F
as non-monetary friction parameters of cross-border healthcare. In these settings, a proportion of
consumers in the country with lower hospital quality receive cross-border healthcare services. In

other words, if ¢; > ¢;, a proportion of consumers in Country j receive healthcare services from

SRegarding the utility function in the present model, we basically follow the model presented by Brekke et al.
(2016). This utility function is separable into healthcare quality, distance, and consumption, and is justified because
distance is a major factor of patients’ choice of hospitals (see Tay (2003) and Beckert et al. (2012)), and because
healthcare service does not substitute for consumption of other goods and services.

51f reimbursement in the foreign country is lower than in the home country, consumers obtain reimbursement from
the home country up to the amount decided in the foreign country.



Country ¢, and the amount is

® = max{\;j¢ + (1 — \;)o", N0, 0}
% [l = a) + Ny = () + (1= ) (k) — uyD) - F| i 67 > ¢F >0

=\ [b(qz‘ —q5) + (u(yll) —uylh)) - F] if o > 0> ol

where

¢ = o [bla; — @) + (u(yfy) — u(eh) - F] . (7)

1
2t
Note that ¢ > ¢’ because u(%) — u(yjk) <0, u’(ka]) - u’(%) > 0, and E > % In other words,
high-income consumers tend to prefer high-quality hospitals in the foreign country as compared to
low-income consumers, because the marginal utility for consumption other than healthcare services
is smaller for high-income consumers than for low-income consumers, whereas the marginal benefits

from healthcare services are the same between high- and low-income consumers.

Hospitals. If Country ¢ faces a demand for D; treatments, the profit earned from providing these

treatments with quality ¢; is given by
m = (pi—c)Di — G(qi) + T; (8)

where ¢ > 0 is the marginal cost of treatment and G(g;) denotes the costs for providing healthcare

quality, ¢;.” We assume that G’(g;) > 0, G"(¢;) > 0, and G"'(g;) > 0.
3 Hospitals’ choice of quality: Second-stage outcome

In this section, we consider a two-stage game in which hospitals choose the quality of their healthcare

services. In the first stage, the government in each country chooses a tax rate (7;), the subsidy to

"For simplicity, we assume that the marginal cost of quality provision is independent of treatment volume, implying
that quality is a public good for hospital patients. This is a widely used assumption in the theoretical literature on
quality competition between hospitals (see, e.g., Barros and Martinez-Giralt, 2002; and Gravelle and Sivey, 2010).



consumers (s;), the reimbursement per unit of healthcare (p;), and the subsidy to the hospital (T;)

to maximize total consumer utility in the country,

max / max{U (x;, ), U(xs, 2;) } (9)
781,001 J o, e L,
under the budget constraint (1) and a non-negative profit constraint, m; > 0. In the second stage,

hospitals choose the quality of their healthcare services to maximize their profits, max,, m;.

Since D; =1+ ® and D; =1 — ® when ¢; > ¢, we obtain

%(pk—C) if 7 >l >0
or(q N
ai]:) = —G/(Qk) + %(pk —c) if ¢H >0> ¢L . where k =1, j. (10)
0 if 0 < ¢! < F

\

The equilibrium quality, ¢;, g7 is one of the following cases: (1) qf = q; =0, (2) ¢ =q*(pi) > q =

0, and (3) ¢f = ¢*(pi) > ¢ = ¢*(p;) where

b : H/ % % L % %
@ p)) =4 ! ’ . (11)

Xe(pi— o) if 67 (qf q}) > 0> ¢(ql,q))

When some consumers receive cross-border healthcare services, the demand for healthcare ser-
vices is elastic to the quality of healthcare, and hospitals improve the quality of their healthcare
services as long as their marginal revenue is larger than the marginal cost of quality improvement.
Since higher reimbursement increases the marginal revenue of hospitals, governments can influence
hospitals’ healthcare quality by changing the reimbursement level. On the other hand, when no
consumer receives cross-border healthcare, the demand is inelastic to healthcare quality, and hos-
pitals cannot increase their revenue through quality improvement. Therefore, hospitals provide the
minimum quality-of-service regardless of reimbursement level, and governments cannot influence
quality changes in hospitals’ healthcare services.

Additionally, we obtain the following lemma on the relationship between reimbursement per

treatment and equilibrium quality.



Lemma 1. If Country i takes in foreign patients from Country j, the reimbursement per treatment
is larger in Country i than in Country j. That is, if ¢; > q;, pi > p;j.
Proof. Assume ¢; > ¢;. Since G(q) is an increasing function, in order to satisfy (11), b(p1—c)/(2t) >

b(p2 — c)/(2t) (that is, p; > p;) has to be satisfied. [

Lemma 1 implies that the equilibrium reimbursement per treatment is larger in the patient-
importing country than in the patient-exporting country. Therefore, in an equilibrium, the budget

constraint (1) is rewritten as

[/\iyiH + (1 — )\Z)ylL]’l'Z =s; +p; +1;. (12)

4 Governments’ choice of reimbursement levels and redistribution
of income: First-stage outcome

In this section, as a benchmark case, we first derive the equilibrium in which no consumer receives
cross-border healthcare services because of a large ¢ or F' and/or no public insurance scheme for
cross-border healthcare. In the second, we derive the equilibrium in which a proportion of consumers

receive healthcare services.

4.1 Closed-border case.

When no consumer receives cross-border healthcare services in the equilibrium, every consumer

receives healthcare from the domestic hospital. Therefore,

/ max{U (z;, z;), U(z;, z;) }dz; :/ Ul(x;, z)dx;
T, €EL; T, €L;
ey Ly -
=v+bq"(p;) — St t Au(y") + (1= X)u(yf).  (13)
As Section 3 shows, when no consumer receives cross-border healthcare services, the government

cannot induce hospitals to change their quality of healthcare through reimbursement, p;, and the

subsidy to hospital, T;. Therefore, the government decides p; and T; so that the profits of hospitals



are equal to 0, satisfying the non-negative profit constraint of hospitals. Since the costs of hospitals

are ¢+ G(¢}), in equilibrium, pf + T = ¢+ G(q), so the budget constraint (12) is
iyl + (1= N)yfIm = si + ¢+ Glg)). (14)

From the budget constraint, we obtain dr;/ds; = [Ny + (1 — \;)y’], which gives

d — (dyff  dyH ds; — (dyF  dyF ds;
— i zi)dx; = M\ (yH Loy =t = 1— ) (yF ! L
Ir, ey, UV = A ) < dr " dsy dr ) A s
= Xi(1= M) = yB) (W F) — o' (]) (15)

and we obtain the following proposition:

Proposition 1. We consider a closed-border equilibrium, in which the tax rate is equal to 1. The
subsidy to consumers is equal to the tax revenue less hospital costs. The sum of reimbursements
and hospital subsidy is equal to the hospital costs. Further, the equilibrium quality of healthcare
services is at the minimum level.

Proof. Since u/(yL) > ' (yH) except for 7 = 1, (d/dr;) [

wier; U@i; zi)dz; > 0 for 7 € [0,1), and

the proposition is proved. |

Since the government cannot control the quality of healthcare services that hospitals provide,
it sets the reimbursement level and subsidy to hospitals so as to satisfy the non-negative profits
constraint of hospitals. This setting is similar to the diagnosis-related group (DRG)-based payment
that most countries have adopted. Consequently, the quality level of healthcare service is minimal.
Additionally, since the utility for consumption other than healthcare is concave, this marginal
utility is larger for low-income consumers than for high-income consumers. Thus, the government
can improve total consumer utility by income redistribution from high- to low-income consumers.
Accordingly, the government collects all income from consumers and redistributes the amount

equally among them after deducting hospital costs.

10



4.2 Cross-border case

Patient-importing countries. Every consumer in Country ¢, which imports patients, receives health-

care from the domestic hospital. Therefore,

/ max{U (z;, z;), U(xs, 2;) pdx; = / Ul(wi, z;)dx;
zi€L; xi€L;

— v bg*(pi) — ét ) + (1= Au@E).  (16)

The government in Country ¢ chooses the reimbursement level (p;), tax rate (7;), and subsidy (s,
T;) to maximize (16) under the budget constraint (12) and a non-negative profits constraint, m; > 0.

If p; and T; are fixed, from (12), we obtain

ds

— =Nyl + (1= Nyt 1
7 y' (= N)y (17)

p; and T; is fixed.

which gives

d — (dyf  dyH ds;
= U(wi, zi)dx; =X (y) | -+ o
Ti JxeL; p; and T; is fixed. Ti Si ATy
— ([ dyl  dyE ds;
1— A (yF i i dsi
+( )\)u (yl ) (d’l’l‘ + dsi dTZ'
= N1 =) — ") W (F) - () (18)

and, in turn, the following lemma:

Lemma 2. In the patient-importing country, total consumer utility is maximum at 7 = 1 for any
values of p;.

Proof. Since u/(yF) > u’(ﬁ) except for 7 =1, (d/dm;) |

zi€l; U(zi, z)dx; > 0 for 7 € [0,1), and

the lemma is proved. [ |

The marginal utility for consumption other than healthcare is larger for low-income than high-
income consumers regardless of hospital quality level. Therefore, as described in the closed-border
case, the government collects all income from consumers and redistributes the amount equally

among them after deducting hospitals costs.

11



Substituting 7; = 1 into (12), (2), and (3), we obtain p; = A\y? + (1 — \))yl — si — T; and

yzH = yiL = s;, which lead to
0 dq* (p:) Op; , ,
e Uz, zi)dz; =b Nt (55 1— )\ .
Osi /zieLi (o zi)de Ti=7;=1 dp; 0s; A (s) + Ju'(si)
e (19)
and
4 dq* (pi) Opi
i» Zi)dx; =b
aT’l /IieLi U(x Z) ’ Ti=1r=1 dpl aﬂ
dq”(pi)
= b= <0 20
dpi < ’ ( )

and, in turn, to the following proposition:

Proposition 2. In an equilibrium, the government of the patient-importing country chooses the
tax rate as 1, and the reimbursement level and subsidy for consumers, so as to equalize the marginal
benefits from reimbursement and subsidy. Further, the government chooses the minimum subsidy
to the hospital that satisfies the non-negative profit constraint of the hospital.

Proof. See Appendix A.

In the cross-border case, the government has the power to induce hospitals to improve the
quality of their healthcare services by increasing the reimbursement level, which in turn increases
consumers’ benefits. However, an increase in reimbursement decreases the subsidy to consumers,
which reduces consumers’ benefits. Therefore, the government balances reimbursement and subsidy
S0 as to equalize the marginal benefits between them. Consequently, the reimbursement is more
than c. Additionally, the profit of the hospital might be more than 0 when b is sufficiently large.
Therefore, Proposition 2 implies that, with a significant expansion in cross-border healthcare, the

hospital would change from the conventional DRG-based payment systems.

Patient-exporting country. We consider Country j in which a proportion of consumers receive

12



cross-border healthcare services. The total consumer utility is given as

/. L. max{U (2, z;), Uz, zi) }dwj = v+ bg* (pi) Njo™ + (1 — Aj)e"] + bg* (pj) [N (1 — ¢)

+ (1= 1)1 = M)+ Al u(d) + (1= o"u(yh)] + (1= Ao uh) + (1 — ¢")u(yF)]

gt [/(]¢H(1+x)dx+/2(lx)d:p] (- [/Od)L(lJr:U)der/i(lx)dx]

— Fyo" + (1= \;)0"). (21)

The government in Country j chooses reimbursement level (p;), tax rate (7;), and subsidy (s;,
Tj) so as to maximize (21) under the budget constraint (12) and the non-negative profit constraint,
m; > 0. If p; and T are fixed,

d

— max{U(zj, zj), U(xj, z;) }dz;
de z;€L;

=\ [b(a* ) — " (05))

p; and T} are fixed.

_ _ H _ _
+ (u(yfl) —u(ylh)) — 2t — F]% + (1= X))@ ®f) — ¢ (05)) + (u(yk) — uly?))

b —(dyT ayT g, — (dyT dyT as;
— 92t L _F bV H, H Jt Jr 777 1— Hy, 7 H J _7J3 77
¢F = Fl——+ X | u(yﬂ)<de s, dr, + (1= ¢")u(y;) i
— dﬁ dﬁds- — dZTL dl/id&
1— )\ L 7 I ji Ji &og 1— LN,/ L J J ) 29
+ (1= X)) [o5' (yF) <de T dss dr + (1 ="' (yy) ar  dsy dr, (22)

Substituting (2), (3), (7), and (17) into (22), we obtain

d

— max{U(xj, 2;), U(x;, 2;) ydx;
tj Jaser,

=M1 =X)" -y

p; and T} are fixed.
x [P/ (yF) + (1 — ™) (yF) — o™/ (yIT) — (1 — ™)' (y 1), (23)

which leads to the following lemma.

Lemma 3. In an equilibrium, the average marginal utility of low- and high-income consumers is
equal.

Proof. See Appendix B.

The right side of (23) is equal to 0 when 7 = 1, because yg = iji, yJH = ij, and ¢l = @l
when 7 = 1. Therefore, when 7 = 1, the first-order condition to maximize total consumer utility is

satisfied. However, total consumer utility is not always maximum at 7 = 1.

13



Proposition 3. When t is sufficiently large, the equilibrium tax rate is equal to 1. On the contrary,
when t is sufficiently small, the equilibrium tax rate is below 1, because the second-order condition
to mazimize total consumer utility is not satisfied.

Proof. See Appendix C.

Proposition 3 implies that an expansion in cross-border healthcare resulting from a reduction
in the disutility from traveling to a hospital (¢) influences income redistribution in the patient-
exporting country. In other words, total consumer utility in the patient-exporting country does not
necessarily increase by redistributing income to low-income consumers from high-income consumers.
The reason for this result is that high-income consumers tend to visit a hospital abroad more
than low-income consumers do. Since consumers who receive treatment abroad have to make a
copayment, the marginal utility of high-income consumers who receive treatment abroad is not
always higher than that of low-income consumers who receive treatment in their home country.
In particular, if the difference in redistributed income is sufficiently small between high- and low-
income consumers, the marginal utility of high-income consumers who receive treatment abroad is
lower than that of low-income consumers who receive treatment in their home country. Therefore, if
7 is close (but not equal) to 1 and the ratio of high-income consumers receiving healthcare services
from the foreign hospital (¢™) is sufficiently larger than that of low-income consumers receiving
healthcare services from the foreign hospital (¢¥), redistributing income to low-income consumers
from high-income consumers decreases total consumer utility. We consider an extreme case, in

which ¢ = 1 and ¢* = 0. In this case, the marginal utility of high-income consumers is u’ (yﬁ )

and that of low-income consumers is u'(y;). If 7 is close (but not equal) to 1, ' (E) > (yJL)
Thus, redistributing income to low-income consumers from high-income consumers decreases total
consumer utility in this case.

As (7) shows, the difference between ¢ and ¢” is larger when ¢ is smaller. Therefore, if ¢ is

sufficiently small, total consumer utility is maximized at a tax rate below 1.

14



If 7; is fixed,

d

i [ eV ) U0l =00 ~0'6f)

7; is fixed.

N I H _ I
+ (ulyf]) — uly]") - 26" ]—— (b + (L= 2" (F) — a*(0f) + (ulyf;) —ulyf))

0" da*(p) dp; | H , L
u o (Wi W dp; " dyl
¢u(yﬁ)<d;j+d]jjd5j + (1= o™ (y] )d;j
_ dji dﬁ%d . d
(1= ) [&u'(yﬁ)(dﬁ g f) (1= 6 ) - ] (24

From (12), dp;/0s; = —1. Additionally, from (2), (3), and (5), we obtain 8@/88]' = 8@/8@ =

ay] /0s; = ayﬂ/as] =1 and 8yﬁ/6pj = 8yﬂ/8p] —1. Thus,

o [ (U, 2), UG )y = (1= 6 4 (1= M) (1 — 6)
88] z€L 7; is fixed.
N(1= ™M)/ () + (1= 2) (1= M)W (F) g (p))
- [ YR e (e W1 R >
which is positive when
Jda(p;) _ (L= ) () + (1= A (1= oM (yf) 26)

dp; N =M+ (L- (1~ oF)
The left-hand side of this equation indicates marginal benefits for reimbursement, and the right-
hand side represents the average marginal utility from consumption other than healthcare services
for consumers who receive healthcare services from the domestic hospital. An increase in reimburse-
ment decreases subsidy to consumers, resulting in a decrease in consumption other than healthcare
services. Therefore, the government increases (decreases) reimbursement if the marginal benefit of
healthcare services from an increase in reimbursement is greater (smaller) than the marginal loss
of consumption other than healthcare services for consumers who receive healthcare services from

the domestic hospital.

As well as the government in the patient-importing country, the government in the patient-

exporting country also balances reimbursement and subsidy so as to equalize the marginal benefits

15



between the two. However, note that the government in the patient-exporting country takes care
of only consumers who receive healthcare services from the domestic hospital, because the quality
of the domestic hospital does not influence the benefits to patients who receive healthcare services
at the foreign hospital.

Accordingly, we obtain the following proposition.

Proposition 4. When b is sufficiently small or consumers’ income (y" and y*) is sufficiently low,
the equilibrium subsidy to consumers is equal the tax revenue less hospital costs and the equilibrium
reimbursement is so small that the hospital would choose minimal quality. Otherwise, the equilib-
rium subsidy to consumers and reimbursement to the hospital is so determined that the marginal
benefits from an increase in reimbursement is equal to the marginal losses from a decrease in sub-
sidy for comsumers who receive healthcare services from the domestic hospital. The equilibrium
subsidy to the hospital is determined as the minimum value so as to satisfy the non-negative profits
constraint of the hospital.

Proof. See Appendix D.

4.3 Sub-game perfect equilibrium.

Having clarified the equilibrium strategies of the two governments in both the closed- and cross-
border cases, we describe the equilibrium property in the two countries in which income distribution

among consumers is different.

Proposition 5. We assume that A\ > Aa. When b is sufficiently small, t is sufficiently large, F
is sufficiently large, or consumers’ income (y and y*) is sufficiently low, no consumer receives
cross-border healthcare services and the quality level of the hospitals is minimal. Otherwise, Country
1 (Country 2) imports (exports) patients, and the reimbursement is larger and quality higher in
Country 1 than in Country 2.

Proof. See Appendix E.

The larger t and F are, the greater is the frictional force against foreign healthcare services.
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Additionally, since healthcare services are luxury goods,® low income can become an impediment
to foreign healthcare services. Further, if b is sufficiently small, a minimum quality of healthcare
services would be the best from the point of the view of social welfare. Accordingly, even if
cross-border healthcare is permitted, no consumer receives cross-border healthcare services in the
equilibrium for some range of parameters.

When some consumers receive cross-border healthcare services, the quality of healthcare is
different between countries. The larger the total income, the larger the tax revenue. Further, the
larger the total income, the lower the marginal utility from consumption other than healthcare.
Therefore, a country with a large total income spends more money on reimbursement to hospitals

and provides higher quality healthcare than a country with a relatively low total income.

4.4 Impacts of Border Openings

From Propositions 1 and 5, we present the healthcare impacts of opening the border as the following

proposition.

Proposition 6. If provision of cross-border healthcare induces some consumers to access cross-
border healthcare services, the equilibrium quality of hospitals in at least the patient-importing coun-
try and the total consumer utility in both countries increase in cross-border healthcare compared to
closed-border healthcare.

Proof. Proposition 5 shows that the equilibrium hospital quality is higher in the patient-exporting
country compared to the patient-importing country, which means that cross-border healthcare
increases the equilibrium quality of hospitals in at least the patient-importing country. If the
equilibrium quality is greater than 0, the benefit from a quality upgrade over 0 outweighs its
cost; thus, the total consumer utility increases with cross-border healthcare provision. Even if the
equilibrium quality remains at 0 in cross-border healthcare, utility is greater for patients who cross

the border compared to those under closed-border healthcare. Therefore, cross-border healthcare

8This is because the utility function of consumption of goods and services other than healthcare services is concave
for consumption.
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increases total consumer utility in both countries if cross-border healthcare provision induces some

consumers to access cross-border healthcare services. [ |

When some consumers receive cross-border healthcare services, the patient-importing country
provides an incentive to hospitals to take in foreign consumers. Therefore, the quality of healthcare
in the patient-importing country improves through border openings for healthcare. On the other
hand, the patient-exporting country does not need to provide an incentive to hospitals to take
in foreign consumers; thus, the patient-exporting country cannot always improve the quality of
healthcare by opening the border for healthcare.

According to Proposition 3, an equilibrium tax rate below 1 implies that opening of the border
weakens income redistribution. However, Proposition 6 shows that cross-border healthcare increases
total consumer utility even if cross-border healthcare weakens income redistribution. This implies
that cross-border healthcare enables consumers to receive high-quality healthcare services in a

foreign country and that their benefits outweigh the losses from the weakened income redistribution.

5 Discussion

This section examines, through comparative statics of the parameters ¢ and F', how the equilibrium
property changes as cross-border healthcare continually expands.

When t and F' are sufficiently large in an equilibrium, no patient receives cross-border health-
care services in either country. In this equilibrium, governments do not provide an incentive for
hospitals to improve their quality. Thus, the equilibrium property does not change if any of the
parameters, including ¢ and F', change. When ¢t and F' decrease below their respective threshold
values, the equilibrium property discontinuously changes. In the changed equilibrium, a proportion
of consumers in Country 2 cross the border, and reimbursement is larger and quality of healthcare
services better in Country 1 than in Country 2, as the previous propositions show.

When a proportion of consumers in Country 2 receive cross-border healthcare services in an

equilibrium, the government of at least Country 1 provides an incentive for hospitals to improve the
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quality of their healthcare services, and the lower ¢, as a direct effect, provides a greater incentive
for the governments to increase reimbursement to hospitals, as shown in (11). The government
of Country 2 also has the same incentive if the hospital in Country 2 provides higher-than-the-
minimum healthcare quality. In addition to the direct effect of a decrease in ¢, three indirect effects
occur, when a proportion of consumers in Country 2 receive cross-border healthcare services. First,
a decrease in ¢ induces patients to move from Country 2 to Country 1, increasing (decreasing) the
revenue of the hospital in Country 1 (Country 2). This movement reduces (increases) the subsidy to
hospitals and increases (decreases) reimbursement and hospital quality if the governments provide
subsidy to their hospitals (7} > 0). Second, a decrease in ¢ causes an increase in ¢! and ¢, larger in
the former than in the latter, when the equilibrium tax rate in Country 2 is below 1, as shown in (7).
The right-hand side of (26) is greater because the increases in ¢! and ¢ differ. In other words,
a decrease in t increases the average marginal utility for consumption of other than healthcare
services by the consumers of Country 2. A higher average marginal utility provides the government
in Country 2 an incentive to increase subsidy to consumers and decrease reimbursement. Finally,
the right-hand side of (23) changes because the increases in ¢’ and ¢” differ. In particular, when
u (E) — (E) > (yTLz) — (E), the right-hand side of (23) decreases. Thus, a lower ¢ reduces
the equilibrium tax rate in Country 2. Decreasing the equilibrium tax rate reduces the tax revenue
and, in turn, the equilibrium reimbursement and quality in Country 2.

A lower F' has no direct effect because it does not incentivize hospitals to improve the quality
of their services, as shown in (11). On the other hand, it has three indirect effects, because a
lower F' induces patients to move from Country 2 to Country 1. However, note that the number of
patients moving from Country 2 to Country 1 with a decrease in F' is the same between high- and
low-income consumers. Therefore, the equilibrium reimbursement and quality changes following a
decrease in F' are different from those caused by a decrease in t

Accordingly, the effect of a decrease in t and F' on equilibrium reimbursement and quality, when

a proportion of consumers in Country 2 receive cross-border healthcare services, is summarized in
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the following proposition.

Proposition 7. Assume that a proportion of consumers in Country 2 receive cross-border health-
care services in equilibrium. A decrease in t and F' increases the equilibrium reimbursement and
quality in the patient-importing country. However, the effect of a decrease in t and F on the

equilibrium reimbursement and quality in the patient-exporting country is ambiguous.

6 Conclusion

In this study, we examined the effect of cross-border healthcare with public health insurance. The
main findings are as follows. First, the implementation of cross-border healthcare induces at least
the patient-importing country to increase reimbursement to hospitals and improve their quality.
Second, the patient-exporting country exerts indirect negative effects on quality improvement.
Therefore, quality improvement in the patient-exporting country through continual expansion in
cross-border healthcare is ambiguous. Finally, huge expansion in cross-border healthcare in the
patient-exporting country resulting from a reduction in non-monetary friction influences income
redistribution.

The present model implicitly assumes that income redistribution does not influence the total
amount of wealth. Under this assumption, governments will redistribute consumers’ income equally;
however, it does not reflect the real situation. Since income redistribution would influence the total
amount of wealth, governments will not conduct a perfectly equal income redistribution. Even if we
consider the effect of income redistribution on the total amount of wealth, the equilibrium depends
on the marginal benefits from healthcare and the marginal utility from consumption other than
healthcare. Therefore, the essential results would not change, but a more precise analysis should
be considered in future research.

Further, the present model assumes profit-maximizing hospitals and governments that aim
to maximize consumers’ utility. We can also assume altruistic hospitals or welfare-maximizing

governments. However, the effect uncovered by this model is not lost even under this assumption.
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This is because altruistic hospitals consider profits and welfare-maximizing governments consider

consumers’ utility as part of their objective. However, it would involve additional effects, which

should be clarified in future research.
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Appendix

A. Proof of Proposition 2. From Lemma 2, total consumer utility is also maximum at 7 = 1
under equilibrium reimbursement. Therefore, the equilibrium tax rate in country i, 7%, is equal
to 1. Since the hospital in the patient-importing country has higher quality than that in the
patient-exporting country, the quality of the hospital in the patient-importing country is more
than minimum quality level. Therefore, (11) is satisfied in the equilibrium in which a proportion
of consumers in Country j receive healthcare services from Country 4, which means that p; must
be more than c¢. Additionally, when s; = 0, the right-hand side of (19) is positive infinity because
u(0) = oo. Thus, sf must be more than 0. Therefore, p! and s} are not corner solutions, and
thus, the right-hand side of (19) is equal to 0 in the equilibrium. As (20) shows, an increase in
T; decreases total consumer utility. Therefore, 77" is the minimum value to satisfy a non-negative

profits constraint. |

B. Proof of Lemma 3. As shown in (23), the necessary condition for an interior solution is

o (yh) + (1 — o™ (yF) = o™ (yl]) — (1 — o™ )/ (y17), (27)
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which implies that the average marginal utility of low-income consumers equals that of high-income
consumers. This condition is satisfied when 7 = 1 which is a corner solution. Further, since u/(0)
is infinite, the equilibrium tax rate is more than the lower bound of 7 that satisfies a non-negative

profits constraint of the hospital and the budget constraint. Accordingly, this lemma is proved. B

C. Proof of Proposition 3. We define y; = E!Tﬂ = E\Tzl = Ny + (1 - X))y —p;j — T and
Uji = E“:l = ﬁhzl =7 — (p¢ — pj). The second-order condition to maximize total consumer

utility under 7 =1 is

2
% / max{U(z;, zj), U(xj, z) }dx; = N\i(1— )‘j)(yH - Z/L)2
Tj zj€L; p; and T are fixed and p; <pic.
O AN N AN o _
>< [Aj { W) 0D sty + - ¢L>u”<yf>}
P HY o (0 HY)2 _ _
+(1=)) { (v (y;) 2tu Wi )™ oM (yH) + (1 - qﬁH)u/’(yf)H : (28)

This condition is satisfied when
(v (757) — o' (7)) + 2t[@u (757) + (1 — @)u" (75)] < 0. (29)

The first term of the left-hand side in (29) is positive and the second term of the left-hand side in
(29) is negative. If ¢ is sufficiently small, the second term is close to 0, and thus, the second-order
condition is not satisfied. When the second-order condition is not satisfied, total consumer utility
is not maximum at 7 = 1. In other words, it is maximum at 7 < 1. If ¢ is sufficiently large, the
second-order condition is satisfied. Additionally, when t is sufficiently large, ¢! and ¢’ is close to
0, in which the right-hand side of (23) is positive. Therefore, total consumer utility is maximum at

T=1. [ |

D. Proof of Proposition 4. When b is sufficiently small or consumers’ income (y* and y)
is sufficiently low, (26) is satisfied at any s; that satisfies the budget constraint (12). Since the
costs of hospitals are paid from the government’s budget, the equilibrium subsidy to consumers

is equal to the amount deducting the costs of hospitals from tax revenue when b is sufficiently
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small or consumers’ income (y? and y*) is sufficiently low. If (26) is not always satisfied in the
budget constraint (12), the left-hand side of (26) must be equal to the left-hand side of (26) in the

equilibrium. Further,

a/
— max{U(x;,z;),U(x;, z;)}dx;
o R U R

pi and s; are fixed.

dq*(p;) Op;

=B (1= 1)+ (1= )1 = 00
= 2P 0o e - 6] <o (30)
Pj

which implies that an increase in T decreases total consumer utility. Therefore, the equilibrium
subsidy to a hospital is determined as a minimum value so as to satisfy a non-negative profits

constraint of a hospital. |

E. Proof of Proposition 5. When ¢ is sufficiently large or F' is sufficiently large, no consumer
receives cross-border healthcare services, because the friction of cross-border healthcare is very
large. Therefore, the governments do not give an incentive to a hospital in order to raise its quality,
and the quality level of the hospitals is minimum.

When b is sufficiently small or consumers’ income (y* and y") is sufficiently low, the right-
hand side of (19) is positive at any s; that satisfies the budget constraint (12). Therefore, the
equilibrium reimbursement to a hospital is so small that the equilibrium quality of the hospital
in the patient-importing country would be minimum. Accordingly, the equilibrium quality of the
hospital is minimum in both countries, and no consumer receives cross-border healthcare services.

If some consumers receive cross-border healthcare services and the equilibrium tax rate is 1 in
both countries, the first-order conditions to maximize total consumer utility with regard to p and s
are identical in both countries, and they are b(dq*(p)/dp) = v/(s) and s+p+T = Ayl + (1 - \;)y~.
Since Ay > Ao, s1 > s if p1 = pa. Therefore, p; must be larger than py to satisfy the first-order
conditions. Further, when the equilibrium tax rate is less than 1 in Country 2, the tax revenue
becomes smaller than when the tax rate is 1, which implies that the equilibrium reimbursement

to a hospital becomes smaller than when the tax rate is 1. Accordingly, when some consumers
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receive cross-border healthcare services, the equilibrium reimbursement is larger in Country 1 than
in Country 2.
From (11), the quality of the hospital becomes larger as the reimbursement increases. Therefore,

the equilibrium quality is also larger in Country 1 than in Country 2. |
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