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1. INTRODUCTION

The South African private health care industry is poorly understood and misconceptions
about industry abound.

This research paper aims to debunk the myths and address the current challenges facing
the private health care industry, with particular emphasis on the private hospital sector.

Mediclinic is of the view that the issues discussed in this paper are real challenges faced in
the private health care industry.

It is these matters that key stakeholders and policy makers such as the Department of

Health (DoH) and Council for Medical Schemes (CMS) should focus its attention and efforts
on in order to ensure the long term sustainability of the health care system as a whole.

2. REGULATORY AND STRUCTURAL CHALLENGES IN THE MEDICAL
SCHEME INDUSTRY

a. The Medical Schemes Act of 1 January 2000

The regulation of the medical scheme industry in terms of the Medical Schemes Act (with
enabling regulations which came into effect on 1 January 2000) has caused major increases
in costs and therefore the contribution rates of members of medical schemes.

In Mediclinic's view, the main purpose of the Medical Schemes Act was to change the
medical scheme market from a “pure” health insurance market to a social health insurance
market. The former refers to a system where mutuality was at play, in other words, medical
schemes were able to manage their risk through risk rating (allowing a scheme to charge a
contribution rate which reflects the expected healthcare risk of the covered beneficiary, e.g.
to charge higher contribution rates for older and sicker people and lower rates for young and
healthy individuals).

The move to a social health insurance system aims to remove such discrimination against
people who are older and sicker. However, social health insurance and the solidarity that
accompanies it only work if the measures to protect the elderly and sick are balanced by
measures to ensure the future stability of the risk pool. The Medical Schemes Act
introduced three measures to protect the elderly and sick, namely:

¥ Open enrolment (membership) — no one may be declined membership of an open
medical scheme, irrespective of their age or state of health;

¥ Community rating — medical scheme contribution rates may not differ based on a
person’s age or state of health; and

¥ Prescribed Minimum Benefits — these PMBs have to be covered by all medical
schemes and no co-payments are allowed in respect of PMBs.

b. The Impact of Outstanding R eforms

However, since 1 January 2000, the DoH [and CMS] has neglected to introduce the planned
reforms required to ensure the stability and viability of medical scheme risk pools.

Community rating and open enrolment have not been accompanied by a mandatory
requirement that all formally employed persons be members of medical schemes. This has
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resulted in many younger and healthier employees choosing not to belong to medical
schemes. This means that the costs of the medical schemes are not being shared between
the younger and healthier members and the older or less healthy members. Consequently,
the cost of memberships has risen at a higher level than it would have if the medical
schemes had a greater number of younger and healthier members.

In Innovative Medicines South Africa's Policy Brief 2", entitled "Expanding Health Insurance
Coverage", it is stated that, O[tlhe antiselection effects of the voluntary market plays a
significant role in the increasing cost of medical scheme membership. When analysing
demographic data of the medical schemes, it is evident that anti-selection is most practiced
by pregnant women and by those with serious chronic disease. A study by McLeod and
Grobler estimated the effect that the anti-selection may have on the price of healthcare using
2007 data. While these estimates are more speculative, they argue that the price of
minimum benefits for mandatory cover for all workers and their families might be 77.3% of
the price in a voluntary marketO

Another way to look at this phenomenon is that the price of cover for minimum benefits in the
mandatory environment could be 23% cheaper than the same cover under voluntary
membership. If one assumes that under mandatory membership the cost of cover for all
other benefits outside the PMB package offered by a medical scheme will also reduce by
this 23%, then this will lead to a reduction of about 19% in the average medical scheme
contribution rate, (using the average claim to contribution ratio of 84% observed in the past
ten years from 2000 to 2009 as per the CMS annual reports).

The fact that the REF has not yet been implemented means that medical schemes compete
primarily on the basis of attracting young and healthy individuals. This leads to lower
average claiming patterns which allows for more competitive contribution rates and thus
stronger membership growth. The introduction of the REF would significantly reduce this
incentive to cherry pick the good risk and would thus lead to greater focus on increasing
administrative efficiency and the management of healthcare utilisation.

A further important required reform debated over the past decade, is to adjust the current tax
exemption subsidy for medical scheme contributions to a tax credit. This has now become
policy introduced by National Treasury and will take effect on 1 March 2012. This would
greatly increase the income cross-subsidies in the market and thus improve the affordability
of private healthcare for low income families®. Mediclinic supports this reform.

c. Other Factors Contributing to  Contribution Increases

Further causes of cost increases resulting from the introduction of the Medical Schemes Act,
include the following:

¥ Solvency requirements — medical schemes are obliged to maintain accumulated
funds which must at all times be maintained at a level not less than 25% of gross
annual contributions. This was subject to an initial phasing-in period. By June 2010
the average actual solvency level of medical schemes had risen to 30.1% (compared
to 17.4% at the end of 1999) and the total excess accumulated funds were R4,8
billion. Medical schemes have not used this excess to limit their contribution
increases; and

¥ The ever-increasing reporting requirements imposed by the CMS on medical
schemes, both in terms of quantity and frequency. These have led to upward

' IMSA Policy Brief 2, www.imsa.org.za
2 IMSA Policy Brief 9, www.imsa.org.za
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pressure on administration and managed care fees. An example of this is the
significant reporting requirement in respect of the REF shadow process currently
underway. According to the CMS' annual reports, administration and managed care
fees have risen from approximately 5.8% of total contributions in 1997 to 11.2% in
2009.

Furthermore, most medical schemes have implemented benefit design programs which
place primary healthcare services in a ‘savings’ component. This means that there is no risk
pooling in respect of such benefits. As a result members delay accessing appropriate early
interventions or preventative care. This can in turn lead to serious conditions which could
have been avoided. Furthermore, belated hospital treatment is more costly.

Most open medical schemes have not actively promoted wellness (e.g. regular exercise and
appropriate diet) and preventative care (e.g. inoculations and routine check-ups and tests),
the notable exception being Discovery Health. The medical schemes in question point to the
fact that a high percentage of scheme members transfer between schemes (known as
"churn") and to the fact that when members leave a scheme it loses the future "benefits" of
the wellness and preventative care, which manifest in lower claims. If there was a greater
emphasis on wellness and preventative care, the incidence of preventable serious illnesses
and consequently the costs of treatment, would decrease.

d. The Size of the Medical Scheme Market

The fact that the medical scheme population has not grown at the same rate as the growth in
the South African population can be attributable to numerous factors. For example, people
who are not formally employed and who are low income earners require substantial
government subsidies or cross-subsidies from other income earners in order to make private
healthcare affordable to them. For this reason such people are usually not covered by
voluntary private healthcare insurance. Therefore, expressing medical scheme membership
as a percentage of the formally employed, as the graph below illustrates, rather than the
total population, is a better indication of the affordability of private health care.

Figure 1: Medical scheme membership as percentage of formally employed
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From the Figure 1 above, it can be seen that the medical scheme main members as a
percentage of the formally employed has been relatively stable over the ten year period
observed, indicating that the relatively poor growth of the formal employment, and not the
affordability of medical scheme insurance, was the cause for the gradual growth in the
number of medical scheme beneficiaries compared to the population growth over this period.
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If the low income population grew, but the middle to high income population did not, then
one would expect no growth in the medical scheme population.

Figure 2 below compares the coverage rate of supplementary voluntary health insurance
("VHI") across various countries.

Figure 2: Supplementary voluntary health insurance c overage across various
countries
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Sources: Voluntary Health Insurance in the European Union, Mossialos and Thomson, European
Observatory, WHO, 2000; Financial Market Trends, No 87, OECD, October 2004; and Private Health
Insurance- Implications for Developing Countries, Savedoff and Sekhri. WHO, 2004

In the South African healthcare debate it has been argued that the medical scheme
coverage is low due to the high cost of such cover. From Figure 2 above, it is evident that
the coverage rate of supplementary VHI of around 16% in South Africa is not low by
international comparison. In fact, VHI coverage rate in South Africa is quite high compared to
some wealthier countries. However, this does not necessarily mean that VHI is more
affordable in South Africa. The level of VHI coverage in any country depends on a range of
factors such as the quality of care in the public (basic) health care system, levels of income
in the country, heterogeneity in health service preferences and the strategic objective for
having a VHI system. In most cases, the magnitude of demand for private voluntary
insurance is largely determined by quality gaps between the services provided under the
public sector and the services provided by the private sector. Consequently, the level of
private VHI cover in South Africa cannot be ascribed only to affordability.

The culture and spending preferences of different population groupings also impact on
medical scheme coverage; in general, the economy continuously creates job opportunities
for new entrants to the workplace. Professor Heather McLeod’s ("McLeod") work (refer to
Figure 3 below) shows that many of these young and employed members of the population
(20 to 35 year olds) have chosen not to join medical schemes, clearly preferring to spend
their income on other needs. In addition it would seem that this will not be alleviated in the
short term as some areas of legislative changes are still not in place (as referred to above).
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Furthermore, McLeod notes that the effect of remaining outside medical aid schemes is very
marked for young men. The introduction of GEMS since 2006 has increased the numbers of
working women covered as the State employs a significant number of women as teachers
and nurses.

Figure 3: Coverage: Insurable Families 2009
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e. The Consolidation of Medical Schemes

The decrease in the number of medical schemes is often cited as “proof” of decline or
instability in the market.

In The World Health Report, 2000° — "Health systems - Improving performance”, the World
Health Organisation makes the following recommendations on the size of risk pools - OLarge
pools are better than small ones because they can increase resources availability for health
services. The larger the pool, the bigger the share of contributions that can be allocated
exclusively to health services. A large pool can take advantage of economies of scale in
administration and reduce the level of the contributions required to protect against uncertain
needs, while still ensuring that there are sufficient funds to pay for services". "E

[flragmentation of the pool D in other words, the existence of too many small organizations
involved in revenue collection, pooling and purchasing  damages performance of all three
tasks, particularly pooling." It is further stated that, O[ijn fragmented systems, it is not the
number of existing pools and purchasers that matters, but that many of them are too small.O

In an article entitled "Reducing Fragmented Risk Pools" in Innovative Medicines South
Africa, Policy Brief 8 * entitled McLeod states that, O[d]espitesubstantial merger activity in
recent years, there are still many small restricted membership schemes clustered in
industries that have not amalgamated. In the USA the minimum risk pool size to accept full
healthcare risk is at least 20,000 beneficiaries.O

3 http://www.who.int/whr/2000/en/whr00 en.pdf
* IMSA Policy Brief 8, www.imsa.org.za
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Figure 4: Trend in Medical Schemes 1974 - 2008
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Figure 4 above illustrates the reduction in number of medical schemes is not a new

phenomenon. However, even by 2008, as is seen in figure 5, more than 50% of medical

schemes have less than 20,000 lives.
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Figure 5: Size of Risk Pools in 2008

30 @ Restricted Schemes

Risk pools smaller
than minimum to

25 4--. accept full B
healthcare risk

B Open Schemes

w
@
E 20 oo I T
5 Schemes sufficently large to
® accept full healthcare risk
[
£ 15 frrr e 20 [
[T}
=
]
&
o 10 1
E
3
=z

5

7
0

Below 2,500

2,500 to under 5,000

5,000 to under 10,000

10,000 to under 20,000

20,000 to under 30,000

0,000 to under 50,000

50,000 to under 100,000
200,000 to under 500,000 3
500,000 to under H

1,000,000
1 millien to 1.5 millien
Over 1.5 millien H

3
100,000 to under 200,000

Number of Beneficiaries

Sources: Prof. McLeod, IMSA Policy Brief 8; Managed Healthcare Business Models for Hospital Organisations,
Millman and Robertson

McLeod further notes that, OAn important point is that scheme size is not risk pool size in all
cases, as schemes are allowed to create separate packages of benefits called OoptionsO. In
the South African medical scheme environment, each option within a medical scheme is a
separate risk pool as legislation requires each option to be financially self-sufficient and self-
sustaining." There were 355 separate risk pools or options in South Africa in 2008, of which
only 80 were sufficiently large to accept full health care risk, using the United Stated of
America definition. There were 1.7 million beneficiaries in risk pools that are too small in
terms of this definition.

The practice of large risk pooling is evident in the Netherlands which operates under a
system of social health insurance covering 99% of the population, comprising about 16.5
million beneficiaries. This insurance market is highly concentrated, with the top five plans
accounting for 82% of members.

From the above it is evident that much more consolidation in the medical scheme industry is
necessary in order to create larger risk pools to ensure greater efficiency of risk pooling. In
Mediclinic's view, the current trend of amalgamation in the medical scheme and
administrators’ market is not as a consequence of decline or instability in the market, but
rather a consequence of competition and the drive for efficiency.
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3. THE COST DRIVERS OF MEDICAL SCHEME EXPENDITURE

Inappropriate comparisons made to CPI

As a prelude to explaining the main drivers of medical scheme expenditure, the next three
sections focus on highlighting the inappropriateness of making comparisons between
increase in medical scheme expenditure and the CPI.

a. CPI Relative to Medical Inflation

The Consumer Price Index (CPIl) is an inflationary indicator that measures the annual
change in the cost of a fixed basket of products and services.

Medical inflation on the other hand is an inflationary indicator that measures the annual
increase in the total cost of medical care for an individual. This measure includes the
increase in treatment costs and the increase in the frequency (utilisation) of treatment.

It is therefore important to understand at the outset that the rise in health care costs in
excess of CPI is not a unique South African phenomenon. In this regard we refer to the
document prepared by PricewaterhouseCoopers entitled OHealthcast 2020: Creating a
Sustainable Future®.

The graph below sets out a comparison between selected OECD countries and the South
African medical scheme industry in relation to the average real increase in medical
expenditure per capita between 2000 and 2007.

From the graph it is evident that the trend of medical cost inflation (including the effect of
increased utilisation) outstripping the CPI is not unique to the South African private health
care market. Furthermore, the graph illustrates that this phenomenon is not dependent on
the type of system (i.e. public or private, single payer or multi-payer etc), but occurs within all
systems regardless of the financial or governance structure.

Figure 6: Average real increase in medical expenditure per capita 2000 -2007
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Source: OECD database and CMS annual reports

There are many reasons why the rise in medical expenditure outstrips CPI, the most
significant being the increase in utilisation (driven by the impacts of new technology, medical

° http://download.pwc.com/ie/pubs/Healthcast 2020.pdf
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innovation, ageing populations, changes in the burden of disease and increased
expectations of the health system) and price (driven by the impact of the shortage in health
care resources, health care professionals' salary inflation and new technology requiring
greater capital investment). These two factors give some explanation of this global trend.

It must also be noted from the above graph that comparing the South African private market
with the other OECD countries is not a direct ‘apple for apple’ comparison, as the other
countries represent a mix of both private and public spending. Furthermore, the above
OECD countries have socialised or universalised systems which provide the majority of care
in the country, leaving a very small role for private voluntary health insurance. This is an
important observation, as in these socialised and universalised systems rationing tools such
as waiting lists, exclusions etc are used to control utilisation rates and thus medical
expenditure. These rationing tools are not available in the South African private medical
scheme market, making it difficult to control medical expenditure. The South African medical
scheme market is further of a voluntary nature, which operates under the principles of open-
enrolment and community rating as explained above. This places medical schemes at a high
risk of anti-selection, which is also a key factor of the increase in utilisation and thus the rise
in medical expenditure observed.

b. CPI Relative to Hospital Price (Tariff) Inflation

When considering whether hospital price (tariffs) increases are reasonable, then it should be
compared to hospital input cost inflation, or nurse salary inflation at the very least. This is
because; nursing salaries make up 50% of private hospitals’ costs (excluding the costs of
pharmaceuticals).

The inflation of nursing salaries, is much higher than CPI due to wage settlements in the
public sector, an international shortage of nurses (especially specialised staff such as
theatre, ICU, high-care and neo-natal staff) (refer to Econex Health Reform Note 9°) and the
high demand for South African nurses in South Africa and worldwide. This means that the
local private hospital industry is required to compete both with the public sector and globally
in order to attract and retain properly trained nurses.

Due to the severe nursing shortage internationally and more specifically in South Africa,
Mediclinic has to grant salary increases well in excess of CPI in order to maintain its
workforce and quality of care. The strong pull of very attractive salary packages for
registered nurses abroad, as well as the significant salary increases for public sector nurses
(through the Occupation Specific Dispensation adjustments), have forced Mediclinic to grant
annual nursing salary increases of 4% above CPI between 2004 and 2009. This relates
back to Mediclinic’s submissions regarding a violation of section 22 of the Constitution. If the
profitability of private hospitals is compromised, then they will not be able to offer packages
to retain the best nurses or to attract the best calibre of candidate into the nursing
profession.

Figure 7 below illustrates the difference between Mediclinic's nursing salary inflation, CPI
and Mediclinic’s weighted price inflation between 2004 and 2010. From the graph it is
evident that Mediclinic’s nursing salary inflation far out-strips both CPIl and the weighted
average price increase over the period observed. This cost pressure is driven by the severe
shortage of nurses globally and particularly in South Africa.

6 www.econex.Cco.za
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Figure 7: Nurse Salary inflation, CPl and MC Weighted Price Inflation indicators
between 2004 2010
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Source: Mediclinic and Statistics SA

c. CPI to Measure Affordability of Heal thcare

CPI has no bearing on the affordability of healthcare. It is rather salary inflation that should
be compared to the increase in medical scheme contribution rates, because salary inflation
impacts on the percentage of an individual's income spent on medical scheme contribution
rates.

Figure 8 below illustrates the difference between formal sector salary inflation (from
Statistics SA), CPI and Mediclinic’s weighted price inflation between 2002 and 2010.

Figure 8: General salary inflation, CPlI and MC  Weighted Price Inflation indicators
between 2002 and 2010
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Source: STATS SA and Mediclinic

It is evident that Mediclinic’s price increases have been consistently lower than salary
inflation over the observed period.
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Furthermore, given that medical scheme contributions have increased in excess of salary
inflation, it can therefore confidently be concluded that utilisation and not price is the factor
driving up medical scheme contributions, reducing the affordability of medical scheme cover.

Cost Drivers of Medical Scheme Expenditure

d. Understanding the Components Affecting the Affordability Medical Scheme
Cover

It is important to understand that there is a difference between price and cost. There is also
a fundamental difference between 'prices' and 'affordability’. Prices are a function of costs
and margin, whilst affordability is a function of people’s incomes and medical scheme
contribution rates.

The level of medical scheme contribution rates is impacted by many factors such as the
targeted reserve level, the non-healthcare expenditure, the utilisation of healthcare services
and the price of such services as shown in the diagram below.

Figure 9: Factors affecting affordability
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Medical scheme expenditure on private hospitals is driven by both utilisation and price.
However, as shown in Figure 6 above, hospital price inflation has been significantly lower
than salary inflation, indicating that increased pressure on affordability is driven to a larger
extent by increases in utilization rather than price.

e. Increased Utilisation of Private Hospital Services

Utilisation is driven by increased admissions and increased intensity of care, which in turn
are due to, amongst other things, changes in the age distribution of medical scheme
beneficiaries, the anti-selection impact of open enrolment and community rating, the burden
of disease and new technologies.
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Mediclinic’s medical scheme revenue per calendar year, based on ‘same-store’ 2003
hospitals, increased by an average 15.9% per annum between 2000 and 2009, as indicated
in the graph below. The increased revenue attributable to additional numbers of admissions
amounts to 5.6% per annum on average over this period. The increase in revenue
attributable to price increases is 7.4%. The remaining increase in revenue is attributable to
an increase in length of stay as well as change in case mix. CPI increased by an average
6.2% per annum over the corresponding period. Annual price increases in excess of CPI
over this period therefore averaged only 1.2% per annum.

Figure 10: Annualised increase in  Mediclinic Os medical scheme revenue between
2000-2009 (based on same store 2003 hospitals)
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Source: Mediclinic

Whilst it is acknowledged that the HIV/AIDS prevalence is higher in low income
communities, the often repeated assertion that the prevalence of HIV/AIDS is roughly 1% in
the medical scheme market, is untrue. The 1% figure is in fact not a reflection of the
prevalence of HIV, but the proportion of medical scheme beneficiaries who have registered
for HIV disease management programs. It is, however, important to note that due to the
stigma that is still attached to HIV/AIDS and the fear of being discriminated against at work,
most people do not adequately trust the confidentiality of information submitted to medical
schemes and thus choose not to register for HIV/AIDS disease management programmes.
Furthermore in the majority of cases it appears that beneficiaries only register on such
programs once the disease has progressed quite far.

A paper by Da Silva and Wayburne presented at The International Actuarial Association
Health Section Colloquium in 2007’ showed that in the most conservative scenario the
HIV/AIDS prevalence for South African medical scheme beneficiaries was 4.5% in 2005 and
was expected to increase to 5.3% by 2010. (Three other scenarios showed far greater

! http://www.actuaries.org/IAAHS/Colloquia/Cape_Town/IAAHS 2007 da_Silva, Wayburne.pdf
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prevalence.) This represents an 18% increase in prevalence, which has a direct impact on
the increase in utilisation of healthcare services. The fact that a large proportion of HIV-
positive beneficiaries are not registered and are thus not actively being managed for the
disease, leads to a far greater incidence of such beneficiaries being hospitalised with
complications. This further drives up the utilisation of healthcare services.

The increase in utilisation attributable to the ageing patient profile, is described in the HASA
OPrivee Hospital Review 2008("the HASA report"):

"The increase in prevalence of chronic conditions is further illustrated by the work done by
the Risk Equalisation Technical Advisory Panel (RETAP). The initial pricing analysis for the
Risk Equalisation Fund (REF) was done using 2002 data from Discovery Health and
Medscheme. Both these administrators have consistently applied good clinical coding and
the use of their data was therefore ideal. The 2002 data were used to price the expected
cost of the Prescribed Minimum Benefits (PMBs) for different age bands for 2005 (see the
dark line in Graph 10 & 11 below). However, the actual outcome for 2005 was considerably
higher than the expected figures at the older ages (see the blue, yellow and orange lines in
Graph 10 & 11), mainly due to a heavier prevalence of chronic conditions at these ages.O

Graph 10: Discovery Health (Pty) Ltd REF expected and actual costing.

1200

1100

1000

800

800

700

600

500

400

Price per beneficiary per month

300

200

100

Under1  1-4 §-9  10-14 15-90 W-M 25-20 W-M -3 L)-44 45-40 50-54 G5-E0 EO-4 E5-BD TO-T4 VE-TO BO-B4  BEe

mm Expected pbpm s Actual popm March e Actual pbpm June Actual phpm September e Actual pbpm December

Source: RETAF.

PAGE 14



Graph 11: Medscheme (Pty) Ltd REF expected and actual costing.
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Subsequent to the above research, McLeod produced an update on the comparison of
actual and expected PMB cost curves for the South African Treasury, which is now in the
public domain. Consistent with the previous trend, the actual PMB claims cost is
significantly higher than expected. OThe impact is roughly 25% (onequarter) higher
values...Gaccording to McLeod. It is important to note the expected PMB curve was
adjusted for tariff inflation, which leads one to the conclusion that the increased cost is due
to increased utilisation of healthcare services and not price escalations. The graphs below
show the higher than expected PMB costs for neonatal and elderly patients which drives the
overall higher average costs.

Figure 11. Comparison of Expected and Actual PMB curves for 2008 by Administrator
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It is clear to see that on average older people stay in hospital longer than younger ones.
Figure 12 from Deloitte further supports this trend by showing the increase in average major
theatre time per procedure with an increase in age. The reduction at very old ages relates to
the fact that major procedures cannot be performed on such individuals due to frailty at such
ages.

Figure 1 2: Average theatre time by age per theatre type
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Figure 13 shows the change in the age distribution of patients with a move towards relatively
fewer at younger ages and more at older ages. The curve showing the average billed
amounts per admission therefore illustrates that Mediclinic is seeing relatively more cases
which generate revenue in excess of R20,000 and fewer cases generating less than
R15,000 per admission in 2010 terms.

PAGE 16



Figure 1 3: Treated Age Distribution 2010 compared to 1999
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It therefore follows that the longer average length of stay and theatre minutes associated
with increased age led to an increase in utilisation of private hospital services.

f. Impact of New Technology

The impact of new technology on cost increases is very hard to quantify. However, the
graphs below very clearly illustrate the impact of new pharmaceutical technology in the
hospital environment. An analysis was done to show what proportion of the pharmaceutical
basket used in 1999 continued to be used in the consecutive years to the present date. The
analysis split the data up into the main pharmacy components (i.e. surgical and ethical items
in the first graph (figure 14) and prosthesis in the second (figure 15)), in order to allow for

more detailed examination.
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Figure 1 4: Proportion of the 1999 pharmaceutical product basket used in consecutive

years
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Figure 14 above illustrates, that only 47% and 27% of 2010 surgicals and ethicals revenue
respectively are for items which existed in 1999. This shows that more than half of the
surgicals and almost three quarters of the ethicals' revenue in 2010 relates to technology
introduced in the past ten years.

New technology has the greatest impact with prosthesis. A similar analysis to the one above
was done for prosthesis. Due to a change in the coding structure in the recording of
prosthesis items in 2005, the analysis could only be performed for the period between 2005

and 2010 to ensure consistency in the results.

Figure 15: Proportion of the 2005 prosthesis product basket used in consecutive

years
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Source: Mediclinic medical scheme claims data

From Figure 15, the rapid technological advancements regarding prosthesis is evident as
only 39% of prosthesis' revenue in 2010 relates to items available in 2005. In other words,
61% of revenue in 2010 from prosthesis relates to technology introduced in the past five

years.
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g. The Stagnation of Funding to Public Hospitals

The stagnation of funding to public hospitals since 1994 (as alluded to in the Additional
Discussion Documents dealing with the proposed NHI scheme presented at the National
General Council of the African National Congress, 2010) has had an adverse effect on the
quality of care at public hospitals.

An evaluation of public sector hospitals conducted by the Development Bank of South Africa
(set out in its document entitled "A Roadmap for the reform of the South African health
system", 2008) revealed strong indications of a service that is unresponsive to health needs.
Also, the evaluation found important quality assurance concerns around safety, clinical care,
governance, patient experience of care, waiting times and queue management,
infrastructure and environment, and public health. In addition, staffing levels and the number
of beds in public hospitals have declined in the face of an increasing population and burden
of disease.

The consequence of this was that medical scheme patients voted with their feet and elected
to reduce the extent to which they use public hospitals, to the current point where it is the
exception rather than the rule. This failure of public hospitals contributed greatly to the extent
to which private hospitals experienced increased utilisation of their facilities. The graph
below sets out the proportion of medical scheme hospital claims paid to public hospitals.

Figure 16: The proportion of medical schemes hospital claims paid to public
hospitals.
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4. DEBUNKING THE MYTH: PRIVATE HOSPITALS ARE MAKING SUPER
PROFITS

a. Return on Investment of Private Hospitals

There is a misconception that the private hospital sector generates very high (‘super-
normal’) profits. However, private hospitals make a justifiable and necessary return on
investment

In the year to 31 March 2010 Mediclinic’'s before and after tax returns (profit) on its South
African operations (excluding finance costs), were R1,445 million and R1,040 million
respectively. This amounted to a return on investment of 10.5% before tax and 7.5% after
tax on the replacement value of its capital.

A 2008 analysis by PricewaterhouseCoopers® of the return on investment of the private
hospital industry in South Africa over the five years ending in 2007, shows that, measured
against the average value of capital employed, the listed private hospital companies’ after
tax returns were 5.7% which are considerably lower than the 13.4% average of the 40
largest JSE-listed companies.

Figure 17: The listed South African private hospitals (in 2008) reflect lower ROACE
than both the international sector averages and the ALSI
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The misconception that private hospitals are making “super-normal” profits further stems
from research by the CMS relating to the return on investment for the private hospital
industry. These results were widely presented as fact by the Registrar of Medical Schemes,
Dr. Gantsho, on numerous platforms such as the Institute of Health Risk Managers session

® Presented by PwC Corporate Finance at HASA’s 2008 conference
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on 17 September 2010 in Cape Town. Without explaining the methodology used or
affording the private hospital players the opportunity to provide input as to the reasonability
of the methodology, the CMS suggests that private hospitals were earning returns on
investment of close to 25%. This is not correct. The return on average capital employed of
the top-40 JSE listed companies were 12.4% over the past five years. If the private hospital
industry’s returns were more than double that, it stands to reason that Mediclinic and the
other listed private hospital groups’ share prices would have far outperformed that of the JSE
average. However, figure 19 indicates that the opposite is true, with Mediclinic’s share price
lagging the JSE performance.

The sustainability of the private hospital industry is dependent upon its ability to provide
returns on investment sufficient to justify the risks attendant upon the huge investment of
capital which it requires. A study by Deloitte of the financial impact of implementing the 2008
RPLs on private hospital tariffs, revealed that if they were to be used as the basis for the
reimbursement of private hospitals by medical schemes, private hospitals would suffer a pre-
tax operating loss of 15%. This would impact adversely on the future viability and
sustainability of the private hospital industry as a whole.

The graph below illustrates the stability of the historical EBITDA margins of Mediclinic,
especially since 1998 when Mediclinic became a substantial group following an acquisition
of another hospital group. The fact that Mediclinic is not making "super" profits is further
evidenced by the graph comparing Mediclinic's share price history to the JSE all-share index
history since 1995, where the latter has experienced greater growth.

Figure 18: MediclinicOs EBITDA historical margin
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Figure 19: Mediclinic and JSE All Share Index historical performance of average
annual share price in cents
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As noted above in 2.b. the annual change in the CPI does not reflect the annual input cost
increases experienced by the private health care industry and specifically the private hospital
industry. It is accordingly an inappropriate benchmark for the increases in private hospitals’
input costs and the increases in their tariffs.

From Figure 5 it is evident that Mediclinic’s nursing salary inflation far out-strips both CPI
and the weighted average price increase over the period observed. Nurse salaries are a
significant input cost to private hospitals making up 50% of private hospitals’ costs
(excluding the cost of pharmaceuticals).

Given that Mediclinic’s EBITDA margin (referred to in Figure 18) has remained constant over
this period; this indicates that the increase in utilisation of Mediclinic's hospitals allowed
Mediclinic to absorb the higher nursing salary increases. Medical schemes would also not
allow the full impact of such increases to be passed on to them.

Should private hospitals be forced to accept tariffs that are not economically feasible for
them, then private hospital companies could become less profitable or even incur losses
(with the effect inter alia that shareholders may no longer wish to further invest in them). This
could in the long term lead to the decline in private hospital services and detrimentally effect
the economic stability of the health care industry as a whole (including the medical scheme
industry).

The advancement of medical technology has caused a significant increase in the capital
expenditure related to the building and equipping of a private hospital. Mediclinic's
Panorama hospital cost R139,000 per bed for the land, building and equipment combined in
1986 (R997,000 in 2009 terms). By comparison Mediclinic's Cape Gate hospital, which
opened for business in February 2010, cost R2,000,000 per bed. This comparison shows
that hospital cost inflation cannot be compared to CPI, since a significant aspect of
Mediclinic's cost inflation is driven by new technology, which is the primary reason for the
increase in real costs.
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Figure 20 : Increas e in capital expenditure relating to the building and equipping of a
private hospital
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b. The Effect of Private Hospital Profits on Medical Scheme C ontri bution
Rates

Mediclinic believes that the DoH misapprehends the effect of private hospital profits on
medical scheme contribution rates.

Private hospital profits amount to a small proportion of medical schemes’ total payments to
health service providers and an even smaller portion of medical schemes’ gross contribution
income (which also goes to maintaining their reserves and paying for their administrators,
managed care providers and brokers).

Payments to private hospitals make up about 33.0% of medical schemes’ gross contribution
income of R84.8 billion for 2009. If private hospitals were to reduce prices to the extent that
they halve their EBITDA margins (which is completely unsustainable in practice), payments
to private hospitals would decrease to about 30.6% of medical schemes’ gross contribution
income. If there is a commensurate reduction in medical scheme contribution rates, the
average medical scheme beneficiary who paid R890 per month in 2009 (according to the
CMS), will pay only R32 less per month, i.e. a reduction of 3.5%.

This paltry reduction is unlikely to result in a significant increase in the number of medical
scheme members. It will however result in the demise of private hospitals.

Furthermore we set out below a relevant extract from paragraph 2.4 of the Global Credit
Ratings’ report headed “South Africa Medical Scheme Ratings Bulletin August 20077, to the
effect that hospital tariffs are not out of control:

Most countries are plagued by ever-increasing cost of healthcare, with South Africa being
no exception. Domestic healthcare costs are largely driven by factors such as new
technologies and procedures, an ageing population, the increased burden of disease and
HIV/Aids, as well as the shortage of skilled staff. The largest component of costs tends to be
hospital-related, followed by specialists and then medicines. Hospitals continue to make
concerted efforts to improve efficiencies and try and absorb costs instead of passing all their
costs increases on to consumers. Accordingly, it is estimated that the private hospital
industryQOs inflation rate has been maintained at a relatively low level of 5.6% in 2006, from
5.2% in 2005 (2004: 8.1%). Moreover, the new dispensing fee structure with regards to
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medicines (single exit pricing OSEPO regulations) is aimed at discouraging the inappropriate
use of high-cost products, although delays in its finalization and implementation are ongoing.
Generally speaking, historically, medical inflation has always been somewhat above the
Consumer Price Index (OCPIXO). CPIX evidenced an upward trend during 2006 and equated
to 4.6% from 3.9% in 2005. Based on data from Statistics SA, the overall medical inflation
rate reduced during 2006 and averaged about 6% compared to 6.8% in 2005 (2004:
(9.8%)).0

c. Growth in Occupancy R ates v EBITDA

Figure 21 below illustrates Mediclinic’s historical occupancy rates based on available beds
using the "billed methodology" and the "census methodology". Using available beds, and not
licensed beds, is a more reflective indication of occupancy rates, as it is based on the actual
physical infrastructure, and hence available for use (even though not all the beds may be
operational at a given point in time).

The "billed methodology" used to calculate occupancy rates allows for half days and is most
commonly used in the South African private hospital industry. However, most developed
countries use the "census methodology" to calculate occupancy rates, where half days are
counted as whole days. The "census methodology" is therefore a better measure when
doing international comparisons of occupancy rates.

Figure 21: MediclinicOs occupancy rates based on "billed" and "census methodology"
and available beds
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Occupancy rates based on the "billed methodology" are significantly lower than that
calculated on the "census methodology" as illustrated in the graph above.

From the graph it is evident that Mediclinic’s occupancy rates have shown an increasing
trend over time. Since Mediclinic's EBITDA margins have remained constant over this
period, this indicates that higher occupancy rates are used to sustain profit margins at lower
tariffs. In other words, medical schemes and their members have received the benefits of
increased scale and efficiency through lower than required hospital tariffs.
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It should further be noted that Mediclinic's occupancy rates are above 80% and that there
are limited spare capacity. It would seem that these occupancy rates are also not abnormal
in the market. This is evidenced by the Life Healthcare private hospital group which reported
occupancy rates of 70% on the "billed methodology" in its year end results presentation (for
2010), which is the same as that of Mediclinic on the same methodology.

It must also be noted that Barry Childs in the Private Hospital Review 2009, calculated
occupancy rates based on licensed beds using the "billed methodology". Since the number
of licensed beds is greater than the number of available beds, the occupancy rates
calculated by Childs are lower than that represented by the two groups above using
available beds. Childs calculated occupancy rates of 60%, 62% and 66% for 2006, 2007,
and 2008 respectively. This highlights the importance of understanding the definitions and
methodology used when calculating and comparing occupancy rates in order to deduce the
level of spare capacity available at a hospital.

d. State of Public H ospitals

The public hospital sector is financed through general taxes and every citizen of the country
has an entitlement to health care services provided by public hospitals. The private hospital
sector is primarily financed through medical scheme contributions. Beneficiaries of medical
schemes are restricted to those who contribute to the medical schemes. Those who opt to
join medical schemes are those who (after paying their taxes), still prefer to make additional
contributions to access private health care (especially private hospital services).

Due to the financial implications of joining a medical scheme, beneficiaries are usually from
higher income groups, while low income groups depend largely on the public sector. In
recent years, the quality of care in public hospitals has deteriorated to the extent that the
demand for private hospital care amongst the low-income groups has increased significantly
— contributing to the debate around “affordability” within the private hospital sector.

The misplaced focus on trying to achieve “affordability” within the private sector for all South
Africans is due to the lack of understanding that private hospital services are not a merit
good. Patients in the public sector do not pay for hospital services based on the cost of the
service they have consumed. In fact, there is hardly any relationship between tax
contributions/out-of-pocket payments and expected health care benefits. On the other hand,
contributions to medical schemes (based on the option selected by the beneficiary) are
determined by an expected benefit. In addition, out-of-pocket payments are reflective of the
cost of providing the service. Those who cannot afford to use private hospital services use
the alternative — public hospitals, with very limited financial exposure. This means that
private hospital services are not merit goods, and therefore prices of hospital services to
patients (or intermediaries such as medical schemes) must reflect the cost of delivery of the
relevant services.
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