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Medical Schemes

Abstract

Not-for-profit medical schemes are the dominant vehicles for providing insurance for health
care in the private sector in South Africa. This chapter critically evaluates the role of medical

schemes in revenue collection, pooling of contributions and purchasing of health care.

Revenue is collected by medical schemes from employers and households on a voluntary
basis. Some employees are supported by their employers but the nature of employer
subsidies, particularly for those in retirement, has been changing. Revenue collection costs
are very high and broker activity has a negative effect on risk pool stability. The trend
away from restricted to open schemes has been arrested by the creation of a new single

restricted scheme for public sector workers.

Protections for members have been implemented in the form of open enrolment, community
rating and minimum benefits. Community rating is currently in fragmented risk pools and the
reforms underway to introduce a Risk Equalisation Fund will bring community rating across
the entire industry. Freedom to design benefits is being curbed but there is still substantial

use of benefit design for effective risk-rating of members.

Medical schemes tend to be passive purchasers of health care and few schemes have
become strategic purchasers of health care on behalf of their members. The lack of
engagement by medical schemes with the delivery of health care, together with constraints
in the provider environment is preventing the development of more efficient and cost-

effective solutions.
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Policy and legislative framework
Introduction

Medical schemes are the dominant vehicles for providing
insurance for health care in the private sector in South
Africa. Medical schemes reimburse their members for actual
expenditure on health. They operate on a not-for-profit
basis and are essentially mutual societies, governed under
the Medical Schemes Act (Act 131 of 1998) and managed
by boards of trustees®! They are however, surrounded by
a number of for-profit entities that provide administration,
marketing, managed care, consulting and advisory services.
In the minds of consumers there is often confusion between
the not-for-profit medical schemes and the high-profile listed

companies that act as administrators.

The Medical Schemes Act defines the ‘business of a medical
scheme’ as the business of undertaking liability in return for
a contribution in order to make provision for obtaining any
‘relevant health service'? Medical schemes can grant mone-
tary assistance to meet expenditure on a health service or
can provide the relevant health service directly or by agree-
ment with health care providers. Most medical schemes pay
the account from the health care provider chosen by the
member; some have attempted contracts with providers and
very few offer health care services directly. Schemes may
choose to be restricted” membership schemes if attached
to a large employer, union or other defined group, but all
others are open schemes that must freely admit anyone who

applies.

Revised legislative framework

The history of medical schemes in South Africa began
in 1889 and their status was formalised initially under the
Friendly Societies Act (Act 25 of 1956) and later the Medical
Schemes Act (Act 72 of 1967)2 Reforms during the 1980s
and early 1990s led to the increasing use of ‘mutuality’ as

opposed to ‘solidarity’ principles.c The democratic govern-

a  50% of the board of trustees must be elected by the members.

b A ‘relevant health service’ is any examination, diagnosis, treatment,
prevention or advice; prescription or supply of medicine, appliance or
apparatus; ambulance service, accommodation in hospital, maternity
or nursing home; for a physical or mental defect, illness, deficiency; or
pregnancy.

¢ Voluntary insurance operates on ‘mutuality’ principles where members
are assessed or underwritten on application and pay according to their
risk. Social systems operate on ‘solidarity’ principles where contribu-
tions are not linked to risk. Contributions may be paid equally (as under
community-rating) or according to ability to pay. Solidarity, when fully
implemented, requires that contributions are mandatory for defined
groups.

ment inherited a system in 1994 that had substantially turned
in the direction of mutuality, with members being risk-rated
and charged according to their age and state of health. This
produced adverse results in terms of health care equity and
access with the elderly and those with chronic disease being

most vulnerable.

Since 1994 there has been a substantial return to solidarity
principles although medical schemes still operate in a volun-
tary environment. The fully re-written Medical Schemes Act,
No. 131 of 1998, which has been applicable since 1 January
2000 has prepared the environment for Social Health Insur-
ance, as discussed in detail in Chapter 5. Doherty and
Mcleod documented the stormy re-introduction of three key
principles under the revised Medical Schemes Act of 1998.3

» Open enrolment: Open schemes have to accept
anyone who wants to become a member at standard

rates.

» Community-rating: Everyone must be charged the
same standard rate, regardless of age or state of
health. However, the current implementation applies
to each benefit option in each medical scheme rather

than the industry as a whole.

» Prescribed Minimum Benefits (PMBs): A minimum
package that must be offered by all schemes. Benefici-
aries must be covered in full for these conditions® with
no limits or co-payments. Schemes may insist on the use
of a contracted network of providers and formularies of

drugs to manage care.

These three principles enhance the risk-pooling function
within medical schemes. The Medical Schemes Act also
provided for some protections for schemes against anti-
selection by members by allowing the imposition of waiting
periods and late-joiner penalties under defined circum-
stances. Any funding arrangement, which is intended to assist
in meeting the actual costs of medical services must satisfy
the requirements of the Medical Schemes Act. These require-
ments include being registered under the jurisdiction of the

Council for Medical Schemes (CMS), having financial guaran-

d  The Prescribed Minimum Benefit package is a list of some 270 diagnosis
and treatment pairs (PMB-DTP) primarily offered in hospital (introduced
1 January 2000); all emergency medical conditions (clarified from 1
January 2003); diagnosis, treatment and medicine according to ther-
apeutic algorithms for 25 defined chronic conditions on the Chronic
Disease List (PMB-CDL) (introduced 1 January 2004).
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tees, maintaining prescribed solvency levels, having at least
6 000 members,® adhering to product design requirements
and regular reporting to the Registrar of Medical Schemes.
The Medical Schemes Act codified the duties of trustees
and provided for much improved governance of medical

schemes and the industry as a whole.

The revised Medical Schemes Act tasked the CMS with the
protection of members of medical schemes, rather than the
protection of the industry. The executive arm, the office of
the Registrar of Medical Schemes, has grown substantially
from being a small deputy directorate within the Depart-
ment of Health (DoH) to being a statutory body with consid-
erably expanded powers to regulate. The office is funded
by a levy on medical schemes members and is staffed by
a professional team including accountants, lawyers, health
economists and medical professionals. The CMS is respon-
sible for regulating medical schemes as well as accrediting
brokers, administrators and managed care organisations
that provide services to medical schemes. An amendment
to the Medical Schemes Act in 2007 is expected to expand
the role of the CMS to take responsibility for the operation of
the Risk Equalisation Fund (REF), which will further enhance the
risk-pooling function by creating an industry-wide risk pool

and an industry-wide community rate for the PMBs.

Demarcation with other health insurance

Medical

expenditure on health (known as indemnity business). Health

schemes reimburse their members for actual

insurance policies are provided by short-term insurers and
life offices and supervised by the Financial Services Board.
The demarcation of health insurance was re-defined in the
Long-Term Insurance Act (Act 52 of 1998) and Short-Term
Insurance Act (Act 53 of 1998), together with the Medical
Schemes Act of 1998.4° Health insurance policies may not
indemnify policy holders against actual medical expenses,
must offer a sum assured defined in advance of any health
care provision and may not directly reimburse health care

providers.

The insurance industry, particularly short-term insurers,
continued with the sale of products in defiance of the Medical
Schemes Act of 1998 and the revised Insurance Acts. The
insurance industry was reluctant to close the products as the

Insurance Acts allowed risk-rating and the payment of much

e ‘Members' refers to principal members, or those paying the contribution.
‘Beneficiaries’ are all those with cover on the medical scheme, including
families of the principal members.

higher commissions.” In a High Court judgement in December
2006, two products sold by Guardrisk, a short-term insurer,
were found to be doing the ‘business of a medical scheme’.
The products, Admed Gap’ and ‘Admed Pulse’ were designed
to offer cover for the difference between the amount actually
charged by a health care provider and the National Health
Reference Price List (NHRPL), which is commonly used as the
standard for payment by medical schemes. The judge found
that the policies were clearly for the purpose of defraying
expenditure in connection with the rendering of any rele-
vant health service and as such, fell under the Medical
Schemes Act. Guardrisk was interdicted and restrained from
marketing, promoting, advertising or concluding any further
policies. The judgement required the company to terminate
the policies of all 130 000 existing beneficiaries within three
months but leave to appeal has been granted, effectively

suspending operation of the judgement.

This judgement in favour of the CMS and Registrar of Medical
Schemes is significant as it confirms the view long-held by the
Council that these products were doing ‘the business of a
medical scheme’. Any remaining recalcitrant insurers will now
be aware that the CMS wiill pursue the matter in the courts.
The clear demarcation of products is important to ensure
that the risk-rated insurance environment does not attract
only the young and healthy and hence dilute the solidarity

of the medical schemes environment.

Itis not possible to get an estimate from the Financial Services
Board of health insurance sold under their jurisdiction and
much of the legitimate health insurance business is sold as
riders to life policies. The total premium for health insurance
in 1999 was estimated by the CMS to be R0.482 billion per
annum with cover of some 1.2 million people, although with
substantial overlap to those in medical schemes. A revised
estimate made in 2005 using the National Health Accounts
for 2000 suggests that health insurance might account for
RO.762 billion per annum or 0.6% of total health expenditure
in South Africa.® This would translate to 1.1% of private health

expenditure.

f  Some 25% of contributions on short-term insurance products, compared
to a maximum of 3% of contributions for medical schemes, limited to a
maximum of R60.70 per month plus VAT.



Medical schemes and revenue
collection

Revenue is collected by medical schemes from employers
and households on a voluntary basis. Some employees are
supported by their employers but the nature of employer
subsidies has been changing. Subsidies for those in retire-
ment have undergone the greatest changes in recent years.
Brokers have been legalised and are paid commissions for
bringing members to open schemes. The trend away from
restricted to open schemes since 1995 has been arrested by
the creation of the Government Employees Medical Scheme
(GEMS), the new single restricted scheme for public sector

workers.

Medical scheme coverage

Between 1994 and 2006 the number of registered schemes
declined from 170 to 124. There were a further 31 ‘exempt’
schemes in 1994, reducing to 12 Bargaining Council schemes

in 2004.9 Over the 1l-year period there was initial growth
in membership numbers followed by a long plateau with
new growth finally apparent from 2005. The total number of
members reported has increased by 20% over the period
1994 to 2006, from 2 487 to 2 985 million. The number
of beneficiaries has grown more slowly by 8.8% from
6 548 to 7 127 million." The increase in members at a faster
pace than the increase in beneficiaries is not attributed to
real changes in family size but a response to affordability
problems in medical schemes. The latest official figures from
the 2006/07 CMS Annual Report show two years of increase
in beneficiary numbers after four years of stagnation and
decline” This increase has been long-awaited as formal
non-agricultural employment has increased sharply since
2001 after drifting downwards throughout the 1990s.8 The
increase in beneficiaries is in part due to previously uncov-
ered lives being brought into GEMS, which has been in
operation since January 2006.

The analysis is complicated by changes in the definition of registered
schemes during the period. Schemes like Transnet and Polmed were
previously ‘exempt’ and only included as registered schemes from the
year 2000. The reporting by Bargaining Council schemes is not consis-
tent from year to year and the Registrar did not give the number of these
schemes in 2005 or 2006, or members of these schemes in 2006.

Over the period from 1994 to 2006 the number of principal members of
registered schemes has increased from 1 972 to 2 985 million (51.3%).
The number of beneficiaries in these schemes has increased from 5 303
to 7 127 million (28.9%).

Figure I: Maedical scheme coverage by individual income (Rands per month)
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Table I:

Personal Income
(per month)
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Medical scheme coverage by household income (Rands per month) and employment status

Highest Household Income
(per month)

Children
under
age 20

Not economi-
cally active

Pensioners | Total popula-

Empl
mployed over age 65 tion

employed Unemployed

Total number (population) = 10 475 543 925948 = 20075 422 7 187 419 5877 926 2 330 921 46 873 178
Ig:;'r::?ber onmedical 5 g47 385 124940 = 2279090 283317 706548 310342 6551621
E;:annézge ClfLI s 27.2 13.5 1.4 3.9 12.0 13.3 14.0
No income 12.6 38.8 4.6 1.9 8.5 13.6 6.9
Income under 1 000pm 2.7 3.0 1.5 0.4 1.2 1.0 1.4
1000 to 2 000pm 5.1 4.4 3.2 16 3.5 4.0 3.2
2000 to tax threshold 12.4 6.7 5.9 31 5.5 48 6.3
Tax threshold to 5 000pm 34.0 137 17.9 9.3 15.3 10.1 18.9
5000 to 6 000pm 59.4 32.2 436 21.3 40.4 29.9 44.0
6 000 to 8 000pm 68.2 37.0 51.9 28.7 32.9 21.5 51.4
8000 to 10 000pm 74.7 39.6 64.9 45.3 43.4 527 62.4
10 000 to 20 000pm 79.8 49.7 64.6 457 54.9 47.6 67.0
20 000 to 30 000pm 88.2 67.1 83.6 38.8 76.7 46.0 81.2
Over 30 000pm 79.9 67.6 80.9 36.4 89.0 100.0 78.3
Income not given 46.1 37.4 19.0 8.5 0.0 38.3 551

Source:  Derived using StatsSA, 2006.1°

A more meaningful measure of coverage is to relate the  over the 11l-year period or 6.1% per annum increase above

number of beneficiaries covered by medical schemes to  the Consumer Price Index (CPI) increases)

the total population. Based on mic-year population est- The problem of affordability of medical schemes is consid-
mates from Statistics South Africa (StatsSA), this figure has
declined from 170% in 1994 to 149% in 20057 In 2005,

open schemes' were in the minority at 359% by number.

ered to be the greatest obstacle to growth in the industry.
The effect of affordability on medical scheme demographics

manifests in the patterns of coverage by income and
These schemes tend to be larger with open schemes making P 9 4

up 19.7% of small schemes, 28.0% of medium schemes and employment status, the number of beneficiaries covered per

67.5% of large schemes. Thus the majority of beneficiaries
(71.8%) were covered in open schemes and the bulk of

revenue collection (72.3%) occurred through open schemes.

Total contributions to medical schemes have increased from
R11.299 billion in 1994 (R21.869 billion in 2005 Rand terms)
to R54.193 billion in 2005. Total contributions are reported
to be R57.568 billion in 2006.” The average amount contrib-
uted per beneficiary per month has increased from R343.67
in 1994 (2005 Rand terms) to R660.66 in 2005. This repre-
sents nearly a doubling of the real price of medical schemes

i Open schemes are required to admit any person who applies. Restricted
schemes can be formed on the basis of employment or other grouping,
such as an industry or profession.

family and the ethnicity profile of schemes. Figure 1, using
the 2005 General Household Survey (GHS), shows that there
is a very strong pattern of coverage by employment and

income level .10

Table 1 illustrates the strong relationship between house-
hold income and coverage. This relationship applies to the
unemployed, children and those not economically active,
supporting that access to cover occurs through either being
employed or being financially dependant on an employed

person.

j CPIX has only been published since 1997 so CPl is used for long-term
calculations.



There is evidence that when faced with affordability prob-
lems, children are left off the medical scheme. Between 1994
and 2005 the beneficiary ratio in registered schemes fell
from 2.69 beneficiaries per member to 2.43 due to house-
holds increasingly not covering all members of the house-
hold. Helmbold investigated the characteristics of these
partially covered households using data from the GHS.!! He
estimated that there are more than 1.5 million uncovered
people residing in partially covered households. The size of
a household has a significant effect on whether a household
is fully covered, uncovered or partially covered. This is largely
because household income does not increase in line with

household size and resources are thus spread more thinly.

In a voluntary environment people can move onto medical
schemes when they believe they will need cover, despite the

existence of waiting periods and late-joiner penalties.

Table 2 summarises the interplay between income, age
and gender to show the anti-selection that occurs in the
voluntary environment. The proportion of eligible children
covered is much lower than the proportion of people over
age 35. There is a noticeable decline in membership in the
age group 20 to 35 as young working adults and those
still studying remain out of schemes. A significant feature is
that more women than men choose to become members
in the childbearing years. The PMBs ensure almost complete
coverage of pregnancy and childbirth costs and medical
schemes have seen a pronounced increase in the number of

maternity cases in recent years X

Table 2: Anti-selection in medical schemes, 2005

Tax threshold of
R2 917 per month
in 2005

Highest household
income

R1 000 per month
in 2005

Male Female Male Female

household who join a

Proportion of
medical scheme (%)

Under 20 49.4 49.2 29.7 9.3

Age 20-35 37.6 441 19.2 25.6

Age 35-65 54.9 62.1 36.1 42.8

Age 65+ 66.1 65.2 53.5 53.0
Source:  Derived using StatsSA, 2006;'° CMS, 200712

k  The REF Grids submitted each month have shown higher numbers of
maternities than expected in the REF pricing each year. Unpublished
scheme investigations show substantially higher maternities than
expected as well as evidence of increasing numbers of women who join
schemes before giving birth and leave schemes thereafter.

Employer subsidy of medical scheme
membership

The effects of low income on access can be off-set if there is
a significant employer subsidy for health care. In the absence
of a mandated social security system for health care, there
is a range of positions an employer can choose to adopt
with regard to funding health care. These range from “seeing
health care as an aggravating and potentially ruinous cost
of doing business” to being “an investment in business
success” where “healthy people deliver healthy profits”!3
Companies that choose the former position might meet
legislated occupational health standards, to provide a fixed
subsidy for health care to all workers and allow for contribu-
tions to be collected from the payroll, but not involve them-
selves further in health care issues. Companies that choose
the latter position seek to invest in employee health care in
order to improve worker performance and satisfaction. They
might become active purchasers of health care and seek
to integrate all company health-related initiatives, as most

frequently seen by the mining houses and major retailers.

The role of employers in medical schemes has been
declining for some time. Employers have increasingly chosen
to restrict their involvement with medical schemes to paying
contributions to open medical schemes. This is partly due to
the changing nature of employment with people no longer
spending their entire working life with one employer. Changes
in remuneration philosophy to cost-to-company principles
and increased focus on employment equity have meant that
medical scheme membership is seldom offered as an addi-
tional benefit but it is costed as part of total remuneration.

The role of brokers in facilitating this shift is examined later.

The 2003 Old Mutual Survey documented how employers
have engineered a fairly constant employer cost of health
care over the past 10 years (as a percentage of payroll).14
This has been achieved by increasingly passing the risk of
escalation in health care costs to employees. In recent years
many employers have moved to fixing the medical scheme
subsidy as Rand amount or in terms of subsidising only a
basic set of benefits. Whereas 75% of employers in 1999
paid a fixed percentage of medical scheme contributions,
only 41% of employers did so with no limit and a further 18%
did so with a limit in 2003. Employees thus bear the brunt of

the increase in the cost of health care.
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Although companies may notionally make subsidies avail-
able to all workers, the 2005 Old Mutual Survey found many
individuals cannot make use of the subsidy because it is too
small in relation to the total contribution.!® This results in a
significant percentage of the workforce buying down to
cheaper options, deregistering some of their dependants or
being unable to continue to afford medical scheme cover.
The Survey found that the average employer subsidy was
R883 per employee per month, but a very wide variation

was observed.

Contribution increases and buying down

Medical scheme contributions increase on an annual basis,
with increases monitored by the Office of the Registrar. The
average increase in contributions per option is compared
to a benchmark of CPIX + 3%, and options which reflect
increases greater than this benchmark are requested to

provide further motivation for their increase.®

The nominal increase in average risk contributions per
beneficiary (as per scheme financials) from 2004 to 2005
was 2.72%.17 This figure does not reflect the average contri-
bution increase implemented by schemes as it includes the
effects of movements that occurred between options and
schemes as well as the effects of changes in family profile.
The industry average contribution increase estimated by the
Office of the Registrar for the same period was 6.86%. This
is an unweighted average of all options and schemes and
does not allow for differences in profile between schemes.18
An independent estimate based on index methodology esti-
mates the average increase at 595% (see Table 3)1° The
considerable difference between these estimated contribu-
tion increases and the increase in the average contribution
income of schemes indicates that some beneficiaries bought
down from more comprehensive options to cheaper options

with the consequent dampening effect on contributions.

Table 3: Estimated and actual increases in nominal
risk contributions by percentage
‘ 2004/05 ‘ 2005/06
Office of the Registrar estimate 6.8 5.9
Index methodology estimate 519 5.2
Average risk contribution per 27 38

beneficiary per month

Source:  CMS, 2005;7 CMS, 2006;'8 Ramjee, unpublished.l?

For the period 2002 to 2006 average contribution increases
(as estimated by the Office of the Registrar) have been
declining. They have however still been consistently higher
than the CPIX!® Increases in excess of the CPIX create a
significant affordability challenge as medical scheme contri-
butions comprise a larger proportion of household expendi-
ture over time. This explains the downward migration of
beneficiaries to cheaper options. This gradual movement is
expected as a high proportion of major medical benefits
are the same across all options due to the minimum benéefits.
This extent of buy-down depends on member awareness of

their benefits.

Income cross-subsidies in medical schemes

Anotherway to deal with affordability for low income workers
in a voluntary environment is for the employer to guide a
restricted medical scheme to create income cross-subsidies
within the scheme itself. This ‘social engineering’ of contribu-
tions is usually deliberate and agreed by all groups covered
by the scheme. For example, the trustees of a restricted
scheme may deliberately set contributions so that single
elderly people (typically widows, as women live longer than
men) only pay perhaps R20 per person per month. Contribu-
tions for other groups (employed or high income bands) are
then adjusted upwards to provide the total needed by the
scheme. There are no restrictions on the degree of ‘social

engineering’ within a restricted medical scheme.

The proportion of options in restricted schemes making
use of income bands has declined significantly over time,
from 83.9% in 2004 to 61.0% in 2006. Despite this decline,
restricted schemes still make greater use of income bands
than open schemes. Amongst the options making use of
income bands, the average number of income bands used
by options in restricted schemes (6.52 in 2006) is greater
than the average number used by options in open schemes
(3.52 in 2006). The average number of income bands used
has decreased for options in both open and restricted

schemes.

A decline in the use of income bands disadvantages the
low income members of medical schemes by reducing the
extent of income cross-subsidies. As pensioners tend to have
lower incomes they are included in the group that tend to
benefit from income-based contribution tables. Options
with income bands will thus be more attractive to pensioner
members, which impacts negatively on a scheme’s risk

profile. The competitive pressure and incentive to risk select



are thus contributing factors to the decline in the use of
income bands. Income cross-subsidies in open schemes and
across schemes are only possible if government implements
a deliberate income cross-subsidy policy as part of manda-

tory membership.

Employer subsidies for pensioners

Inthe period since 1994 there has been a substantial change
in employer policy with respect to subsidies for medical
scheme membership in retirement, driven by changes in the
accounting treatment of costs for retired workers. Since the
1980s there has been a worldwide movement in accounting
circles to account for costs in retirement during the working
life of the employee. In principle, a company must account for
any promises in retirement while a worker is still employed.
This requires additional expenditure to be recorded on the
income statement and additional liabilities to be placed on

the balance sheet.

The Old Mutual Survey conducted since 1994 has docu-

mented a significant movement towards excluding
pensioners from company funding for health care. In 1995,
89% of companies surveyed were providing funding of
health benefits for pensioners, falling to 43% in 2003 and
only 29% offering some form of post-retirement subsidy in

2005.

Old Mutual found that employers had employed the follow-
ing strategies to deal with the additional liability imposed by

the accounting standards:

» excluding health care benéefits in retirement from the
employment contracts of all new employees. The
percentage of companies not offering health care
subsidies in retirement to new employees was esti-
mated to be between 85% and 95% in 2005;™

» capping employer contributions for all future as well as

existing pensioners;

» offering cash or other benéefits in lieu of continuing to

cover the liability of post-retirement medical scheme

| The applicable standard for South African companies is International
Accounting Standard 19 on Employee Benefits (IAS19). This incorporates
accounting for retirement funds and post employment benefits from a
company perspective. The standard was previously known as AC116
and all South African companies, whether listed or otherwise, have
been required to comply with AC116 since 1 January 2001.

m  Personal communication, Old Mutual Healthcare Survey staff, February
2007.

contributions;” and

» re-designing the medical scheme benefit structure or

imposing limitations on benefits.

The drive to lower the impact of health care subsidies on
the company balance sheet typically has a feedback loop
to the way in which subsidies are organised for workers and
on the design of benefits. Employers have been remarkably
successful at reducing the risk of health care inflation to
themselves and ensuring that workers and pensioners carry
that risk. This was accomplished with almost no response
from unions, who in many cases welcomed the move from
defined benefit to defined contribution retirement schemes

that accompanied this change in employment conditions.

The full effect of transferring investment risk and medical
inflation risk to the elderly and future retirees will also take
some years to unfold. In 2002, Mcleod et al. described the
subsidy issue as ‘a future time bomb, warning that this issue
will impact the industry when those joining companies from
around the year 2000 onwards reach retirement age.?° This
will become apparent some 10 years to 30 years into the
future butif this practice does not receive serious policy atten-
tion then the impact on affordability of medical schemes for

those future pensioners is described as devastating.

The issue is now beginning to receive attention by the
Department of Social Development as part of the evaluation
of retirement reform proposals that could set up a manda-

tory Social Security System for retirement.21.22

The coverage of pensioners in medical schemes is 13.3%,
slightly lower than the 14.0% coverage of the total popula-
tion. Rohman showed that the proportion covered declines
with age which may be evidence of the affordability problem
as medical scheme contributions increase much faster than
pensions.?® The proportion of beneficiaries over the age of
65 is still considerably higher in restricted schemes than in
open schemes (7.73% compared to 5.85%) although this
gap has narrowed considerably since 2000.

n  The strategy of giving extra cash or benefits in retirement in lieu of
medical scheme subsidies for existing pensioners ran into significant
legal challenges between 2003 and 2005 and hence no employers
indicated using this strategy in the 2005 Survey. However this approach
had already run a substantial, if disastrous, course in South Africa. Retire-
ment funds have been accused of misusing retirement fund surplus for
this purpose.
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Single restricted scheme for the public
sector: Government Employees Medical
Scheme

One positive development has been the return by govern-
ment to a restricted scheme for public sector workers. In the
apartheid years the public sector had restricted schemes
by racial group but during the 1990s public sector workers
were allocated an employer subsidy for medical schemes
and could use this to join any open medical scheme of their
choice. The growth of the role of brokers in the 1990s was

fuelled by this subsidy approach.

The restructuring of medical scheme subsidies in the public
sector was placed on the agenda in December 1999. The
1999 Remuneration Policy Review had identified major short-
comings, including inequality in access to medical scheme
cover, affordability concerns, lack of value for money,
spending inefficiencies and little integration with public
sector health care.?* Despite a relatively generous medical
scheme subsidy,® there were only some 450 000 people,

half of the one million employees, using the subsidly.

In 2002, Cabinet approved a framework policy for a
restricted medical scheme, only for public sector employees,

centred on the principles of:

» equity, where employees have equal access to the
most extensive set of equal basic benefits under equi-

table remuneration structures, subject to affordability;

» efficiency in respect of costs and delivery of benefits;

and

» differentiation, where employees opting for more exten-
sive cover have equal access to such higher benefits

subject to their needs.

The GEMS was registered in January 2005 and became
operational in January 2006. Government has used the lure
of a higher medical scheme subsidy within GEMS,P as well as
insisting that all new employees may only join GEMS. It was
reported in July 2007 that GEMS had reached 150 000 prin-

o  Government paid two-thirds of any medical scheme contribution, to a
maximum of Rl 014 per month per employee. This was generous by
industry standards where 50% was a common percentage subsidy.

p Arevised and improved employer subsidy regime was negotiated and
implemented from 1 July 2006. A 75% subsidy of monthly contributions
was provided, capped at R1 200 per month per employee. Workers
on the lowest salary bands (earning less than about R60 000 a year)
received a 100% subsidy capped at R1 900. Those remaining on open
schemes received the lower original subsidy of up to two-thirds of
contributions, capped at R1 014 per month. The issue formed part of
acrimonious bargaining during the June 2007 public sector strike. There
were calls by labour for the subsidy to be used across other schemes.
A revised subsidy of R2 020 per month was offered by Government, still
restricted for use in GEMS.

cipal members or some 400 000 lives, making it the largest
restricted scheme and the third largest medical scheme in
South Africa.?

The combination of high subsidies for low income workers,
income-related contribution tables and the bargaining
power of the new scheme have been significant. A low-wage-
earning civil servant and family is able to join the lowest cost
option, Sapphire, without making an out-of-pocket contribu-
tion. There are some 325 000 people eligible for the 100%
subsidy, 191 000 (hearly 60%) of whom were not previously
medical scheme members. It is estimated that the Sapphire
option alone could bring about 600 000 new lives into the
medical scheme market and that GEMS may ultimately see
the enrolment of an additional 1 million medical scheme
beneficiaries (an increase of some 14% from current industry

levels).

The implementation of GEMS sets an example to other
employers by demonstrating that it is possible to develop
packages of benefits that can be made affordable to all
employees. Initial vociferous concerns by open schemes that
they might lose up to 25% of their collective membership
have become muted. However, there are specific schemes
that had very high proportions of public service employees
that might need to amalgamate with GEMS or close as their
risk pools reduce in size. GEMS provide an important role
model for large employers in its design of subsidies and the
benefits of returning to a restricted scheme for all its workers.
GEMS is also a role model for other medical schemes in

terms of benefit design.

The costs of acquiring members

A notable feature since 1994 has been the growth of open
schemes at the expense of restricted schemes. Figure 2
shows that in the early 1990s the number of members in
open and restricted schemes was approximately equal, but

has since strongly diverged.

Since brokers began to operate in the market they have
aggressively moved people to open schemes, often leaving
the older members behind in a closed restricted scheme.
Although movement out of restricted schemes has slowed,
open schemes covered 71.8% of registered scheme benefi-
ciaries and 69.6% of all beneficiaries by 2005. The propor-
tion in restricted schemes has begun to increase again as
public sector workers and their families move from open
schemes to GEMS.



Figure 2: Historic membership of medical schemes by type of scheme, 1990-2006
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Brokers in medical schemes were only legally recognised
in 2000 and 5 867 brokers had received accreditation by
December 2002. In recent years broker fees paid by open
schemes have been accelerating resulting in increases
in broker fees now far exceeding increase in the number
of members!® The Registrar of Medical Schemes is rightly
worried about this problem. It is instructive to reflect
that by March 2007 there were @ 742 individual health
brokers accredited with the CMS.” The number of general
practitioners is estimated to be of the order of only some
7 000 individual doctors.

Open schemes, by using brokers to attract new members,
thus incur an additional layer of non-health care costs for
marketing and acquisition that most restricted schemes do
not incur. The total acquisition costs (included marketing and
advertising) incurred by open schemes was R230 million or
2.7% of gross contribution income in 2005. There were five
restricted schemes that paid brokerage but these operate in
markets where public sector workers at lower tiers of govern-
ment can still choose which scheme to join. Total acquisi-
tion costs were 21.8% of gross administration expenses for
open schemes and only 0.7% for restricted schemes. If the
five schemes paying brokerage are excluded, then there

were no acquisition costs recorded for any other registered

q Figure 2 represents data derived from the CMS Annual Reports since
1990.

schemes. Marketing and advertising expenditure was five
times greater in open schemes at 3.0% of gross administra-

tion expenses, compared to 0.6% for restricted schemes.

The per member per month (pmpm) expenditure on brokers,
for open schemes, was found to be 41.1% higher for the
four largest schemes than for the other schemes making use
of brokers. The expenditure per scheme on marketing and
advertising was also found to vary strongly by scheme size
with the four largest open schemes incurring 30.1% of the

total open scheme expenditure in this category.

The presence of brokers in the open scheme market is inti-
mately connected to the competitive dynamics between
open schemes and the short-term nature of the industry.
Because broker commission is limited in percentage terms
there is also no incentive for brokers to encourage growth at
the low end of the market. The Low Income Medical Schemes
(LIMS) report, resulting from the consultative process around
developing financing products for low income households,
recommended that the current broker business model be
altered to enable distribution in the low income market.?
It also suggested that distribution could be effected via

employers and trade unions.



Medical schemes and risk-pooling
The size of risk pools

The number of medical schemes has been in a long decline
since 1974 since the Registrar began record keeping. There
were 252 registered schemes and a further 53 exempt
schemes for a total of 305 schemes in 1974. The number
of registered schemes has fallen from 170 in 1994 to 124
at the end of December 2006. Since 1974, the number of
beneficiaries in medical schemes has roughly doubled from
3.5 million to 7 million. This is excellent news for risk-pooling

as it means that risk pools are becoming larger.

Of the 146 schemes registered in 2000, only 117 (80.1%)
were still registered at the end of 2005. Twelve of these
schemes had liquidated and 17 had amalgamated with
other schemes, with the majority of the activity occurring
within the restricted scheme market. Consolidation activity
in the market is likely to increase in the next year given that
schemes losing a large proportion of their members to
GEMS will be left with smalller risk pools and higher claiming

Medical Schemes 4

The larger the risk pool the more stable and predictable
the results and the lower the risk of insolvency. The average
registered scheme size was under 10 000 beneficiaries in
1974, growing to some 31 000 by 1994 and 52 000 by
2005. However, average figures are very misleading as
there are substantial differences in sizes of schemes. Figure 3
shows scheme size at the end of 2005 and shows that open
medical schemes are generally much larger than restricted

schemes.

One open scheme, Discovery Health Medical Scheme, now
dominates the market having grown from its inception in
1993 to 1.855 million beneficiaries by September 2006.12
This scheme is more than three times the size of its nearest
competitor and alone accounts for over 35% of the open
scheme market and 25% of all medical scheme beneficiaries.
Optimum health risk pool size has not yet been studied in
South Africa but in the United States of America the minimum
size to accept full health care risk is considered to be 20 000
beneficiaries.?” At the end of 2005 only 23% of restricted
schemes exceeded 20 000 beneficiaries while 67% of open

schemes did so.

profiles.
Figure 3: Size of medical schemes and number of options, 2005
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Solvency of the risk pools has become less of an issue since
2000 with the greater capacity in the Registrar’s office. There
is now detailed quarterly monitoring of all schemes and
monthly review of schemes identified to be in financial diffi-
culty. In 2000, some 3.22 million beneficiaries were members
of medical schemes with a solvency protection of less than
10% of contributions. By December 2005, this number had
reduced to only 111 759 beneficiaries — an improvement of
97%. Some 4 million beneficiaries are currently in schemes
with a solvency level greater than 25%, compared to the 1.4
million who enjoyed such protection in 2000. This represents

a 170% improvement.

Overall, the solvency level was at 39.1% of total contribu-
tions by the end of December 2005, substantially higher
than the statutory required level of 25% of contributions. This
represents a net asset value of R3 060 per beneficiary in the
industry. Restricted schemes tend to maintain higher solvency
levels and only six schemes did not meet the minimum
solvency at the end of 2005. Open schemes are more prob-
lematic and are wary of taking interim increases in contribu-
tions or posting high contribution increases as brokers may
persuade members to leave. Schemes that are growing fast
also suffer strain on their reserves and find it more difficult
to maintain solvency. Despite active engagement by the
Registrar there were 18 open schemes that failed to meet
minimum solvency at the end 2005 and these covered 57%

of open scheme beneficiaries.

A further fragmentation of risk pools occurs in South Africa
because schemes are able to design benefit options and
are required to treat each option as a separate risk pool
for community-rating. Each benefit option is required by law
to be self-sustaining, thus forcing risk-pooling to occur at an

option level resulting in fragmented risk pools.

Half of all restricted schemes have only one option and
only 11% have more than three options. Open schemes,
in attempting to provide a wider choice for competitive
reasons, typically have four to five or even more options. On
average restricted schemes had 195 options per scheme
in 2005 compared to 5.28 options per scheme for open
schemes. The highest number of options in one scheme
was 21 in 2005, reducing to 16 in the same open scheme
in 2006. Figure 3 shows that among scheme sizes, open

schemes have more options than restricted schemes.

The Registrar is increasingly refusing to register minor vari-
ations in benefit package as separate options. There were
381 options registered in medical schemes in 2006, slightly
down from 401 options in 2005. The very high number of

options is of concern as each represents a separate distinct

package of benefits.

Trends in benefit design

Benefit design fulfils three (sometimes conflicting) functions
for a medical scheme. Benefit design decisions influence the
marketability and competitiveness of a scheme, the extent of
risk-pooling within a scheme, and the manner in which bene-
fits are rationed and delivered. The emphasis differs consid-
erably between open schemes and restricted member-
ship schemes largely due to the differences in competitive
dynamics. In a community rated environment without a REF,
open schemes with a lower-risk profile will be more competi-
tive. There is thus a strong incentive to use benefit design to

‘cherry-pick’ healthy members.

In the absence of mechanisms such as the REF to address
these incentives, the regulatory challenge shifts to limiting the
extent to which schemes can use benefit design to risk select
members and influence their risk pool. The PMB package
defined for use in 2000 was interpreted by many schemes to
exclude coverage out-of-hospital for chronic conditions. The
initial response to PMBs by some schemes was to substan-
tially reduce chronic medicine benefits and hence be seen
as less attractive to older and less healthy members. The
PMB package was revised with effect from January 2004
to include cover for 25 defined Chronic Disease List (CDL)
conditions. The benefits must include cover for diagnosis,
management and medicine according to therapeutic
algorithms published in the Government Gazette. With the
incentives for schemes to compete on the basis of their risk
profile, and to use benefit options to split their risk pool,
benefits for chronic conditions had become an effective tool
for risk-selection.? Prior to the implementation of the CDL
the majority of beneficiaries in open schemes belonged to
options with very limited chronic benefits. The aim of the CDL
was to ensure that all beneficiaries have access to benefits

for certain common chronic conditions.

However, the underlying competitive dynamics and incen-
tives have remained unchanged. As a consequence schemes
have moved away from providing cover in excess of the CDL
to avoid attracting older and sicker members, and the differ-
entiation between options on the basis of chronic benefits
has continued albeit in a more subtle form. This dynamic has
materialised as a decline in the coverage of non-CDL condi-
tions, with even top options moving away from open disease
lists, and a higher level of self-funding for non-CDL conditions
than for CDL conditions.
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Without the competitive pressures that open schemes are
subject to, restricted schemes have historically been able to
provide more generous chronic benefits. Restricted schemes
make more use of the cross-subsidies between young and
old members in the same option and in this way can offer
more extensive chronic benefits for the same community

rate.

The most recent manifestation of the regulatory challenge
is the refusal of the Registrar to register the rules of Genesis
medical scheme. Genesis applied to register three benefit
options for 2006, all of which offer limited risk-pooling for
out-of-hospital benefits. The Registrar contended that the
benefit options offered by Genesis are designed such that
they are unlikely to be attractive to the aged and sickly,
thus causing these members to “be systematically excluded
from the scheme on bases directly related to their age and
health status”?® The argument presented by the Registrar
does not require all options to offer benefits in excess of
the PMBs, but does require that schemes offer at least one
comprehensive option that addresses the needs of older
and sicker members. This argument relates to the way in
which schemes compete for members and the competitive
advantage that would arise for a scheme that attracts only

young and healthy members.2°

There were 208 options in open schemes and this represents
a vast array of choice for consumers. A clear understanding
of the product offerings and effective comparisons between
options are impeded by the complexity of the information
presented. It would be close to impossible for a consumer
to weigh up various benefit categories, financial limits, co-
payments and deductibles without some sense of the likely

claim frequencies and severities.

Savings accounts, deductibles and other
self-funding

Prior to 2006 many options allowed members to choose their
level of medical savings account contribution (subject to the
regulatory maximum) or annual routine benefit. This effec-
tively allowed members to tailor their benefits according to
their health needs and to pay different premiums. This was
seen to be a means of risk-rating members because part of
the premium paid by members reflected their health needs
and consequently this practice was disallowed. Savings
contributions had been increasing as a proportion of gross
contributions but this has been reversed in interim results in

2006 when savings contributions declined to 10.8% of gross

contributions, from 11.7% in 2005.

Although in contravention of the law, some schemes do cross-
subsidise between options thereby lessening the effect of
risk-pool segmentation. In 2005, in both open and restricted
schemes the age profile of options generating operational
deficits was older than in those options generating opera-
tional surpluses. While options should be self-sustaining, the
Registrar's office appears to tolerate this ongoing cross-
subsidisation until a solution to the option design issue can
be found. Circular 8 of 2006 published by the CMS suggests
reforms to more substantially address the underlying issue
of risk pool fragmentation.®! In particular, it allows for the
pooling of certain benefits to occur across the scheme as a
whole. Younger and healthier members will face increased
contributions to the extent that they have benefited from
fragmented risk pools. In a voluntary environment this may
result in these members exiting the medical scheme environ-

ment and driving up the current community rate.

Figure 4 shows the changing emphasis in risk benefits since
1974. It is clear that the emphasis in medical schemes has
shifted away from covering both major medical and out-
of-hospital benefits to primarily covering major medical
benefits (hospitals and specialists). Major medical expendi-
ture accounted for only 42.5% of pooled funds in 1974
but 71.4% by 2005. This shift has been driven partly by the
strong increases in hospital expenditure and the shifting of
out-of-hospital expenses to medical savings accounts, and
is underpinned by the PMBs emphasis on major medical
benefits.

Whilst the PMBs do provide some cover for out-of-hospital
costs, the awareness of these benéfits is relatively low and
the impact on overall benefit expenditure trends has been
negligible. The effect of the introduction of the CDL in 2004
on increasing chronic medicine benefits is masked by the
decline in medicine prices that occurred over the same

period.

The increases in hospital expenditure have led to an increas-
ing use of deductibles by schemes as a means of discour-
aging elective hospital admissions and some expensive
diagnostic procedures. Deductibles require that members
pay the first portion of the account up to a stated amount.
They are inherently regressive in nature and adversely affect

affordability for low income members.

Mediscor found that the extent of member self-funding
(measured as the patient pay per item) for pharmaceutical
benefits increased significantly from 2002 to 2003, but



Figure 4: Proportion of risk benefits by provider category
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subsequently declined in the next two years.3%3334 The shift ~ Figure 5: Range of average beneficiary age between

of the cost of acute pharmaceutical benefits to medical the youngest option and the oldest option in
savings accounts initially was influenced by the increased each open scheme, 2005
popularity of savings account options and the inclusion of
the CDL in PMBs. Subsequent declines are influenced by the
decline in pharmaceutical prices due to the medicine pricing

regulations and the increasing use of generic medicines.

Continued risk-rating through benefit
design

The most important risk factor in the cost of health care is age.
The prevalence of chronic disease is strongly related to age,
with diseases of lifestyle impacting substantially on health
care costs from about age 40 onwards. By offering different

Open schemes

benefit options that appeal to particular risk groups, medical
schemes can split the risk pool into smaller more homog-
enous groups, effectively risk-rating by age and chronic
disease. Figure 5 considers all open schemes in 2005 and
illustrates the range in average age between the option with

the youngest profile and the option with the oldest profile.
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Average beneficiary age

Source:  Ramjee, unpublished.!?

r Figure 4 represents data derived from the CMS Annual Reports.
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This splitting of the risk pool into homogenous groups is
not desirable as it reduces the extent of cross-subsidisa-
tion between beneficiaries. The existence of the PMBs
limits to some extent the ability of schemes to use benefit
design to segment members on the basis of health status.
It was hoped that the CDL legislation would improve the
cross-subsidy between the healthy and those with chronic
conditions within each option. However, the segmentation
of members according to chronic status has continued due
to other differences in chronic benefits, both perceived and
real. Chronic benefits are still differentiated between options
based on factors such as benefits for non-CDL conditions,
designated service provider (network) arrangements and
differing levels of benefit management such as drug formu-
laries. This continued segmentation is evidenced by the vari-
ation between options in the proportion of chronic claiming
beneficiaries, as well as the price and utilisation of chronic

medicine.

Despite legislation providing for community-rating within
schemes since 2000, older members and those with chronic
disease will still experience higher contributions on average
than younger members. The effects in restricted schemes
are less pronounced as membership within a company may
have a degree of compulsion and hence greater pooling
between age groups and between healthy and sick may

occur.

Risk Equalisation Fund for industry-wide
risk-pooling

The implementation of a REF using age and chronic disease
as risk factors will reduce the incentive for schemes to ‘cherry-
pick’ members. The purpose of the REF is to ensure that
community-rating occurs across all medical schemes and
not only by option. Every beneficiary will thus be charged
a similar amount for the common package of benefits,
the PMBs, and not an amount depending on the age and

disease profile of the option or scheme they join.

The Formula Consultative Task Team was established by the
DoH in July 2003 and reported on the design of the REF to
government in January 2004. An International Review Panel
of experts from six countries supported the findings and
suggested that the introduction of REF was urgent, suggesting
that implementation should be attempted by 2005. The DoH
formally adopted the REF as policy in September 2004 and
the testing phase of the REF was approved by Cabinet in
January 2005. The DoH embarked on a shadow process

for REF (with no money changing hands) during 2005. This
allows for a careful process of preparing and testing the REF
systems. While the industry initially expected the full imple-
mentation of REF from 1 January 200/, the legislative and
capacity building process is taking longer than expected.
The draft Bill for an amendment to the Medical Schemes
Act of 1998, which would establish the REF, was gazetted
in November 2006.3% It now seems unlikely that REF could

begin financial transfers before 2010.

This long period to implementation ofthe REF has very adverse
consequences for schemes with high average age profiles.
Figure 6 shows the expected impact on all schemes in the
industry using age data from March 2006. One restricted
scheme would expect to receive R612 per beneficiary per
month (pbpm) from REF while the highest net payment to REF
was R77 pbpm. Some open schemes are net recipients from
REF while others are net payors to REF, with the same being
true of restricted schemes. It was shown using data from June
2006 that there is expected to be a net transfer from open
to restricted schemes of R5.86 per beneficiary per month or

some R11.4 million per month.3¢

With the delay in the implementation of risk-adjusted transfers
through the REF, some schemes that would be net contribu-
tors to REF have become more vociferous in lobbying to be
excluded from REF. The legislators have been urged to ignore
special pleadings on this issue as if any schemes are granted
exclusion, then all other participants will bear the cost.?” The
stakeholder group advising on the REF showed using data
from June 2006 that if Polmed and GEMS, two large govern-
ment medical schemes, were to be excluded from REF, then
the community rate for the remaining schemes would go up:
the 6 427 000 beneficiaries in other schemes would have
to pay R4.05 per person per month for the 434 000 people
in Polmed and GEMS to be able to continue to enjoy lower
community rates because of their younger age profile.3®
This would be unfair as it would amount to an extra tax on
all other members of medical schemes to allow these two
schemes to continue their lower community rates by having
an exemption from REF. The same principle applies to any
scheme getting a permanent or even temporary exemption
from REF. Social solidarity requires that all schemes partici-

pate equally in the REF.

Itis intended that as a result of the REF, schemes will no longer
compete on the basis of risk selection (the age and health
profile of the beneficiaries they attract). Instead, competition
will be on the basis of cost-effective health care delivery.

Schemes that are successful at reducing the cost of delivery



will retain that benefit for their members and will thus be able
to lower their contributions for the basic package. However,
because equalisation can only technically be done on
common benefits, only the PMBs can be equalised. The
expenditure on PMBs is roughly half of total expenditure on
health care by medical schemes and thus the positive effects
of REF will be substantially diluted. Schemes will still be able
to use benefit design for the elements above PMBs to attract

particular risk groups.

During the shadow period, schemes submit the data in the
form of highly summarised REF Grids. However, this form of
data submission is not readily auditable and before actual
transfers occur there is a need to establish a more secure
way in which data is collected and stored. The CMS recom-
mended that a registry of all people on medical schemes
be developed for the REF to fulfil its future role as the insti-
tutional vehicle for Social Health Insurance (SHI). The registry
would contain unique identifying information to ensure that
a person could not simultaneously be a member of two
medical schemes. This ensures that per capita subsidies and
risk-adjusted payments are correctly allocated to medical
schemes depending on their validated beneficiaries. The
REF would separately hold detailed information relative to
the REF risk factors to be able to calculate the risk adjusted
payments. A key issue in process design is the care being

taken to ensure member confidentiality.

The systems have been developed but cannot be fully tested
and implemented without the enabling legislation and Regu-
lations that will allow for the collection of industry data.®
Detailed testing has thus been delayed from 2007 to an
unknown future date. Extensive consultation on the design of
the REF and its formula for operation occurred in conjunction
with stakeholders and the process was thus initially particu-
larly cooperative and was welcomed by industry. Delays in
implementation and problems associated with the planning

and testing phase have led to a cooling of sentiment.

Affordability for low income workers: the
LIMS process

The Low Income Medical Schemes process was a formal
consultative process initiated by the Ministerial Task Team on
SHI.?6 The process was born out of the recognition that the
implementation of income cross-subsidies as part of the SHI
framework will take significantly longer than was originally
envisaged. The objective was thus to find ways of extending

risk-pooling in the low income market in the interim. Low

income was defined broadly as income of R2 000 to R6 000
per month. Modelled on the REF design process, the LIMS
process drew strong industry involvement and engaged with

a broad range of stakeholders.

The LIMS process contributed significantly to the market's
understanding of affordability and the challenges that need
to be overcome in addressing the needs of low income indi-

viduals.

Significant progress was made in understanding the barriers
to coverage which include high levels of unemployment, the
lack of affordability of current premiums and the relatively
high cost of the PMB package. Significant work was under-
taken in assessing willingness to pay and preferred benefit

designs in the LIMS market.

The process highlighted the absence of true low cost
options in the current medical scheme environment. Many
of the lower cost options available in the current market are
competitively priced because of their risk profiles (combined
with lower benefits or aggressive managed care interven-
tions). If common benefits are to be pooled at a scheme level
(and not at option level, as is currently the case) these options

will experience a considerable increase in contributions.

The LIMS recommendations centred on the establishmentand
demarcation of LIMS schemes or options, including a recom-
mended income threshold and rules to prevent adverse
selection against LIMS schemes and current schemes. A
revised set of PMBs for the new class of LIMS schemes or
options was also proposed which would see a greater focus
on primary care with the public sector remaining responsible
for hospitalisation and major medical care. It was envisaged
that LIMS options would be risk equalised but would partici-

pate in a separate REF risk pool.

Whilst the proposals made in early 2006 appeared to be
positively received, there is little clarity a year later about
which, if any, of the proposals will be implemented. There
was a single enabling line in the draft Medical Schemes
Amendment Bill but draft Regulations have not yet been
published.3® There is a sense that LIMS is seen by policy
makers as fragmenting industry risk pools when other voices
are arguing for a single equitable national system. The lack
of feedback from the DoH on the LIMS proposals has frus-

trated many medical scheme industry participants.
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Figure 6: Expected payments by schemes to and from REF, 2006
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Risk-pooling ina voluntary environment barrier of affordability as not only does the person have to
meet the medical scheme contribution but also additional

In the voluntary environment for medical schemes members  henglties of between 10% and 75%. The late-joiner penalty

can leave and join at will. To ameliorate this, schemes have 5o penalises those people who were in exile and have

been allowed to impose age-related late-joiner penal-  retyred to South Africa and those who work overseas for
ties after an initial amnesty period that was extended and  several years to gain skills to bring back to South Africa. In

expired on 31 March 2001. People who had no medical g mandatory system there would be no need for late-joiner
cover were encouraged to join during the amnesty period.  penglties.

Once a late-joiner penalty is imposed, the consumer carries

that penalty for the rest of his / her life. Medical schemes have increasingly developed loyalty

reward systems to attempt to keep the young and healthy in

These pendilties [similar to those implemented in Australia) the system in the voluntary environment. These are not legally

aim to encourage people to join schemes while they are 1+ o the medical scheme and have to be set up in sepa-

young and to remain in the system. Their effectiveness in rate companies or by the administrator. The most prominent

doing so relies on public awareness of the penailties for loyalty scheme has been Vitality from Discovery Health but

joining late. To the extent that late-joiner penalties are not many other open schemes have now produced similar prod-

effective in encouraging membership, their role becomes ucts. Consumers often pay a joining fee and regular monthly

punitive in preventing people from joining the system late in - foq 16 have access to reward systems that may have some

life. The justification for the punitive effect that these penalties | i1nass focus. Increasingly these programmes have tied up

have on those joining late in life is based on the assumption i retail stores and banks issuing credit cards in order to

that people staying out of the system are only doing so to  ,:iqe rewards such as flights and discounts for use of a

select against the schemes. suite of financial products. Consumers are often unaware
In South Africa, where affordability is a major issue, this  that these systems are not part of the medical scheme and
assumption is not entirely correct and late-joiner penalties  that membership is voluntary. The add-on fee is often used to
have the negative effect of penalising those who could not  pay increased brokerage and the amount can be substan-
afford medical schemes in the past. This creates a double  tial: Medihelp's loyalty programme costs R100 a month for

a family.



There is a general sense (but often poor evidence) that there
has been an aging in the medical scheme population in
recent years, thus explaining the price inflation in medical
schemes. Data on the age profiles in medical schemes has
been captured and published by the CMS since 2000 but
the earliest data is extremely poor.® Since 2000 the actuarial
science department at the University of Cape Town and the
pricing team working on REF have systematically cleaned the
Statutory Return (SR) and REF age data to enable a definitive

comparison, shown in Figure 7.

There is evidence that the proportion of children in medical
schemes has reduced substantially. The industry has also lost
membership in the young adult years with a commensurate
increase in membership from age 35 upwards. The effect
from 2000 to 2007 is estimated to be an increase of only
3.4% in the industry price of PMBs with the effect from 2002
to 2007 being slightly higher at 3.8% of PMBs.

The greater impact by far on the price of PMBs is the effect of
younger and healthier people who have remained outside
the system. The degree of age and gender anti-selection
is illustrated in Table 2. If all people in households where
someone is earning above the tax threshold were covered
in medical schemes, then the price of PMBs would fall to

93.2% of the voluntary market level 22

There is evidence that more women of childbearing years
have entered medical schemes than would be expected in
a mandatory system and thus a large proportion of mater-
nity costs are probably already being covered in medical
schemes. There is evidence in the REF data and the LIMS
process that those with chronic disease are already more
likely to be on medical schemes.?6 Taking into account these
effects could result in the PMBs being 81.7% of the voluntary
prescribed minimum benefit price if all people in households
above the tax threshold became members. If mandatory
membership were to extend to the households of people
earning over R2 000 per month, then many younger people
would be included and the price for PMBs could fall to
78.3% of the voluntary levels. Another way to look at this
phenomenon is that prices of PMBs in the voluntary environ-
ment are some 20 to 30% more expensive in the voluntary
environment than they could be at various stages of manda-

tory cover.??

s Data given in ten-year bands instead of five-year bands; missing gender
information so all beneficiaries labelled either male or female; missing
age information and those beneficiaries labelled as all ‘Under 1" or
“75+" because there was no provision for ‘age unknown' in the data
collection.

Medical schemes and the
purchasing and delivery of health
care

The cost of delivery of health care

Non-health care costs are made up of gross administration
expenses, managed care management services, acquisition
costs, net impairment losses and net reinsurance cost, with
the first three categories accounting for 97.4% of non-health
care costs in 2005. Administration expenses and the cost
of managed care management services are costs that are

incurred in the delivery of health care by medical schemes.

These costs are considerably lower for restricted schemes
than for open schemes. In restricted schemes non-health care
costs vary by scheme size with larger schemes having lower
per beneficiary costs. This is less clear for open schemes;
medium sized schemes have higher expenses than small
schemes and schemes with more than 200 000 members

have higher expenses than large schemes.

The administrator market has concentrated over time, with
the market share of the top three administrators increasing
from 49.3% in 2002t to 55.8% in 2005. Self-administered
schemes have declined from 11.9% of the market to 109%
over the same period. This is likely to be related to the
increased demands on administrators including the need for
more sophisticated clinical data, and the implementation of
ICD-10 diagnosis coding.

The regulator uses a benchmark of gross administration
expenditure of 10% of gross contribution income. In 2005,
62.8% of open scheme beneficiaries and 18.3% of restricted
scheme beneficiaries incurred gross administration expenses
greater than this level. The regulatory pressure on schemes to
actively manage their non-health care costs has increased,
with the 2005/06 annual report individually identifying
schemes with above average costs. Schemes such as Pro
Sano (with high levels of trustee fees) and Discovery Health
Medical Scheme (with high administration costs) have also

come under the media spotlight.338

t  Data on administrator market share was only published from 2002 by
the Registrar of Medical Schemes.



Figure 7: Age profiles in medical schemes, 2000 to 2006
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Improved management of chronic disease

Chronic disease benefits in terms of the CDL legislation are
inclusive of diagnosis, medical management and medicine
costs. Prior to the introduction of the CDL, benefit design and
managed care tended to focus on chronic medicine only

and did not take an integrated approach.

The inclusion of the CDL in PMBs limited the extent to which
schemes could use financial limits to manage benefits. As
a consequence, other means of rationing benefits such as
drug formularies® and reference pricing have increased in
importance. Formularies are often used to encourage the
use of generic products. By contrast, the application of refer-
ence pricing requires that drugs be categorised into thera-
petutic classes, with a reference drug selected in each class.
The maximum price to be reimbursed is then set based on
this reference drug, with the consumer having to pay the
difference in price if a more expensive drug is used. Cost
savings depend both on how broad the therapeutic classes
are and on the selection of the reference drug in each class.
One of the aims of reference pricing is to have manufac-
turers compete to be the reference product and thereby

u A drug formulary is a list of reimbursable drugs and has the effect of
limiting coverage to those drugs.

Derived using Statutory Return data to 2005 and REF Grid data in 2006

drive prices down.3?

Generic utilisation has increased significantly in South African
medical schemes. The Mediscor reports indicate that the
proportion of generic items claimed increased from 27.7%
in 2002 to 43.7% in 200532333440 A number of possible
reasons are provided for the increase in generic utilisation,
including the introduction of more generic alternatives to the
South African market, the role of reference pricing and formu-
laries in promoting the use of generics and greater aware-
ness of generic products amongst consumers. Pharmacists
are now required to substitute generic products (where
cheaper), unless the prescribing practitioner has specified
otherwise. The Mediscor Medicine Review reflects substan-
tially lower average expenditure per item for generics than
for branded products (including those with valid patents and
those with expired patents) with price differences averaging
63% in 2005. Even where generic equivalents are not avail-
able the use of drug formularies can decrease the utilisation
of particular drugs if they are excluded from the formulary
and increase the utilisation of others that are included. For
example, the utilisation of Lipitor™ declined significantly from
2003 to 2004, whilst the utilisation of therapeutic equiva-
lents increased.



From a benefit design perspective this was particularly prob-
lematic in new generation options where diagnosis and
medical management benefits were largely self-funded. The
structure of the CDL encourages a shift in scheme benefit
design towards a disease-based structure as opposed to a
treatment-based structure i.e. a specified benefit for asthma
as opposed to separate benefits for diagnosis, medicine

and consultations.

From a managed care perspective, the primary focus
prior to implementation of CDL was on pharmacy benefit
management as opposed to disease management. The Old
Mutual 2005 Healthcare Survey noted that by 2003 phar-
macy benefit management programmes were widespread
and had become a standard managed care service thatall
schemes would be expected to use.!® By contrast only 59%
of the respondents to the survey had disease management
programmes (DMPs) in place in 2003. In light of the intro-
duction of the CDLs, a subsequent increase in the roll-out
of DMPs are likely, particularly in the fields of HIV and AIDS
and diabetes management. Access to benefits is in some
instances conditional on registration or participation in a
DMP. In certain instances, participation in a DMP may enable

a member to have access to enhanced benefits.

Scheme knowledge of their disease profile has been
enhanced considerably due to the introduction of the CDL,
the requirement to submit the data during the shadow
period for REF and the implementation of compulsory ICD-10
coding for providers. The lack of ICD-10 coding prior to this
hampered the ability to perform disease-based analyses.

Moving to strategic purchasing of health
care

Medical schemes tend to be passive purchasers of health
care with many administrators doing little other than verifying
the fee-for-service accounts sent in by providers and veri-
fying the eligibility of members. Few schemes have become
strategic purchasers of health care on behalf of their
members. Strategic purchasing requires a continuous search
for the best ways to maximise health system performance
by deciding which interventions should be purchased, how,
and from whom. This implies a concentration on network
formation, contracting with selected providers and risk-

sharing between schemes and contracted providers. It also

v ICD-10 diagnosis coding standard is owned and maintained by the
World Health Organization, and is a standard diagnostic classification
system used internationally. This system of alphanumeric disease clas-
sification is the ‘coding standard of choice’ in South Africa in both the
private and public sectors.

requires more attention to quality measurement to ensure

that members receive clinically appropriate care.

Theoretically, consolidation improves purchasing power
but this is not happening because the basis for competi-
tion between schemes has largely been on risk profile
and not on cost-effective delivery of health care. There is
evidence that the largest players are beginning to prepare
for the changed environment that REF will create by actively
attempting to build and contract with networks. The Discovery
Group reported in February 2007 that they need to trans-
form their value proposition from “being just a funder in the
health care system towards ... creating structures that ensure
members get access to a health care system of exceptional
quality, ease of use and one that costs less”* The formation
of the Discovery GP Network was seen as a key element
of this strategy. Although the intention has been to work
constructively with health care providers, there have been
some bruising public battles with specialists.*? Discovery,
despite acting as administrator for over 2 million of the 7
million lives in the market, has found it difficult to contract
with providers. Other schemes will be keenly watching the
progress of Discovery Health Medical Scheme and GEMS as

they transform to being strategic purchasers.

The Medical Schemes Act of 1998 allows schemes to own
clinics and hospitals and to choose to deliver health care
directly. Very few schemes have made use of this legislated
opportunity and the few examples are concentrated in the

mining industry or remote locations.

Constraints on the efficient delivery of
health care

It has long been recognised that the fee-for-service system is
at the root of the problems of cost escalation and supplier-
induced demand in medical schemes.*® The CMS acknowl-
edges that the historical system of tariff setting was deeply
flawed in a number of respects.** While some progress
was made in 2005 towards understanding practice and
input costs for certain disciplines, the NHRPL process has
to be geared to getting a usable reference price list to
medical schemes in time for pricing contributions each year.
The handover of the NHRPL function from the CMS to the
DoH during 2006 delayed work on the schedule for 2007
resulting in considerable frustration amongst both schemes
and providers. There is a substantial backlog of work on the
NHRPL to bring prices to justifiable levels before any of the
possibilities of altering the tariff to cover encounters rather

than services can be explored.
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Further reforms to purchasing and delivery of health care are
greatly needed through the reform of private sector delivery
models. There is also an intention to encourage the public
hospital system to become a contender for the provision of

services under a mandatory contributory environment. 43

The capacity of the health care provider market to absorb
more lives was extensively investigated as part of the LIMS
process.?® The task groups raised a concern over the lack
of human resource capacity and regional variances in
capacity. A clear area of concern was in the specialised
fields of nursing, dentistry, specialists and intensive unit care.
The supply task group felt strongly that the provision of serv-
ices to the LIMS market can only be effective and sustainable
if there is transparency to the provider, patient and fund, and
every attempt is made by all to reduce fraud, corruption and

mismanagement throughout the entire delivery process.

There are still substantial barriers to the creation of effec-
tive networks of health care in legislation and in the ethical
rules of providers. Detailed recommendations were made
in the LIMS process of the role that could be played by the
Forum of Statutory Health Professional Councils in facilitating
coordinated changes to the training and scope of practice
of various health care professionals.?® The combined agree-
ment of the professional councils will have to be in place
in order to allow for the development of innovative models

such as:

»  Staff model arrangements, in which hospitals are able
to employ medical and other staff in order to appropri-

ately align incentives and thereby reduce costs.

» Development of closed networks of hospitals, which
would be operated on a low cost basis, including

changes to design, operations and staffing.

» Changes to design and operation of hospitals allowing

them to operate on a similar basis to mine hospitals.

These possible models are prevented by existing legislation,
much of which is considered by the industry to be outdated.
Legislation and regulations governing employment of and
revenue sharing with health care professionals prevents the
emergence of efficient, low cost integrated delivery models.
Hospitals and other health care organisations are prevented
from entering into employment or other revenue or profit
sharing arrangements with health care professionals. This
prevents the alignment of incentives that is essential for
the development of low cost models. A critically important
aspect is coordination with the Competition Commission

and appropriate amendments to competition legislation.

Priorities for consolidating medical
scheme reform

Medium-term reforms to transform health care financing from
a voluntary system to a mandatory social insurance system
with risk and income cross-subsidies have been articulated
since the National Health Plan of 19942444647 However,
more detailed measures and shortterm sequencing of
reforms have not been adequately shared with stake-
holders and not all recent discussion documents have been
publicly released.® Many of the frustrations experienced by
the medical schemes industry stem from a perceived lack
of adequate communication and problems created by the
sequencing of reforms. For example, there is a suggestion
from the CMS to expand the PMBs and change option
structures which increases affordability problems for low
income workers, yet the income cross-subsidies which will
relieve the pressure on low income workers do not seem
to be progressing. Many of the reforms are interrelated or
have consequences on other parts of the system so policy-
makers have an unenviable and difficult task in sequencing
the reforms. The CMS should only be an advisor on policy
matters and there is a perceived lack of resources to deal
with private sector and medical scheme policy issues in the
DoH.

The reforms of 1998 which were implemented in 2000
have had a very beneficial effect on the supervision of the
industry and improved governance within medical schemes.
There have also been significant but incomplete improve-
ments in the protection of vulnerable groups like the elderly
and those with chronic disease. The planned REF will further
extend those protections but only to the minimum benefit
package. In the medium-term, the most important goal is to
move to a mandatory system for health care cover but there
are still several reforms needed before mandatory cover is
implemented. There are three areas of reform that should be

prioritised in the short-term.
1. Simplified and standardised benefit design

The most important immediate priority is to simplify and
standardise benefit and option structures in medical
schemes. The debate on this issue began with the
International Review Panel in 2004 and continued with
proposals from the CMS in Circular 8 of 20064831 A
greater standardisation of product offerings would
greatly assist in moving medical schemes away from
competition on the basis of product design (and hence

on attracting particular target groups and risk-rating)
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and towards competition based on efficiency and

quality of health care delivery.

Whilst this will reduce consumer choice, it will improve
consumer understanding and choice will be based on
delivery and quality issues. Significant variation between
schemes is likely to persist and factors such as network
choice, drug formularies, authorisation protocols and
provider risk-sharing will bring new challenges for
consumers making product choices. Critically, greater
product standardisation should encourage the merger
of schemes and will substantially reduce, if not elimi-
nate, the need for broker involvement in the medical
scheme market. This will produce further beneficial
effects through the reduction in marketing and acquisi-

tion costs as well as scheme administration costs.

Reduced broker activity is expected to reduce the
churning of members and make for a more stable envi-
ronment for risk-pooling. More stable membership in
larger risk pools will encourage a move away from a
short-term focus on cost to a longer-term focus on well-
ness and disease management. A reduced and stand-
ardised product offering would simplify administration
not only for schemes but also for health care providers,
thus lowering the overall costs of health care delivery. It
will make it easier for health care providers to plan and

deliver risk-sharing offerings for multiple schemes.

It may not be possible to implement all the benefit
design changes at once but there needs to be a clear
time-line of reform from the current situation to the
agreed preferred solution. The process requires bold
leadership by the CMS and would include re-defining
the PMBs to include more primary care in line with the
goals of the national health system. Attention should
also be paid to reducing the use of instruments like
savings accounts and deductibles which individualise
expenditure, in favour of greater pooling between

healthy and sick.

Coherent health care provider legislation

The LIMS process produced a detailed set of issues
that needed to be resolved to enable more efficient
delivery of health care.?® This set of constraints is true
whether or not there is agreement on the need for
LIMS options and schemes. The work requires a clear
vision of how to incentivise efficient health care delivery
and will need technical coordination between all the
statutory health professional councils, the CMS and the

Competition Commission. Coordinated legislative and

3.

regulatory changes will be needed and these are best
led by the DoH as steward of the health system. This
work is a pre-condition for the effective emergence of
risk-sharing models and networks of providers which in
turn will enable medical schemes to become strategic
purchasers rather than passive purchasers of health

care.
Support for low income workers

The explanation and arguments with regard to
removing the current tax incentives and replacing them
with a per capita subsidy are discussed more fully in
the Chapter on Social Health Insurance. However, the
impact of this reform on medical scheme affordability
and the smooth implementation of the REF require its
treatment here as well. If the REF is introduced before
this reform, about half the schemes will be net payors to
REF and about half will be net recipients. Schemes and
options with low income workers tend to have younger
age profiles and will thus be net payors to REF. This will
increase the amount needed to be charged to the
lowest income members who are already under afford-
ability constraints. The isolated redesign of options in
medical schemes to increase risk-pooling will create

similar difficulties for low income workers.

All stakeholders agreed with the recommendations
of the International Review Panel that the preferred
mode of operation for REF would be with tax subsidies
removed and the per capita subsidy channelled via
REF48 This would mean that all schemes become net
recipients from REF and this changes the perception
of schemes and members about the risk-adjustment
process. Critically, it provides a subsidy to the lowest
income workers that is not possible through the tax
system if they earn below the tax threshold. This reform
introduces a limited form of income cross-subsidy which
more than absorbs any negative effects of combining
all risk profiles in one risk pool. The existing tax subsidy
is deeply unfair as it provides most support to the
highest income workers and this reform by the National

Treasury is long overdue.
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