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About the Free Market Foundation 
 
The Free Market Foundation is an independent public benefit organisation founded in 1975 to 
promote and foster an open society, the rule of law, personal liberty, and economic and press freedom 
as fundamental components of its advocacy of human rights and democracy based on classical liberal 
principles. It is financed by membership subscriptions, donations and sponsorships.  
 
The Free Market Foundation (FMF) has a dedicated Health Policy Unit (HPU), which is committed to 
promoting a sound economic and business-friendly policy approach to the provision and funding of 
healthcare. The FMF considers the private supply of competitive healthcare services and the 
incremental extension of private funding to be the most effective method of supplying high quality 
health care to the entire South African population. 
 

Introduction 
 
The FMF welcomes the opportunity to provide commentary on LCBO, as requested in the Council for 
Medical Schemes (CMS) Low-cost Benefit Options (LCBO) Discussion Document (DD), published on 29 
March 2019. 
 
Since the broad regulatory parameters in which medical schemes currently operate will be maintained 
for the purposes of implementing LCBO, as per the DD and various previous circulars, it is imperative 
to examine some of the challenges facing stakeholders currently operating within this environment 
and certain shortcomings of the Medical Schemes Act of 1998 (MSA) and its regulations. 
 
The DD also outlines some international experience from countries that have attempted to extend 
coverage to low income or vulnerable citizens, which we will reference in this commentary. In what 
follows, we outline where we believe overall policy should be as opposed to government’s overt need 
to centralise, regulate and control all aspects of the supply chain, vis-à-vis, the further entrenchment 
of even more private sector regulations (i.e. LCBO) and the proposed National Health Insurance (NHI). 
 

Overview of Medical Schemes 
 
The FMF is of the opinion that the so-called provision of “social solidarity” contained in the private 
medical scheme market is wholly unsuitable for privately contracting individuals and has resulted in 
the entirely foreseeable and predictable circumstance in which the medical scheme market now 
operates. For a detailed overview of the problems associated with “social solidarity” please refer to 
Annexure 1 of this submission. We believe for the medical scheme market to operate sustainably, it 
requires a fundamental overhaul of the MSA and the so-called principle of “social solidarity” needs to 
be scrapped as a matter of urgency. In the absence of such an overhaul we hope that the 
recommendations proposed in this submission will be met with approval by the CMS. 
 
In order to provide commentary on the DD, it is highly insightful to review the operations and 
outcomes of medical schemes over the past two decades since the current MSA was promulgated. 
The MSA entrenched open enrolment, community rating and prescribed minimum benefits with a 
high degree of subsidisation between old/sick and young/healthy members. As was noted in the DD 
(page 4), at the time of drafting the MSA in the late 1990s, mandatory membership and a risk 
equalisation fund were considered an essential component of the then proposed regulatory reform. 
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The fact that the current provisions were implemented in the absence of mandatory cover meant that 
anti-selection was legally entrenched into the environment.  
 
Over the past 20 years there has been a common SA labour practice that has, in effect, protected 
medical schemes from even higher levels of anti-selection. Current medical scheme membership is 
largely derived via employers who make membership of a medical scheme a condition of employment 
for their employees. 
 
The effect of this labour practice is similar to implementing mandatory membership, although it is 
found only within the formal employment sector within medium to larger employer groups of open 
schemes and most closed schemes. Although having this labour practice in place has ameliorated 
protection, certain other elements of anti-selection, nonetheless, are still possible (this will be 
outlined in more detail below). 
 
Approximately 30 % of medical scheme members join medical schemes out of their own volition and 
it is within this sector that the most anti-selection is possible. Unfortunately, comparable claims 
statistics are not kept by medical schemes from their members between these two sectors, so it is not 
possible to accurately compare what the impact is on claiming levels. 
 
It is, however, strongly recommended for the purposes of evaluating LCBO and its rules surrounding 
open enrolment and community rating that such comparable data is requested from medical schemes. 
Much literature exists on the matter of anti-selection raising medical claims, but such a local data 
collection exercise will inform the extent to which anti-selection raises costs within the same medical 
scheme between those members who are compelled to join (compulsory) against those who are free 
to join (voluntary). 

The Effects of Anti-Selection 
 
There is substantial international literature around anti-selection, which exists within virtually every 
voluntary insurance environment. The DD outlines the practices of extending health coverage to 
vulnerable groups in several countries1 and the prevailing message within these overviews is that anti-
selection will remain an insurmountable impediment to the long-term sustainability of any voluntary 
healthcare system unless adequate protection mechanisms are entrenched within it. 
 
In the absence of a policy change of converting to mandatory cover or deregulation that permits the 
risk rating of individuals, a combination of tax/employer subsidies, community rating at employer 
group level and waiting periods longer than 12 months on conditions where anti-selection is most 
prevalent, eg pregnancy, dentistry, chronic diseases, etc could be sustainable. These options will be 
outlined in more detail in the Comments section below. 
 
The substantial membership growth of the Government Employees Medical Scheme (GEMS) is a good 
example of how high subsidy levels2 can ensure adequate levels of participation within a voluntary 
environment (extract below from the DD). 
 
 
  

                                                           
1 Section 4, LCBO Discussion Document, CMS 29 March 2019 
2 Pages 5 & 11, LCBO Discussion Document, CMS 29 March 2019 
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This also emphasises that the overall medical scheme membership in SA would have been much lower 
if it were not for the generous subsidy provided to state employees. It is submitted here that the use 
of late-joiner penalties on their own, as exists currently within the medical scheme framework, is 
insufficient in protecting against anti-selection. We also acknowledge that, given current poor 
economic conditions, there may be limited scope to provide any meaningful subsidies from 
government to LCBO participants. 
 
However, emphasis must be placed here on the principle of social solidarity – it simply cannot be 
achieved sustainably within a voluntary environment unless adequate protection is provided against 
anti-selection. Below we outline some statistics on the current medical schemes environment over 
the past two decades that reflect these extensive levels of anti-selection that are occurring and how 
they are destabilising the existing voluntary healthcare system.  
 
It is also important to contextualise one facet of the current medical scheme environment. Only about 
30% of the current medical scheme membership is garnered from a completely voluntary 
environment. An estimated 70% is acquired via employer groups3 where membership is compulsory 
by virtue of an employment contract, so the impact on demographic profile and, subsequently, the 
costs that would have transpired had the entire SA market been voluntary, would have been 
substantially worse than what is shown in the following sections. 
 

Dependent Ratios (Family Size) 
 
The graph below shows the average number of dependants per principal member from 1992 to 20174. 
From 2000 to 2017 there is a sharp decline in the number of registered dependents per principal 
member, from 1.59 to 1.21 respectively. 
 
 

                                                           
3 This could be within both closed and open medical schemes 
4 CMS Annual Reports, 1992 to 2017 

GEMS Commences January 2005 
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Whilst compulsory membership remains a condition of employment within most employer groups, 
this compulsory nature is usually not enforced beyond the employee. Hence the employee can remove 
dependents at their discretion, and thereby reduce their monthly contributions to their medical 
scheme5. Clearly, no member will remove a dependent unless they are certain that the dependent is 
healthy and unlikely to claim – a perfect example of anti-selection. 
 
Other forms of anti-selection of this nature exist where families split their coverage across two medical 
scheme memberships, usually between the parents. This commonly occurs when a single dependent 
with a particularly expensive medical condition will maintain membership alone of the richest benefit 
option of the medical scheme6, and the remainder of the family will retain membership of a lower cost 
benefit option. 
 

Downgrades 
 
Under normal circumstances, as the South African population ages and healthcare costs rise, we could 
reasonably anticipate more individuals to move toward costlier, benefit-rich options. However, there 
has been a net migration to lower-cost, less benefit-rich options. Indeed, benefit option downgrades 
have been highly prevalent over the past 15 years, with medical schemes increasing the range of 
benefit options on offer to ensure greater retention of membership. The table below classifies benefit 
options into 5 categories according to the descriptions provided by the authors: 
  

                                                           
5 Most employers are on cost-to-company remuneration – a cost reduction on employee benefits accrues to the employee 
6 Either alone as a single beneficiary on that benefit option or as the only dependent of one parent on that benefit option 
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# Classification Description 

1 Very Comprehensive Rich and/or Unlimited Benefits and/or Savings Levels 

2 Comprehensive High Limits and/or Savings Levels 

3 Partial Medium Benefits and/or Savings on Day-to-Day Cover * 

4 Restricted Restricted Benefits and/or Savings on Hospital and/or Day-to-Day Cover * 

5 Network Restricted Cover (by Provider Networks) on Hospital and/or Day-to-Day Cover * 

* - Chronic Medicine Cover = PMB's only 

 
The CMS Annual Reports only started showing medical scheme information at benefit option levels as 
from 2006, so data on downgrades prior to that is not available. Using the above table descriptions, 
the graph below compares the proportional participation at benefit option level in 2006 and 2017 
within the four largest open medical schemes7. 
 

 
 
 
In 2006, 45% of members were on the richest benefit options, classified as ‘Very Comprehensive’ or 
‘Comprehensive’. Simultaneously, 46% were on the lowest options classified as a ‘Restricted’ or 
‘Network’. By 2017, those members on ‘Very Comprehensive’ or ‘Comprehensive’ options had 
dramatically reduced to 19% participation, clearly indicating that the high costs and continuous annual 
increases in these contributions could not be sustained by the members. Conversely, the level of 
participation among the lowest options, classified as ‘Restricted’ or ‘Network’ options, had grown 
from 46% to 77%8 participation. 
 
The Competition Commission’s Health Market Inquiry (HMI) into private healthcare data confirms the 
above trends and demonstrates that “…the proportion of beneficiaries on Comprehensive options has 
shown a marked decrease over the period analysed, with corresponding growth seen on Traditional 
and Savings options, with Savings options showing the highest growth rate over the period”. The result 
of this movement is that the average age of beneficiaries enrolled in Comprehensive schemes has 
increased at a faster rate (2.69 years) than the overall average increase of 1.23 years.  
 

                                                           
7 Bonitas, Discovery, Medihelp & Momentum 
8 CMS Annual Reports, 2006 & 2017 
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Comprehensive options are now dominated by older and less healthy individuals and as prices rise (at 
an average of 10.85% compared to an overall increase of 9.24%) to reflect the changing demographic 
circumstances within these options, we can reasonably expect the tendency of those who are, or at 
least perceive themselves to be healthier, to migrate to lower-cost, less benefit rich options. 
 
As stated in the report, “This evidence supports the submissions received by HMI which suggest that 
membership and claims trends outlined at an industry level potentially understate the worsening risk 
and claims profile of the industry…the impact on contributions is likely to be larger since contributions 
are community rated whereas claims are risk-profile dependent”. 
 
In short, benefit option downgrades are another form of anti-selection – only those members for 
whom it is financially viable to lose certain benefits is it viable to downgrade, i.e. healthier members. 
So over time, the demographic profile of members in the richer options becomes worse and worse, 
causing an unsustainable cost spiral. 
 

 

  

IMPORTANT NOTE: A vital point worth exploring around these downgrades is the impact on 
average medical inflation statistics. The annual increase in medical costs noted each year 
compares the per beneficiary per month (pbpm) medical claims of the previous year with those 
of the current year. When downgrades have occurred, there is a subsequent loss of insured 
benefits within the current year when compared with those of the previous year, hence the 
increase in the average pbpm claims is artificially reduced.  
 
This has been occurring now for many years – subsequently the actual statistics depicted of what 
average medical scheme claim increases have been year-on-year are artificially suppressed and 
are not reflecting the true increases in medical costs over the past 2 decades. 
 
This is also pertinent when comparing medical scheme versus salary increases (Figure 2, page 6 
of the DD). Over the review period, downgrades would have artificially lowered the average 
year-on-year contribution increases and simultaneously out-of-pocket spend would have 
increased for these members. 
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Demographic Changes 
 
The DD has correctly noted the dramatic overall aging trend9 that has been occurring within medical 
schemes for many years now. Shown below are the changes in the overall membership proportion of 
all schemes between 2007 and 2017 across 8 age bands. 
 

Changes in Membership by Age Categories 
2007 vs 2017 

Age Category All Schemes 

<1 -22.9% 
1-19 -1.4% 

20-29 -18.1% 
30-39 -2.9% 
40-49 -1.9% 
50-59 13.0% 
60-69 24.0% 
70+ 43.5% 

 
The proportions of members over the age of 50 and 60 respectively have increased substantially, as 
follows: 
 

Membership 50 and more 

Year All Schemes 

2007 19.8% 

2017 24.1% 
 

Membership 60 and more 

Year All Schemes 

2007 9.4% 

2017 12.4% 
 
The increases in the age profile above10 have a significant impact on costs, as the average lifetime 
medical costs and utilisation increase logarithmically with advancing age. This is elaborated on further 
in forthcoming section below. 
 
  

                                                           
9 Section 2.1 page 6, LCBO Discussion Document, CMS 29 March 2019 
10 CMS Annual Report, 2017 (Annexure C) 
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Hospital & Chronic Medicine Costs 
 
The two graphs below show the registration rate of chronic medicine users by age grouping and the 
lifetime distribution of hospital costs. It is very clear from these two distributions11 12, which constitute 
most benefits that schemes cover, that any increase in age will have an exponential impact on costs. 
 

 
 
 
 

 

 
The impact of advancing age among medical scheme members can be evidenced in the graph below, 
which shows hospital costs from 1990 to 2017 on a per beneficiary per annum basis (all in 2017 prices). 
In real terms, hospital costs have more than doubled between 2000 and 2017. Again, what is pertinent 
to note is that this has occurred in conjunction with reduced levels of benefit coverage over the same 

                                                           
11 CMS Annual Report, 2017 (Annexure E) 
12 Author: Modelling of hospital costs of a large open medical scheme (2012 & 2013 data) 
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period. In 2000, there were virtually no co-payments or deductibles on hospital benefits and coverage 
levels for in-patient specialist services for many members were at 200% or 300% of the scheme tariff13. 
 

 
 
The red trend line in the graph indicates that if hospital costs had remained on the same trajectory as 
existed between 1990 and 1998, hospital costs in 2017 would be 38% lower than they actually were 
(R6,657:blue line vs R4,143:red line). The upturn in costs coincided with the implementation of the 
MSA with hospital costs increasing by 76% in real terms within the first decade of its implementation 
(R3,043:2000 vs R5,342: 2010). 

  

                                                           
13 In 2000, the predecessor to the NHRPL tariff (i.e. the RAMS Tariff) was used across the industry. 
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Comments on LCBO 
 
The previous sections have provided a very clear indication of the unsustainability of combining social 
solidarity principles, whilst allowing anti-selection to prevail untrammelled. In the absence of a 
fundamental overall of the MSA that scraps the principle of so-called social solidarity from privately 
negotiated contracts, the evidence clearly points to an imperative need for adequate protection 
mechanisms against anti-selection. The maintenance of the policy of social solidarity is wholly 
unsustainable when anti-selection is left unchecked. The commentary made in the extract14 from the 
DD and highlighted below is worth examining:  
 

 
 
This emphasises that protection against anti-selection should be an imperative cornerstone of the 
LCBO framework. It is in this context of this reality that we provide our comments below on the 
proposed LCBO. 
 

Subsidies 
 
There are potentially two sources of subsidies that could be provided to encourage greater LCBO 
participation – either from the state or from employers (or a combination of both). The state could 
either direct tax resources towards a subsidy or provide some tax relief for LCBO participants. This last 
option is hampered somewhat by the fact that many LCBO candidates may have earnings below the 
tax threshold, although the tax benefit could be shifted to their employers in the form of a tax rebate. 
 
Shifting the tax benefit to a tax rebate for the employer also facilitates providing the tax advantage to 
the employee’s dependents, even though the dependents do not work for the employer. Empirical 
evidence suggest that an employer subsidy significantly enables greater participation levels amongst 
primary healthcare insurance products15. Where subsidies are 50% of the premium or higher, 
potentially wage negotiations tend to lead towards compulsory participation for eligible employees. 
 
Clearly if the subsidy is 100% of premiums, compulsory participation is almost a certainty. A combined 
subsidy from employers and the state would enable wage negotiations to lead towards implementing 

                                                           
14 Executive Summary, LCBO Discussion Document, CMS 29 March 2019 
15 The insurers that currently fall under the Demarcation Exemption Framework from the CMS 
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LCBO on a compulsory participation basis, employer by employer. This enabling of compulsory 
participation does have the effect of removing anti-selection from within these employer groups 
which would serve to contain cost increases going forward. 
 

Community Rating at Group Level 
 
The ability to ring-fence employer groups by compulsory participation as outlined previously has the 
distinct advantage of reducing medical claims. If this cost advantage was permitted to be reflected in 
the contributions paid by these employer groups, i.e. community rating occurs across employer groups 
with compulsory participation, rather than across the entire membership base, then the sustainability 
of these compulsory group arrangements is greatly enhanced. 
 
Those members who participate in LCBO on a purely voluntary basis could then be community rated 
together as if they were one group. This then means that the higher costs that naturally come about 
from the anti-selection inherent in voluntary participation will be reflected in higher contribution 
charges to those members. 
 

Waiting Periods 
 
The standard waiting periods allowable under the MSA can, in some instances, be insufficient to 
prevent anti-selection from occurring. These typically occur with elective, non-urgent or planned 
treatment. Pregnancy, dentistry, joint replacements and long-term chronic ailments are good 
examples. We consider that longer waiting periods be permitted on certain ailments. It may be worth 
calling on medical schemes to highlight the types of ailments within which they experience the most 
significant levels of anti-selection and subsequently permit LCBO schemes to implement longer 
waiting periods on these conditions. 
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Conclusion 
 
The FMF believes the private sector has an important role to play in alleviating the massive burden on 
the public healthcare system. Considering that private health insurance (mainly via medical schemes) 
is the main vehicle for accessing private healthcare, it is imperative to have a properly functioning 
market to ensure that those who have the means to pay for their own and their family members’ 
healthcare needs can do so. We are of the view that the only feasible option is to deregulate the 
market and allow actuaries to develop benefit options that cater for individuals needs. However, in 
the absence of a fundamental change to the MSA that scraps the principle of social solidarity we 
propose that the following recommendations be considered to allow for a LCBO market to develop: 
 

1. Introduce subsidies 
2. Community rating at group level 
3. Extend the waiting periods to guard against anti-selection 

 
In February of 2018, the FMF undertook a feasibility study, assisted by 3ONE Consulting Actuaries 
(3ONE), in an effort to assess the impact of the proposal to move Low Cost Benefit Options (LCBOs) 
into the medical scheme environment (the full report can be found in Annexure 2). In particular, the 
report focuses on the expected consequences on:  
 

 The financial sustainability of the medical scheme industry; and 
 The ability for lower income segments of the population to access appropriate and affordable 

health care, through either the public or private sector. 
 
Only individuals submitting tax returns were included in the analysis, given the lack of availability of 
credible data related to individuals not submitting tax returns. Where this exclusion could have an 
impact on the results detailed in the report, this has been highlighted. 
 
The report is a high-level analysis highlighting key themes, possible outcomes, and risks of moving 
LCBOs into the medical scheme environment. 
 
Submission prepared by: 
 
Michael Settas 
Member of the Free Market Foundation’s Health Policy Unit 
 
and 
 
Jasson Urbach 
Director, Free Market Foundation 
 
28 June 2019 
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Annexure 1: The role of the MSA in driving up the price of premiums 
 
Government works hard. Most of what it does seems to be to keep up the unceasing struggle to 
circumvent the bad things caused by other things they already do. Consider for example that South 
Africans have many different forms of insurance options available: car insurance, home insurance, life 
insurance, even pet insurance. Most of these insurance policies work well and are fairly priced. But 
there is one glaring exception: South Africans do not have access to a properly functioning health 
insurance market. 
 
The obvious question is: Why? To answer this question, we must start at the beginning. What is 
insurance? It’s straightforward. You pay a monthly fee which provides financial protection against 
unforeseen, sometimes catastrophic events. People buy homeowners insurance, for example, to 
protect themselves from the financial loss incurred in the event of a fire, a flood, or theft. Because 
millions of people are paying into the insurance pool, the pool has enough money to cover, for 
instance, the unlucky person whose house burns down. Since insurance is meant to share risk, it only 
stands to reason that higher risk individuals must pay more to be insured. 
 
Someone who has had two accidents is going to pay more for car insurance than someone who has 
never had an accident because their track record indicates they are more likely to have another 
accident. While insurance provides a bulwark against unforeseen loss, it does not protect against 
routine expenses. Car insurance protects you if you wind up in a car accident or if your vehicle is stolen. 
But it does not cover routine maintenance like oil changes, replacing brake pads, or tyre erosion 
because everyone needs routine oil changes, new brake pads, and new tires. So, there is no risk to 
protect against. 
 
Similarly, for health coverage arrangements to perform well, the risk pooling should result in expected 
costs for the pool being reasonably predictable for the insurer and relatively stable over time. The 
average level of health risk in the pool should therefore not vary significantly over time. To accomplish 
a predictable and stable pool of beneficiaries over time, health insurers and more specifically medical 
schemes, should be able to offer sticks and carrots that penalise and reward people for behaviour and 
actions that affect their health negatively or positively. For instance, in a well-functioning market, 
medical schemes can create positive incentives (carrots) such as reduced premiums or special 
discounts for members and policyholders who do not smoke, exercise regularly, drink in moderation 
etc. Similarly, they can create disincentives (sticks) by charging higher premiums to customers who 
smoke, drink excessively and are obese. 
 
When medical scheme actuaries are prevented from creating carrots and sticks and pooling members 
on a logical actuarial basis into their relevant risk categories, it becomes difficult to predict the average 
cost of the pool and premiums will rise to reflect this unpredictability. As the number of unhealthy 
people in the pool increases relative to the number of healthy people, the average costs rise, causing 
each healthy individual at the margin to drop out until eventually the group consists only of unhealthy 
individuals. 
 
In South Africa, a properly functioning health insurance market is simply not available. Approximately, 
8.9 million lives are covered by private medical schemes, but this is not health insurance. They are 
pre-paid healthcare plans. They cover routine check-ups, less serious illnesses, and, depending on the 
benefit option, recurring expenses like prescription and chronic medications in addition to protecting 
you from a health disaster. 
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The fundamental problem yet to be openly identified, let alone resolved, is the principle of so-called 
“social solidarity” contained in the Medical Schemes Act of 1998 (MSA). The MSA ushered in four main 
amendments: open enrolment, community rating, statutory solvency requirements, and a 
comprehensive package of hospital and outpatient services that all schemes are compelled to provide 
regardless of the individual’s age, sex or health status. This minimum package of benefits is commonly 
referred to as prescribed minimum benefits (PMBs). Each of these amendments resulted in an 
increase in the cost of providing medical scheme coverage, which invariably needed to be borne by 
the consumer. The MSA made it compulsory for every scheme to charge the same premium to every 
member within an option, despite their age or state of health, a practice commonly referred to as 
community rating.  
 
The MSA also introduced statutory solvency requirements, which stipulate the minimum amount of 
accumulated funds that each scheme should hold as a reserve. Regulation 29 of the Act prescribes 
that the minimum accumulated funds of the medical schemes should be at least 25% of gross annual 
contributions. This legislation was enacted to prevent a scheme from going insolvent should it 
experience an unusually high number of claims and record an operating loss in a particular period. But 
the formula for calculating the current solvency ratio was arbitrarily decided with no regard to the 
implications for the functioning of medical schemes. The solvency requirements were set at a level of 
10% when they were introduced in 2000 and have since been increased by incremental amounts to 
the current level of 25%, which has been effective since 2004. 
 
According to the Actuarial Society of South Africa, solvency is an asymptotic function of contribution 
increase. In other words, the higher the solvency requirement, the greater the increase required to 
improve solvency by 1%. For example, increasing the solvency requirement from 10% to 11% requires 
a contribution increase of 1.39%. However, increasing the solvency requirement from 24% to 25% 
requires an increase of 2.07% in contributions. Increasing the solvency requirement drives up 
membership contributions disproportionately and this negatively affects the rate of increase in the 
number of members entering a scheme. 
 
A scheme that has reserves below the legislated 25% minimum requirement will have trouble 
‘catching up’ because new members will be in the invidious position of having to contribute not only 
towards their own portion of the required reserves, but also towards making up past shortfalls, a cost 
for which they will receive no benefit. Despite the intentions of the SA government to prevent 
schemes from failing, the solvency requirements increase contributions, which, in turn have adversely 
affected the number of individuals covered by schemes by artificially raising the costs of private 
medical scheme cover.  
 
Under the community rating system, schemes need to attract new young members constantly to 
cross-subsidise the older members in the scheme. If this is not done, the average age in the pool will 
increase and the average premium will have to rise commensurately. The solvency ratios of schemes 
that are growing are placed under pressure because if a scheme’s membership increases rapidly, its 
contribution income must rise steeply.  
 
As noted previously, a scheme’s solvency ratio is determined from the reserves as a percentage of the 
contributions. If the contributions increase without a similar increase in the reserves, the solvency 
ratio will decrease. Solvency requirements are a barrier to entry for new medical schemes trying to 
enter the private medical schemes market. It is unreasonable to expect potential entrants to raise 
enough capital, not only to fund their daily activities, but also to meet the statutory solvency 
requirements. Considering SA’s aging population and the barriers to entry in the market, the effect of 
introducing unrealistic statutory solvency requirements were entirely predictable – substantial 
consolidation of existing medical schemes.  
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Statutory solvency requirements introduce a considerable regulatory bias in favour of some medical 
schemes and against others. A scheme that has accumulated reserves that exceed the required 
minimum is in a better position to attract new members than one that has a shortfall. It will be 
particularly difficult for new medical schemes to enter the market and rapidly growing schemes will 
be at a disadvantage relative to slowly growing ones. This is not a desirable situation given the 
substantial expected future demand for health care in the country. 
 
The MSA also introduced open enrolment which is the practice whereby medical schemes are 
compelled to accept all individuals, regardless of age, sex or health status (subject only to their income 
and number of dependents or both). To reduce the probability of selecting high-risk individuals, 
schemes were permitted to apply waiting periods and penalties to those members over a certain age 
joining a scheme for the first time. But this was a mere band-aid to the regulatory problem created by 
community rating. Finally, the MSA made it compulsory for every scheme to provide PMBs which at 
an average cost of approximately R700 per beneficiary per month excludes a large proportion of the 
South African population.  
 
The so-called act of ‘social solidarity’ contained in the MSA has had the effect of driving lower-income 
and healthy people out of the market or preventing them from even entering the market. The 
consequence is that the risk pool of insured people has become progressively smaller and less healthy, 
driving up contribution levels and making medical scheme cover unaffordable.  
 
In contrast, when schemes are permitted to “risk rate” individual’s health coverage, providers typically 
vary premiums based on factors associated with differences in expected health care costs, such as 
age, gender, health status, occupation, and geographic location. In cases where the individual is paying 
the full premium for coverage, health coverage providers will charge a higher premium to people who 
are older to recognise the higher expected costs. People seeking health insurance therefore pay 
premiums commensurate with their expected health risks.  
 
With risk rating, the responsibility for an individual’s health is placed directly in their own hands, 
whereas the theory of social solidarity, in practice, is neither efficient nor effective. If premiums are 
not varied to account for the differences in expected costs, the pool may attract a disproportionate 
share of older people with higher expected costs, raising the average cost and making coverage in the 
pool less attractive to younger and healthier people. This practise of selecting high-risk individuals is 
commonly referred to as adverse selection. 
 
For obvious reasons, people who know that they are in poor health are more likely to seek health 
insurance than people in good health. A pool subject to significant adverse selection will continue to 
lose its healthier risks, causing its average costs to rise continually until the scheme becomes unviable 
and everyone in the scheme loses out – a process commonly referred to as the ‘death spiral’. 
 
To the extent that medical schemes are compelled to move away from economic and actuarial 
realities, they will be creating a situation that will be unsustainable. People, to the greatest degree 
possible, should be allowed to make their own decisions about their own lives and not be required to 
bear the costs of errors made by others. Government should not lock people into a preconceived 
notion of what is currently regarded as ideal. Changes will occur over time and, as the population ages, 
premiums will be forced to rise. 
 
Regulatory add-ons have made healthcare much more expensive and complex than any other form of 
insurance. Social solidarity has caused the price of medical scheme cover and, more recently, gap 
cover to rise dramatically. Instead of heaping on more regulation, the obvious answer to increase the 
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affordability and number of people covered by private medical financing arrangements would be to 
deregulate the market by making health “insurance” like other types of insurance. 
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Annexure 2: Impact Assessment on the Introduction of Low-Cost 
Benefit Options (LCBOs) into the Medical Scheme Environment 
(February 2018) 
 
Introduction 
 
This report details a feasibility study undertaken by the Free Market Foundation (FMF), assisted by 
3ONE Consulting Actuaries (3ONE), in an effort to assess the impact of the proposal to move Low 
Cost Benefit Options (LCBOs) into the medical scheme environment, and thus removing the 
exemption from insurers to sell certain health care products. In particular, it focuses on the expected 
consequences on:  
 
The financial sustainability of the medical scheme industry; and 
 
The ability for lower income segments of the population to access appropriate and affordable health 
care, through either the public or private sector. 
 
Only individuals submitting tax returns were included in our analysis, given the lack of availability of 
credible data related to individuals not submitting tax returns. Where this exclusion could have an 
impact on the results detailed in the report, this has been highlighted. 
 
Section 2 provides background and context to the proposed LCBO structure. Section 3 to Section 6 
details the approach and methodology adopted in calculating the impact, with Section 7 showing the 
results hereof. Finally, Section 8 provides the high-level conclusions and opinion.  
 
This is a high-level analysis highlighting key themes, possible outcomes and risks of moving LCBOs 
into the medical scheme environment. Further research, stakeholder engagement and a more in-
depth analysis is warranted to calculate a more precise outcome.  
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Background and context 
 
Medical scheme membership is unaffordable for the vast majority of the South African population, 
with only 16% of the total population belonging to a medical scheme.  
 
Since medical cover through the medical schemes industry is unaffordable for the lower income 
segments of the population, various insurers have developed risk-rated health care products which 
offer primary health care cover at a more affordable price point. While in many ways these mimic 
medical scheme cover, they are substantially less rich in their offering. The development of these 
products has been possible given that insurers do not need to comply with the onerous regulations 
stipulated by the Medical Schemes Act (MSA), such as the Regulation 8, the provision of the 
Prescribed Minimum Benefit (PMB) package. Instead the products fall within the ambit of the 
Financial Services Board. In recent years, various developments have also taken place within the 
medical schemes industry in an effort to address the access for the lower income segments of the 
population to private healthcare. 
 
While there are various reasons that have been identified for this lack of affordability, the 
comprehensive benefits contained within the legislated PMB package has been singled out as a 
primary cost driver, introducing a minimum price point that proves too onerous for most South 
Africans. The PMB package was developed with the intention to ensure that all medical scheme 
members, regardless of their chosen benefit option, are protected from any potentially devastating 
financial consequences as a result of catastrophic health events. However, the current package 
includes a number of diagnostic and treatment benefits that extend beyond major medical events, 
raising the price significantly.    
 
According to the most recent Council for Medical Schemes (CMS) annual report (2016/2017), the 
average cost of the PMB package is R680 per beneficiary per month. Figures of this magnitude are 
simply unaffordable for the majority of the population; not accounting for the additional costs that 
must be incurred in building even the most basic benefit option (such as a hospital-only benefit).  
 
The PMB package alone therefore poses a significant barrier to making medical scheme membership 
more affordable and accessible to a greater proportion of the population and since it is a legislative 
requirement, there is no way to circumvent this within the current regulatory framework.  
 
In an effort to make medical scheme membership, and thus private healthcare, more accessible to 
the lower income segments of the population, certain regulatory initiatives have been undertaken in 
recent years. Arising from previous work done in this arena since 2005 (namely, the “Consultative 
Investigation into Low Income Medical Schemes”, or LIMS process), the CMS published a framework 
for Low Cost Benefit Options (LCBOs) in September 2015. This would allow for the introduction of 
these “low cost” options into the medical schemes environment.  
 
These benefit options were developed to target the subset of the population that can afford to 
purchase some form of medical cover, but not in the price range of the existing medical scheme 
plans available – a monthly premium of roughly R200 to R450 per member per month would be the 
target range.  
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Through research conducted in the development of the LCBO framework, it was determined that the 
target population placed greater value on access to private primary healthcare services, such as GPs 
and pharmacies, than on private hospital cover (with certain exceptions, such as in-hospital 
maternity benefits). This primary care focus aligns with the industry’s move away from a curative 
approach and towards one of prevention.  
 
In terms of the LCBO framework, the CMS is expected to prescribe a minimum set of predefined 
mandatory benefits geared towards preventative and primary healthcare, management of acute 
conditions and a limited set of chronic conditions. Furthermore, a defined list of mandatory LCBO 
essential drugs, pathology tests, radiology tests and dental procedures are expected to be included 
as part of the benefit offering. 
 
Powers are granted to the CMS in the Medical Schemes Act (MSA) to exempt medical schemes from 
certain provisions in an effort to expedite important regulatory changes. Therefore, the LCBO 
framework would be launched on an exemption basis, with medical schemes wishing to register 
LCBOs applying for exemption from certain requirements of the MSA, rather than relying on new 
legislation or amendments to the MSA. These exemptions include: Open enrolment, PMBs, and 
broker remuneration. 
 
Subsequent to the release of the LCBO framework, various concerns were raised by prominent 
bodies within the health care industry, ultimately resulting in the framework being withdrawn. Such 
concerns included, amongst others, that the “mandatory minimum” package of benefits and the 
tests and treatments mandated by the framework are insufficient, as well as that the list of covered 
conditions is not appropriate given the burden of disease amongst the target population. A revision 
process is currently underway, with the expectation that an updated framework will be published in 
the near future. 
 
The existing medical insurance products essentially offer the same types of benefits as envisioned 
for LCBOs, also emphasising primary care, rather than hospital benefits. It is likely that these 
products will, however, fall outside of the expected demarcation regulations and will therefore 
either need to be phased out or incorporated into the medical scheme environment. Insurers have 
been allowed to retain their exemption to sell these health care products until further developments 
are made on the finalisation of the LCBO framework.    
 
Lastly, in light of the analysis that follows, it is important here to note the increasing prevalence of 
buy-downs within the medical scheme industry whereby members are observed to be moving onto 
options with lower contributions, driven by affordability constraints. While the concept of members 
buying down fits in squarely with the prevailing economic climate, buy-downs are not merely a 
theoretical notion and have been evidenced through various industry analyses.  
 
This trend is shown in the graph below for the four largest open medical schemes (Bonitas Medical 
Fund; Discovery Health Medical Scheme; Medihelp; and Momentum Health), for the ten-year period 
spanning 2006 to 2016. The graph displays the relative proportions of members within the industry 
that belonged to each of five broad benefit option categories (displayed from left to right from most 
comprehensive to least comprehensive). It is evident that over the ten-year period, the proportion 
of members on the more comprehensive options has decreased significantly, while the proportion 
on less comprehensive has increased – indicating a very clear trend in buy-downs.  
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Graph 1: Buy-down 

 
 
In light of this observed trend in buy-downs, the likelihood of such member behaviour persisting 
(particularly should LCBOs be introduced) forms an important consideration of this analysis. 
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Approach and methodology 

 
Introduction 
 
If LCBOs were to be offered by a medical scheme, existing medical scheme members would have the 
option to transfer to an LCBO from their existing benefit option, subject to earning below the 
proposed LCBO income threshold. 
 
As discussed in Section 2, it has been well documented and verified that the medical scheme 
industry has experienced a strong trend in buy-downs in recent years. In line with this trend, which 
we would expect to persist, certainly in the short to medium term, it is likely that the introduction of 
LCBOs into the medical scheme environment, would result in some accelerated degree of buy-downs 
to LCBOs by current medical scheme members. 
 
Our analysis has assumed that the subset of members most likely to buy-down to LCBOs are those 
currently on low-cost or networked medical scheme options (Budget options). We assume that 
members on more comprehensive options will be unaffected by the introduction of LCBOs , given 
that they have chosen to remain on these comprehensive options despite the current availability of 
budget options, to which they could buy down under the current status quo.  
 
In addition to the above assumption pertaining to the expected buy-down behaviour, we have 
restricted this analysis to open medical schemes. This is due to the fact that it is unclear whether 
restricted schemes will in fact implement and endorse LCBOs, as well as the uncertain impact due to 
company subsidies and employee profiles. 
 
We have however also considered a scenario in which all medical scheme members buy-down to 
LCBOs. 
 
In addition to buy-downs, we have also considered new members from the uncovered population 
that are expected to join the LCBOs. In this context the “uncovered population” refers to all 
individuals not participating on medical schemes (ie this includes individuals covered through 
current primary care health insurance products). 
 
Lastly, we have considered the group of the population that will fall above the LCBO threshold that 
will have difficulty in affording medical scheme cover under the new regulations. 
 
In order to perform the analyses, we have simulated the following datasets based on the statistics 
derived from the data considered. 
 
The current medical scheme members on budget options, together with their ages and income 
The expected claims of medical scheme members on budget options based on age and health status 
The expected contributions of medical scheme members on budget options based on income 
The expected claims on LCBOs based on age 
Profile of tax-registered individuals, together with their ages, income and whether they belong to a 
medical scheme or not. 
 
All results shown in this report are in 2016 terms, given that all data sources utilised are effective as 
at 2016. 
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Data considered 
 
The following data sources have been considered in our analyses. 
 
CMS Annual Reports 
Claims data for existing budget options within the 3ONE data universe 
Membership data for budget options within the medical schemes environment 
2017 Tax Statistics, a joint publication between National Treasury and the South African Revenue 
Services 
General Household Surveys and Income and Expenditure Surveys published by StatsSA. 
 
Existing medical scheme budget options 
 
Within the open medical schemes environment, we have identified the following benefit options as 
options whose members have a high likelihood of buying down to LCBOs should they be 
implemented. These benefit options can all be classified as budget options, as defined above. 
 

Medical Scheme Benefit option 

Bestmed Medical Scheme  
 Pulse 1  

 Beat 1  

 Bonitas Medical Fund   Boncap  

 Cape Medical Plan   Healthpact Premium  

 Compcare Wellness Medical Scheme   Networx  

 Discovery Health Medical Scheme  

 KeyCare Access  

 KeyCare Core  

 KeyCare Plus  

 Fedhealth Medical Scheme   Maxima Entryzone  

 Genesis Medical Scheme   Private Choice  

 Hosmed Medical Aid Scheme   Essential  

 Keyhealth   Essence  

 Makoti Medical Scheme   Makoti Primary  

 Medihelp  
 Dimension Prime 1  

 Necesse  

 Medimed Medical Scheme   Medisave - Standard  

 Medshield Medical Scheme   MediPhila  

 Momentum Health   Ingwe  
 Resolution Health Medical Scheme   Foundation  
 Selfmed Medical Scheme   Selfnet  

 Sizwe Medical Fund   Gomomo Care Option  

 Spectramed  
 Spectra Aqua  

 Spectra Cyan  

 Suremed Health   Explorer  

 Thebemed   Energy  

 Topmed Medical Scheme   Topmed Network  
 
The table below shows the aggregated demographic statistics and relevant income statement items 
for the above-mentioned budget options in 2016 terms. 
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 Overall (R’ million) Per member per month 
Risk contributions  7,216   R1,441.54  
Health care expenditure (6,887)   (R1,375.74) 
Underwriting result  329   R65.81  
Non-health care expenses  (1,003)   (R200.43)  
Net health care result (674) (R134.62)  
Number of members  417,161   
Average family size  1.72   
Pensioner ratio 5.94%  

 
Based on the information reflected in the table above, the existing medical scheme budget options 
made an overall loss of R674 million in 2016.  
 
Many budget options have income bands to assist lower income members with affordability issues. 
Income band, together with the losses made by these options can be construed as an attempt to 
allow for some cross-subsidisation from high-earners to lower earners. 
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Generated membership profiles 
Generated medical scheme budget options’ profile  
 
In order to determine the expected impact of buy-down experience from the existing budget options 
in the medical schemes environment, we generated a detailed membership profile to fit the 
demographic statistics considered in Section 3.3 above. 
 
The salary distribution of the generated membership was based on information available in the 
3ONE data universe. 
 
The graph below shows the proportion of members within each income category, together with the 
respective average ages for the generated membership. 
 
Graph 2: Proportion of Budget option members within each income category, together with the respective 
average age for the generated membership 

 
 
The majority of the members earn between R3,000 and R12,000 per month. 
 
The relatively high average age of principal members on the lowest income band is due to 
pensioners that often default to the lowest income band in the absence of verifiable income, as well 
as lower income post-retirement.   
 
The expected medical scheme claims for the generated membership was based on the following: 
The age of a principal member and 
The health status of the family (sick or healthy). 
 
In order to determine the health status of a given family, claims data obtained from the 3ONE data 
universe was considered. In particular, members with chronic claims in excess of R1,000 per annum 
or with hospital claims in excess of R10,000 per annum were identified and classified as sick. We 
then calculated the proportion of sick families per integer age (after applying smoothing) and 
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applied these proportions to the generated membership in order to determine each family’s health 
status.  
 
The graph below shows the proportion of sick members for each integer age. 
 
Graph 3: Proportion of sick members for each principal member integer age 

 
 
The graph shows a sharp increase in proportion of sick members from age 48. 
 
The above proportions imply that approximately 22% of the current budget option population can 
be classified as sick. 
 
Generating tax-registered population 
 
We have simulated the income and medical scheme membership of the tax-registered population 
based on the 2017 Tax Statistics document and income and expenditure surveys. The graph below 
shows the average age, the respective proportion the tax-registered population and the proportion 
of families participating on medical schemes per income bracket, for the simulated population. This 
simulated tax-registered population was used to predict the number of uncovered members joining 
the LCBOs. The ages of the individuals were also used to calculate the expected claiming behaviour 
on the LCBOs. 
 
Lastly, the number of “uncovered” members were derived from this simulation. This may result in a 
slight under-estimate given that it is expected that certain individuals falling below the income tax 
threshold will not submit tax returns. 
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Graph 4: Tax-registered population 
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Expected financial experience – Budget Options 
 
This Section considers the expected financial experience assumed for members participating on the 
budget options. 
 
Claims 
 
The expected claims for the budget options were determined by considering the actual claims for 
sick and healthy members the year after their health status was classified (ie either sick or healthy). 
We have assumed that a member’s decision on future buy-downs will typically be influenced by 
current claiming behaviour. For example, if a member did not claim in 2016, a buy-down in 2017 is 
more probable.   
 
The graph below shows the expected claims per integer age, for healthy and sick members 
respectively.  
 
Graph 5: Expected claims per integer age, for healthy and sick members respectively 

  

 
Sick families claim on average approximately three times more than healthy families with the 
expected claims of healthy families being R920 per month compared to R2,900 for sick families.  
 
Healthy members buying down will deteriorate the risk profile and financial experience of the 
budget options. This impact will not be offset by the surplus produced by these members on LCBOs 
due to the lower relative contribution levels. As a result, healthy members buying down to LCBOs 
will have a negative impact on medical schemes. 
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Contributions 
 
The contributions for the budget options were based on the following sliding scale for different 
income levels. This was based on the current income bands for existing medical scheme budget 
options, subject to overall average contribution levels being in line with the average contributions as 
per the CMS Annual Report. 
 
Graph 6: Contributions per income level for existing Budget Options 

 
 
Contributions are expected to increase by income level as income banded options are common for 
budget options. 
 
Non-health care expenses  
 
Non-health care expenses were split between fixed and variable expenses based on data available 
from the CMS report.  
 
Variable expenses include expenses that are paid based on the membership size of the scheme such 
as administration and broker expenses, with fixed expenses relating to expenses that are not 
expected to vary based on the membership size (eg the cost of running a head office). 
 
Fixed expenses were assumed to remain the same regardless of the number of members on budget 
options, whereas the variable expenses were assumed to change in proportion to any change in the 
participating membership size.  
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Income statement 
 
The table below compares the actual per member per month income statement from CMS statistics 
and the income statement based on the generated membership, after the claims and contribution 
curves were mapped to this membership. The purpose of generating the membership and claims 
experience is to provide us with a working dataset that can accurately allow for membership 
movements on an individual level.  
  

Per member per month Actual 2016 experience Generated 
Risk contributions  R1,441.54   R1,441.88  
Health care expenditure  (R1,375.74)   (R1,375.76)  
Underwriting result  R65.81   R66.12  
Fixed expenses 

(R200.43) 
(R63.00) 

Variable expenses (R137.43) 
Net health care result (R134.62)  (R134.31)  

 
It is clear that the generated income statement (based on the generated membership and 
contribution and claims curves) ties up closely with the actual experience. We are therefore 
comfortable to base the financial analysis of expected membership movements on the generated 
membership and experience. 
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Expected financial experience – LCBO 
 
Claims 
 
The definitive benefits that will be offered on LCBOs remain unclear. In the absence of this 
information, we have assumed that the following types of benefits provide a fairly accurate view of 
the types of benefits that will be offered, given the primary care focus of LCBOs as well as that 
indicated in regulatory frameworks that have been published to date. These benefits include: 
 
GPs 
Accidental hospitalization 
Maternity 
Radiology 
Dentistry 
Optometry and 
Acute medication. 
 
The abovementioned benefit limits will be lower than those which currently exist within the medical 
schemes market. We have also assumed that the claiming behaviour for members on LCBOs will be 
similar to that which currently prevails in the health insurance market. Furthermore, expected claims 
are assumed to be at a level that is consistent with the approximate proposed monthly contribution 
of between R200 and R450. 
 
The graph below shows the expected claims per member per month on LCBOs per member age, and 
is based on actual health insurance product experience. 
 
Graph 7: Expected claims per member per month on LCBOs per member age 
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The claims curve is fairly flat for LCBOs up to age 60, whereafter a sharp increase in claims costs are 
expected. The flat curve is as a result of changing family sizes and age coupled with the nature of the 
benefits expected to be offered by LCBOs. This means that LCBOs are protected against older 
profiles joining, as long as they are not particularly old (60 years and older). 
 
Contributions 
 
We have assumed that LCBOs will be subject to community rating, in line with current medical 
scheme regulations. 
 
We have assumed that LCBOs will cost R425 per family per month. This allows for a 10% solvency 
building margin. 
 
Non-health care expenses 
 
The same per member per month variable expenses are assumed for LCBOs as on budget options. 
Furthermore, we have assumed that LCBOs will have no impact on current fixed expenses within the 
medical scheme industry. 
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Results 
 
Impact on Medical Scheme Industry’s Financial Sustainability 
 
The impact of the introduction of LCBOs on the medical scheme industry’s overall financial position 
is expected to be two-fold: 
 

 The impact of buy-downs and 
 The impact of new “uncovered” members joining. 

 
Buy-down cost 
 
In order to model the expected financial impact of buy-downs, we have assumed that sick members 
(as defined in Section 4) are less likely to buy-down compared to healthy members. This assumption 
is reasonable given that members currently claiming on medical scheme options are more likely to 
value the comprehensiveness of benefits offered through PMBs compared to the less 
comprehensive LCBO benefits. The following assumptions were made when the expected buy-
downs were simulated: 
 
Only current health status will impact the decision of whether a member will buy-down to an LCBO 
or not 
Only members who earn below the LCBO monthly income threshold will be allowed to buy-down to 
LCBOs. 
 
Given that the original intention was to create LCBOs for families below the tax threshold, we have 
considered R6,000 (this is in line with the 2016 tax threshold) as a proposed LCBO threshold. We 
have also shown the impact of increasing this threshold to R10,000 and R15,000. 
 
For each of the considered thresholds, we have also considered different buy-down scenarios. These 
assumptions were varied from the most extreme/risky scenario (where all healthy members buy 
down) to scenarios where a more mixed profile of healthy and sick members buy down. The 
following scenarios have been considered in order to calculate the financial impact of buy-downs on 
the medical scheme industry. 
    
 

Scenario LCBO Threshold 
Proportion of healthy 
members buying down 

Proportion of sick 
members buying down 

A 
R6,000 

100% 0% 
B 80% 20% 
C 60% 40% 
D 

R10,000 
100% 0% 

E 80% 20% 
F 60% 40% 
G 

R15,000 
100% 0% 

H 80% 20% 
I 60% 40% 

  
A simulation for each of the scenarios was performed. The graph below shows the expected 
simulated number of members that will remain on existing budget options and those that will buy 
down to LCBOs. 
 
Graph 8: Membership split between LCBOs and Budget medical scheme options 
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The tables below compare the financial results on the current budget options to the expected results 
after the LCBO regulations have been implemented, according to the scenarios discussed above. The 
income statements shown therefore include the combined financial experience of these members 
on both the medical scheme budget options and the LCBOs. 
 
R6,000 threshold 

 Scenario (R’millions) 
Current A B C 

Risk contributions  7,216   6,034   6,202   6,353  
Health care expenditure  (6,887)  (5,585)  (5,499)  (5,423)  
Underwriting result  329   449   704   930  
Non-health care expenses  (1,003)  (1,003)  (1,003)  (1,003)  
Net health care result (674) (554)  (300)  (73)  
Profit/(Cost) of buy-downs  120 374 601 
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R10,000 threshold 
 Scenario (R’millions) 

Current D E F 
Risk contributions  7,216   4,416   4,794   5,196  
Health care expenditure  (6,887)  (4,649)  (4,548)  (4,441)  
Underwriting result  329  (233)   246   755  
Non-health care expenses  (1,003)  (1,003)  (1,003)  (1,003)  
Net health care result (674) (1,236)  (757)  (248)  
Profit/(Cost) of buy-downs  (562) (83) 426 

 
R15,000 threshold 

 Scenario (R’millions) 
Current G H I 

Risk contributions  7,216   3,632   4,102   4,665  
Health care expenditure  (6,887)  (4,378)  (4,211)  (4,195)  
Underwriting result  329  (746)  (109)   470  
Non-health care expenses  (1,003)  (1,003)  (1,003)  (1,003)  
Net health care result (674) (1,749)  (1,112)  (533)  
Profit/(Cost) of buy-downs  (1,075) (438) (141) 

 
The simulations show that the higher the LCBO threshold, the more significant the buy-down risk. In 
particular, the financial position of the industry overall improves for all scenarios where the LCBO 
threshold is below R6,000. However, should the thresholds be increased to R10,000 or R15,000 the 
medical scheme industry will be under financial pressure if the majority of healthy members buy 
down. In particular, if all healthy members buy down it can cost the medical scheme industry R562 
million at a threshold of R10,000 and R1.1 billion at a threshold of R15,000.  
 
This might be exacerbated if restricted schemes are also considered, as well as if buy-downs from 
more comprehensive benefit options are incorporated. This impact is shown in Section 7.2. 
 
Allowing for uncovered families to move onto LCBOs  
 
In order to calculate the impact that uncovered members moving onto LCBOs will have on the 
medical scheme financial environment we have assumed that fixed expenses will remain unchanged 
regardless of the number of members joining the medical scheme.  
 
In order to determine the expected number of uncovered members joining LCBOs, we have 
considered the income and expenditure surveys to deduce the current spend on health care 
insurance products.  Households that are currently utilising primary care health insurance products 
are expected to join LCBOs when these health insurance products are deemed to fall foul of the 
demarcation regulations.  
 
The analysis showed the spend on health insurance products is as much as 25% of that spent on 
medical schemes. This figure may include consideration of a wide suite of health insurance product 
types (in addition to primary care products). However, it does indicate that a sizeable market exists 
and that there is a relatively significant take-up rate of health insurance products (including primary 
care products). 
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We have therefore allowed for a high uptake of LCBOs, as shown in the scenarios below. The 
following scenarios have been considered in order to calculate the financial impact of new members 
on the medical scheme industry. 
 

Scenario LCBO Threshold 
Proportion of eligible  
families joining 

A 
R6,000 

10% 
B 20% 
C 50% 
D 

R10,000 
10% 

E 20% 
F 50% 
G 

R15,000 
10% 

H 20% 
I 50% 

 
The table below shows the financial results of the new members joining the LCBOs. This impact 
could be greater if individuals who do not file tax returns join LCBOs (these individuals are not 
currently considered).  
 
R6,000 threshold 

 Scenario (R’millions) 
A B C 

Number of families entering the 
medical scheme environment 

 70,781   141,403   358,257  

Risk contributions  361   721   1,827  
Health care expenditure (209)  (414) (1,052)  
Underwriting result  152   308   776  
Fixed expenses  -     -     -    
Variable expenses (117)  (233)  (591)  
Financial impact on schemes  36   74   185  

 
R10,000 threshold 

 Scenario (R’millions) 
D E F 

Number of families entering the 
medical scheme environment 

 112,539   227,784   555,002  

Risk contributions  574   1,162   2,831  
Health care expenditure (330)  (667)  (1,626)  
Underwriting result  244   494   1,204  
Fixed expenses  -     -     -    
Variable expenses (186)  (376)  (915)  
Financial impact on schemes  59   119   289  
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R15,000 threshold 
 Scenario (R’millions) 

G H I 
Number of families entering the 
medical scheme environment 

 147,717   290,607   739,331  

Risk contributions  753   1,482   3,771  
Health care expenditure (429)  (848)  (2,160)  
Underwriting result  324   634   1,610  
Fixed expenses  -     -     -    
Variable expenses (244) (479) (1,219)  
Financial impact on schemes  80   155   391  

 
It is shown that under all scenarios the medical scheme industry’s financial position will improve 
should uncovered members join the LCBOs. This is mainly driven by fixed expenses not increasing. 
 
Overall impact on medical schemes 
 
The overall financial impact on the medical scheme industry is expected to be a combination of the 
buy-down cost and the financial impact of new “uncovered” members joining. For example, the 
table below shows the expected financial impact on the medical schemes industry if we assume 
100% of healthy members will buy down to LCBOs and 20% of uncovered members will join LCBOs. 
 

 R’millions 

LCBO Threshold Impact of buy-downs 
Impact of new  
members joining 

Overall impact 

R6,000 120 74 194 
R10,000 (562) 119 (443) 
R15,000 (1,075) 155 (920) 

  
We have shown the financial impact on the medical scheme industry for an extreme scenario of all 
healthy members buying down to LCBOs to highlight the full extent of the risk. 
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Impact of entire medical scheme industry having a probability of buying down 
 
We have considered the sensitivity of our results if all medical scheme members are considered to 
have a probability of buying down to the LCBOs, based on their income level.  
 
In particular, we have included restricted medical schemes as well as members on more 
comprehensive benefit options.  
 
The table below shows the financial statement for the overall medical scheme industry in 2016. 
 

 R’ millions Per member per month 
Number of members 3,992,102  
Risk contributions 147,762 R3,084 
Health care expenditure (136,037) R2,840 
Underwriting result 11,725  R245  
Non-health care expenses (14,116) (R295)  
Net health care result (2,391) (R50)  

   
We have used the same approach as detailed in Section 7.1 with the appropriate adjustments to ensure 
relevance for the overall industry. We have considered the following scenarios. 
 

Scenario LCBO Threshold 
Proportion of healthy 
members buying down 

Proportion of sick 
members buying down 

A 
R6,000 

50% 0% 
B 10% 0% 
C 5% 0% 
D 

R10,000 
50% 0% 

E 10% 0% 
F 5% 0% 
G 

R15,000 
50% 0% 

H 10% 0% 
I 5% 0% 
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The expected impact on the medical scheme industry for each scenario is shown below. 
 

Scenario LCBO Threshold 
Underwriting Result 
(R’miliions) 

Impact  
(‘R millions) 

Current Not applicable 11,725  
A 

R6,000 
11,481 (244)  

B 11,668 (57)  
C 11,703 (22)  
D 

R10,000 
10,455 (1,270)  

E 11,481 (244)  
F 11,613 (112)  
G 

R15,000 
8,447 (3,278)  

H 11,065 (660)  
I 11,408 (317)  

 
The quantum of the above impacts does exceed the previous buy-down impacts considered. 
However, the themes remain similar. Again, it can be seen that the cost of buy downs increases as 
the LCBO threshold and the number of healthy members buying down increases. 
 
Impact on Uncovered Population 
 
The table below shows the number of tax-payers that are not on a medical scheme per income 
category. 
 

Monthly income 
Proportion of  
uncovered individuals 

Number of  
uncovered individuals 

Less than R6,000 90.1%  716,463  
R6,001 to R10,000 57.0%  453,357  
R10,001 to R15,000 35.5%  282,483  
R15,001 to R20,000 25.8%  204,788  
R20,001 to R25,000 22.7%  180,056  
R25,001 to R30,000 20.9%  166,386  
R30,001 + 19.0%  151,402  
Total 33.8% 2,154,934 

 
Medical scheme participation increases as income increases. This is expected as medical schemes 
are generally unaffordable for the lower income individuals. It does however appear that at the 
higher income levels where affordability should not be a constraint, approximately 20% of 
individuals continue to choose not to be on a medical scheme. 
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The graph below shows the expected contributions of budget options as a percentage of monthly 
income.  
 
Graph 9: Medical Scheme contributions as a percentage of income 

 
 
It is generally perceived that 15% of income is a fair representation of the maximum tolerable 
amount to be paid to medical schemes before it becomes unaffordable, in the absence of a company 
subsidy. It is therefore reasonable to assume that families earning below R17,500 that are not on a 
medical scheme, are unable to join due to affordability constraints. 
 
The table below shows the number of tax-payers deemed unable to afford medical scheme 
contributions (ie earning less than R17,500 per month) that will fall above the LCBO threshold. This is 
essentially the population that will not have access to any private health care under the LCBO 
regulations. 
 

Threshold All tax-payers Not currently on a Medical Aid 
R6,000 2,1 million 886,000 
R10,000 1,4 million 478,000 
R15,000 445,000 132,000 

 
The table above shows that a large number of tax-payers are currently on medical schemes although 
it is deemed to be unaffordable. This is expected to be due to conditions of employment or possible 
employer subsidies. Given the increasing trend of South African companies moving to cost-to-
company structures, medical scheme subsidies are expected to reduce going forward which could in 
turn increase the uncovered population.   
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Conclusion  

 
It remains unclear precisely how the LCBO framework will ultimately be structured and 
implemented, how it will fit into the existing regulatory framework, what the timelines for 
implementation look like, and if it will in fact be implemented at all. Given this uncertainty, our 
analyses assessed the possible impact at a variety of potential income thresholds for LCBOs. We 
considered three different scenarios with income thresholds of R6,000; R10,000; and R15,000 
respectively. Specifically, the impact of the implementation of LCBOs at these thresholds was 
considered with a primary focus on:  
 

 The financial sustainability of the medical scheme industry; and 
 

 The ability for lower income segments of the population to access appropriate and 
affordable health care, through either the public or private sector. 

 
Conclusions under low threshold scenario 
 
In the case of a relatively low threshold being set (R6,000 threshold scenario), it is likely that the 
financial sustainability of the medical scheme industry will be largely unaffected. It is improbable 
that there will be a significant threat of buy-downs by existing medical scheme members from the 
currently available benefit options to LCBOs. The threshold would be low enough to prevent these 
existing members from being able to buy down and join LCBOs, and would instead primarily cater to 
the existing uncovered population with incomes below the stated threshold.  
 
A large proportion of the existing uncovered population, specifically those individuals who currently 
receive cover through private health insurers, could however be left unable to access any private 
medical cover at all. Many individuals currently covered by health insurance products will no longer 
be able to access these products, since the assumption is that these products will fall away under the 
new regulatory framework. Should these individuals’ incomes fall above the LCBO threshold, they 
will also not be eligible to join LCBOs. This implies the formation of a group of individuals no longer 
able to afford access to cover for private health care, which would leave them worse-off than under 
the existing regulatory framework. 
 
Although such individuals will still be able to access state health care benefits, this is deemed a sub-
optimal and less preferred outcome, especially within the context of primary care. This has been 
evidenced through research undertaken by StatsSA and was reported in their 2015 General 
Household Survey. The results of the survey suggest that health care received from the private 
sector is significantly preferred to that from the public sector, and states that users of private health 
care facilities seem to be more satisfied with those facilities than users of public health care facilities, 
across all provinces. Specifically, the report states the following: “Whereas 97.7% of users were 
satisfied with private facilities (91.9% were very satisfied), only 81.1% of users of public healthcare 
facilities were somewhat satisfied or very satisfied. Only 57.6% of individuals that used public 
healthcare facilities were very satisfied.” This highlights the demand for access to private health 
care, even if only for primary health care needs.   
 
Lastly, we consider whether the subset of individuals currently forming part of the uncovered 
population and who will be eligible to join LCBOs (those with incomes below the LCBO threshold) will 
in fact decide to join the LCBO. It is likely that below a certain income level there is little to no 
demand or ability to afford private health care cover. 
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Should the above scenarios hold true, then the implementation of LCBOs would be an entirely futile, 
if not socially detrimental, exercise. While there would be no major ramifications for the medical 
schemes industry, it could remove the ability for many individuals currently accessing cover through 
insurance products to access private health care benefits. 
 
Conclusions under high threshold scenario 
 
In the case of a relatively high threshold being set (R15,000 threshold scenario), the primary concern 
would be the extent of buy-downs to LCBOs from existing benefit options and the resulting impact. 
At face value, buy-downs would be expected to have a negative impact on the medical scheme 
industry overall. This impact, however, would depend on the relative number of healthier members 
that buy down to LCBOs from other higher benefit options. A greater number of healthier members 
buying down would lead to increased destabilisation of the industry and would likely have a negative 
impact on its sustainability. 
 
An important offsetting factor to the buy-downs that need to be considered, is the number of 
individuals from the existing uncovered population that would join LCBOs. As more of these 
individuals join LCBOs, the positive financial impact on the medical schemes industry would be 
greater. This result is attributable to increased member contributions as well as economies of scale, 
whereby the industry’s overall fixed costs will be distributed across a greater number of members, 
resulting in lower fixed costs per member. 
 
The overall impact under this higher threshold scenario is therefore difficult to predict and would 
depend on the relative sizes of these two offsetting effects. 
 
Areas warranting further consideration 
 
There may be an issue regarding the ability for the supply of LCBOs to meet the demand for these 
benefit options. This could become a concern if not all schemes are legally required to offer LCBOs 
and if, as a result, only a small subset of schemes make these options available. The desirability of 
these options may negatively impact the sustainability of medical schemes that are unable to 
provide these solutions.  
 
We have not considered the impact on richness of products between the health insurance and 
medical scheme industry, potentially arising due to different reserving requirements and expense 
structures.  
 
Risk rating is currently permitted for health insurance products, which contrasts with community 
rating for medical schemes. Transitioning from a risk-rated model to community rating could lead to 
young, healthy individuals having to pay significantly more on LCBOs than they would otherwise pay, 
based on their risk profile, for existing health insurance products. Should these individuals not be 
able to afford the increased premiums associated with LCBOs, or should they not wish to pay this 
increased amount, the overall risk profile of the industry would deteriorate (provided that the higher 
risk individuals from the existing uncovered population enter the LCBO market). This would lead to 
an increase in premiums across the industry, posing a threat to the ultimate sustainability of the 
medical scheme market at large.  
 

 Refining the cost and benefits of the LCBOs. 
 

 Considering the impact of tax credits on the uncovered population moving onto LCBOs. 
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 Considering whether LCBOs will be offered at different levels of comprehensiveness within a 
medical scheme. 

 
 Allowing for the probability of non-tax registered individuals joining LCBOs. 

 
 Considering the impact of varying family sizes. 

 
 Further consideration of the size and profile of the population currently utilising primary 

care health care products. 
 

 Impact of employer subsidy arrangements on buy-down rates to LCBOs 
 

 Potential benefit design responses to the introduction of LCBOs (ie income band 
restructuring). 

 


