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Under the regime of Nelson Mandela in the 1990s, South Africa conducted a unique and interesting
experiment in the market for private insurance.  After deregulation in 1994, virtually every type of health
insurance plan sold in the United States was able to enter the South African market � from HMOs to
PPOs to Medical Savings Account (MSA) plans.  And after a favorable ruling from the tax authorities,
employer deposits to MSAs received the same tax treatment as employer payment of third-party insurance
premiums.

Thus in South Africa, MSA plans have competed against other forms of insurance on a level
playing field.  The result has been remarkable.  In a few short years, MSA plans have become increasingly
popular, and they already have captured about half the market.  By contrast, HMO-type managed care has
made only small inroads.

In the United States, the design of tax-free MSA plans allowed under a special pilot program is
rigidly specified in the tax code.  In South Africa, insurers have been free to innovate and experiment.  The
result is a far more interesting product � one better designed to meet customer needs:

● Whereas a U.S.-type MSA plan has an across-the-board deductible covering all medical ser-
vices, South African MSA plans typically have varying deductibles.

● For example, a representative plan has no deductible for hospital care on the theory that pa-
tients exercise little discretion within hospitals, but a $1,200 deductible for outpatient care on
the theory that patients have a lot of discretion in that setting.

● The high deductible also applies to drugs, but for chronic conditions, for which skimping on
drugs could lead to more expensive care later, the deductible drops back to zero.

Only 20 percent of South Africa�s population has private health insurance.  Most of the remainder
relies on a public system of free care.  But because of rationing and problems of quality in the public
sector, the private sector has been growing.  This has encouraged insurers to introduce new products and
product designs.  Among the more interesting MSA product innovations are:

● A wellness program with prizes and bonuses for wellness activities (e.g., health club participa-
tion) and preventive measurers (e.g., Pap smears and mammograms).

● An information hotline to assist patients in making decisions.

● A system for electronically verifying MSA balances and third-party liability at the time pre-
scription drugs are purchased.

South Africa�s extensive experience with MSAs enables researchers to answer questions about
them that have been raised in the United States and elsewhere:

● MSAs definitely save money; the average MSA holder spends about half as much on outpatient
services plus drugs as do people in traditional plans.

● There is no evidence that MSA holders skimp on primary care in a way that leads to higher
inpatient costs.

● Judged by the incidence of catastrophic claims, MSA holders are not healthier as a group than
enrollees in conventional insurance plans.

● Although MSA plans appeal to people who are healthy, those who are sick and have high
health care costs are also financially better off in MSA plans than in traditional insurance.

These findings contain important lessons for other countries considering health insurance reform.

Executive Summary
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Introduction
For most of the last decade � under the leadership of Nelson Mandela

� South Africa enjoyed what was probably the freest market for health
insurance anywhere in the world.  Although only about one-fifth of South
Africans actually buy private insurance, their options have ranged from
American-style HMOs and PPOs to Medical Savings Account (MSA) plans.

Furthermore, South Africa�s insurance regulations were and are
sufficiently flexible to allow the type of innovation and experimentation that
American law stifles.  For example, in South Africa there is no law that says
HMOs cannot have deductibles.  Nor is there a law that says MSA plans have
to have minimum or maximum deductibles.

This study addresses one of the most interesting outcomes in South
Africa�s experience with a free market for health insurance: the emergence
and popularity of Medical Savings Accounts.

The South Africa Health
Care System: The Public Sector

South Africa has an extensive public sector health care system that
provides services to approximately 36.5 million people, 80 percent of the
population.  For participants in this system, health care is virtually free at the
point of consumption.  Although there is a nominal $3 charge for a physician
visit, this fee is almost always waived for those who cannot afford it � and
almost everyone who currently uses the system is deemed unable to afford the
charge.  There is no charge for hospital care.

Like other health care systems around the world that offer free
services, South Africa�s public system is plagued by continuing problems of
nonprice rationing.1   And like other health care systems in which the pressures
of democracy affect the allocation of resources, South Africa�s public system
has been increasingly sacrificing expensive, curative services for the few who
need them in order to expand less expensive, primary care services for the vast
majority of people.2

Substituting Care for Cure.  In the past, the public system led the
world in developing heart transplant techniques.  It also developed other
cutting-edge medical technologies.  At the same time, the provision of primary
care services was sometimes sparse and meager, especially in rural areas.
With the shift to a more democratic political system, the government has faced
pressures to expand primary and secondary care even at the expense of
curative services.  Per capita health care costs are shown in Table I:

�Under Nelson Mandela�s
regime, the popularity of
Medical Savings Accounts
soared.�

�About 80 percent of the
population relies on free care
from the public sector.�
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● The table shows a drop (about 1/6 over 6 years) in real per capita
spending in the provinces, reflecting an overall reduction in
spending to reduce the budget deficit.

● The spending reductions are not spread evenly, reflecting the fact
that proportionately more resources are now going to rural areas.

● The relative increase in spending in rural areas represents an
increased emphasis on primary care.

The emphasis on universal primary care has been accompanied by a
deterioration in the quality and quantity of high-tech medicine the public
sector provides.  An example is the imposition of moratoriums on certain
organ transplants.

The Consequences of Nonprice Rationing.  Wherever medical care is
free at the point of consumption, the demand almost always exceeds the
supply.  The result is nonprice rationing.  In South Africa, the rationing
problems are even more acute in the hospital sector because resources are
being shifted to primary care facilities.

Recently a commission of enquiry was established to investigate
continuing reports of poor quality health care delivered in the public sector.
While the conclusions of the enquiry are not complete, some anecdotes from
South African daily newspapers are similar to those from Britain or Canada.
For example, according to one description:3

Eastern Cape 2,149 2,500 2,183 1,879 1,734 1,651
Free State 2,047 2,229 2,081 1,857 1,700 1,608
Gauteng 1,672 1,745 1,679 1,536 1,473 1,433
KwaZulu-Natal 1,856 1,982 1,968 1,602 1,457 1,428
Mpumulanga 1,549 1,787 1,717 1,520 1,470 1,471
Northern Cape 2,205 2,245 2,446 2,003 1,865 1,785
Northern Province 1,530 2,066 1,991 1,730 1,594 1,505
North West 1,959 2,127 1,873 1,710 1,567 1,486
Western Cape 2,257 2,415 2,281 1,958 1,744 1,642
Average for the
provinces 1,875 2,092 1,974 1,711 1,581 1,520
Total (including
federal spending) 3,960 3,991 3,957 3,872 3,763 3,720

TABLE I

Trends In Real Per Capita Health Care Spending (RANDS)
(In 1999 RANDs)

Province 1995/96 1996/97 1997/98 1998/99 1999/00 2000/01

�The public health care
system has deteriorated in
recent years.�
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Patients were forced to sleep on the floor and on chairs at
Johannesburg Hospital yesterday after staff were unable to accommo-
date a flood of new admissions. Dr Vivian Fritz, acting chairperson of
the medical advisory committee at the hospital, said the medical intake
ward had received 71 patients on Thursday.  By lunchtime on Friday,
staff were still struggling to find beds for 65 of these patients with only
five nurses to care for them.  They were expecting another 30 to 40 ad-
missions by the evening. Fritz said the trauma unit would �try their
best� to cope with any emergency cases, but there would be no special-
ist care available. The overcrowding came as the hospital announced
that staff shortages had forced it to close its reconstructive, orthopaedic
and pediatric surgery units this weekend.  Twelve community service
doctors were transferred from Johannesburg Hospital to Chris Hani
Baragwanath Hospital where, Department of Health officials said, the
crisis was more urgent.

These circumstances are not atypical or unique.  The following are
other examples:4

● In July 1999 senior doctors from four of greater Johannesburg�s
major hospitals warned that a critical staff shortage could force the
closure of several emergency units.

● The South African Society of Physiotherapy president, Ms. Anna
Bizos, said in June 1999 that Gauteng�s principal orthopaedic
hospital, the Oliver Tambo Hospital, had one physiotherapist and
that many patients lay in bed for days with minimal rehabilitation.

KwaZulu / Natal 32.5% 26.9%
Mpumalanga 30.0% 22.6%
Free State 22.8% 20.0%
Gauteng 22.5% 17.1%
North West 21.3% 18.1%
Northern Province 11.5% 8.2%
Eastern Cape 15.9% 12.6%
Northern Cape 9.9% 8.6%
Western Cape 5.2% 6.3%

National 22.8% 17.0%

TABLE II

Percent of Pregnant Women With HIV
(By Province)

Province 1998 1997

Source: Health Sciences Research, & Epidemiology Directorate, Department of
Health, 1999.

�Overcrowding and staffing
shortages are used as a form
of nonprice rationing.�
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● In July 1999 the head of the trauma unit at Cape Town�s Groote
Schuur Hospital, Dr Peter Bautz, quit his job because of what he
called the �intolerable work conditions in a medical service
devastated by budget cuts and spiralling violence.�

Note that these descriptions are not that different from news reports of
similar problems in the public hospital sectors in Britain, Canada and other
countries with national health insurance.5

The Problem of AIDS.  The problems of poor quality within the
public sector are likely to become much worse as the AIDS epidemic worsens.
The high volume of AIDS-related hospitalization is putting ever-greater
pressure on public sector resources.  The prevalence of HIV, as measured by
the testing of women in prenatal clinics, is shown in Tables II and III.

● As Table II shows, more than one out of every five pregnant
women has tested positive for HIV, and that number is growing.

● As Table III shows, the HIV infection rate is rising for every age
level.

How will an already overburdened system deal with the pressures of
more AIDS patients?  The answer to this question is unclear.

The South African Health
Care System: The Private Sector

Partly in response to the problems that plague the public system, South
Africa has a large and growing private health care sector.  Unlike the public
sector, the private sector offers care comparable to that offered by most first-

<20 21.0% 12.7%
20 � 24 26.1% 19.7%
25 � 29 26.9% 18.2%
30 � 34 19.1% 14.5%
35 � 39 13.4% 9.5%
40 � 44 10.5% 7.5%
44 � 49 10.2% 8.8%

TABLE III

Percent of Pregnant Women with HIV
(by age)

Age 1998 1997

Source: Health Sciences Research, & Epidemiology Directorate, Department of
Health, 1999.

�One in five pregnant women
is HIV positive and the public
system is overburdened with
AIDS cases.�
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world health care systems.  Currently, the 20 percent of the population using
the private sector has access to 85 percent of the country�s pharmacists and at
least 75 percent of all medical specialists.6   As real per capita spending in the
public sector has decreased, spending in the private sector is rising
dramatically.

Private Health Insurance.  In contrast to the public sector, health care
delivered in the private sector must be paid for by patients.

● In order to help meet these costs, approximately 20 percent of the
population purchases private health insurance in a very competitive
insurance market.

● Over the past decade the number of privately insured people has
grown about 2 to 3 percent per year.  [See Figure I.]

Within the last five years there also has been rapid innovation within
the private insurance market, spurred in part by deregulation in 1994.  Prior to
deregulation, the South African market in many ways resembled the U.S.
private insurance market before the advent of managed care.7   That is, it was
dominated by nonprofit, bureaucratic organizations that did not function like
typical profit-making enterprises.8

FIGURE I

Private Health Insurance Enrollment
(millions)
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Source: Registrar of Medical Scheme Reports, 1992 to 1996, Department of Health.

�About one-fifth of South
Africans have private insur-
ance and their number grows
about 2 to 3 percent a year.�
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Coverage was generally provided at community-rated premiums (with-
out even variation for age differences) and was guaranteed to all applicants re-
gardless of health status.  Fees earned by the insurers and/or administrators
usually were a percentage of the premium, offering little incentive for cost
control or plan innovation.9   The net result was a market dominated by tradi-
tional indemnity plans providing first-dollar coverage for most services.  With
few cost containment incentives in the system, private insurance costs in-
creased dramatically during the 1980s and early 1990s.

Effects of Deregulation.  Deregulation of the market removed a num-
ber of constraints on the system, including the requirements of community rat-
ing and guaranteed issue.  In addition, for-profit insurers were allowed to enter
the market.  Given the freedom to innovate and experiment, insurers soon be-
gan offering a range of health plans: traditional indemnity plans, medical sav-
ings account plans, preferred provider plans and HMO-type managed care.
Competition and innovation also reduced health insurance premium inflation.
(See Figure II.)  And it increased the solvency of insurers, as reflected in the
growth of assets per enrollee.  (See Figure III.)

FIGURE II

Average Annual Increase in Premiums
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�Competition and innovation
reduced premium increases
after insurance market
deregulation in 1994.�

Source: Registrar of Medical Scheme Reports, 1992 to 1996, Department of Health.
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Companies offering medical savings account products have enjoyed
the greatest success.  By contrast, U.S.-type managed care plans have not
fared well.  For example, United Healthcare entered the market aggressively
in 1997, in partnership with a local insurance company and a large employer.
The venture was unsuccessful.  Recently, United Healthcare left the South Af-
rican market and its operations were absorbed by a large local administrator.

The Threat of Reregulation.  Despite the recent success of the
market in increasing the number of people insured, reducing premium
increases and improving solvency, regulations that became effective this year
threaten to derail this progress.

The most troubling new rules are those reintroducing community
rating and guaranteed issue (requirements to accept all applicants and charge
one uniform  premium).  Under pure community rating and guaranteed issue,
a healthy person would have no incentive to purchase insurance and pay
premiums.  The reason: The individual could buy insurance at the same
premium paid by everyone else after getting sick.  In recognition of this
problem, the government is allowing insurers to apply preexisting condition
exclusions and charge higher premiums to older enrollees.  For example,
insurers may exclude coverage for certain conditions for enrollees who join a

FIGURE III

Net Assets of Insurers Per Insured Person
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�Despite success, there is the
threat of reregulation.�

Source: Registrar of Medical Scheme Reports, 1992 to 1996, Department of Health.
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plan after they have developed the condition.  Furthermore when people join
after age 35, the community-rated premium can be raised by 25 to 75 percent.
These provisions encourage people to insure when they are young and healthy.

Many insurers are now designing products for the young and healthy.
An example is the Vitality program described below.

Medical Savings Accounts
As noted above, Medical Savings Account (MSA) plans were intro-

duced into South Africa only after deregulation in 1994.  In the brief period
since, they have captured about half of the private insurance market.  [See Fig-
ure IV.]  The plans have much in common with the Medical Savings Accounts
in the United States, but they also have some important differences.

The U.S. Model:  Uniform Deductibles.  Medical Savings Accounts
were introduced into the U.S. market rather recently, and their benefit design is
restrictive.  Essentially, MSA plans in the United States consist of traditional

FIGURE IV

Composition of the South African
Private Health Insurance Market

Source: Discovery Health estimates.

POS Plans
45%

MSA Based Plans
51%

HMO
Plans

4%

�U.S. style managed care
plans have not fared well.�

�MSA plans have captured
half the market.�
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insurance with a single deductible across all benefits and a medical savings
account to cover expenditures below this deductible.10   Health plans that seek
to qualify for tax-free deposits and tax-free build-up in MSAs are required to
implement this restrictive design.11

The South African Model:  Differential Deductibles.  In contrast to
the United States, in South Africa insurers may design health plans that best
meet their customer�s needs.  The result is a very different type of plan.  The
key features of the design of a typical MSA plan are:

● For nondiscretionary services, such as heart bypass operations and
other inpatient hospital services, first-dollar coverage is provided.

● For discretionary expenses, such as visits to a general practitioner
and other outpatient services, the deductible is about $1,100.

● The plan may also provide first-dollar coverage for medications re-
quired to treat such chronic conditions as diabetes, asthma and hy-
pertension.

The theory behind deductibles that vary with the type of service is
straightforward.  It makes little sense to ask patients to choose between health
care and other uses of money under circumstances in which rational choice is
largely impossible.  This is typically the case in a hospital setting.  On the
other hand, most outpatient services are discretionary, and the insured can ra-
tionally decide whether a particular medical service is more valuable than any
other use of the same money.  Prescription drugs for chronic conditions are an
exception to the latter rule; first-dollar coverage in such cases benefits both
the insurer and the insured.

In general, South African individuals and employers have a great deal
of discretion about contributions to MSA accounts:

● Individuals can contribute any amount to their own Medical Sav-
ings Account to cover expenses below the deductible.12   While a
significant number of people choose an MSA deposit exactly equal
to the deductible ($1,100), the average annual MSA contribution is
$685.

● Thus, the average monthly contribution for a family is $57 for the
MSA in addition to a premium of about $100 for insurance cover-
age that pays nondiscretionary costs and discretionary costs above
the deductible � roughly a one-third, two-thirds division.

● MSA contributions may be made by the individual, an employer or
a combination of the two.

Covered and Noncovered Services.  The primary purpose of an MSA
is to allow individuals direct control of medical expenses that are covered by
insurance, but less than the deductible.  However, MSAs also allow
individuals to pay for health care not traditionally covered by third-party

�MSA plans typically provide
first-dollar coverage for
inpatient hospital services
and a $1,100 deductible for
discretionary outpatient
services.�

�There is also first dollar
coverage for prescription
drugs for chronic conditions.�
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insurance.  For example, corrective eye surgery in South Africa costs about
$1,500.  Since ordinary insurance does not cover the procedure, some people
pay for it with MSA money.13

Tax Treatment.  In South Africa, health insurance premiums are not
tax deductible if paid by an individual unless the individual is over age 65.
However, if the insurance is paid by an employer, two-thirds of the
contribution is excluded from the employee�s taxable income.  Similarly, two-
thirds of employee contributions to an employer-sponsored plan can be made
with pretax money.14

The same rules apply to MSA contributions.  That is, two-thirds of any
employee MSA deposit can be made with pretax funds and two-thirds of any
employer MSA contribution is excluded from the employee�s taxable income.
Thus MSA deposits and third-party premium payments are treated the same
under the tax law.

Withdrawals.  The government�s policy toward unused MSA balances
has changed over the last few years.  Initially, individuals could withdraw
unspent MSA balances only after they had withdrawn from a health plan.
Unspent MSA funds accumulated in an individual�s account, although the
account owner could partially offset the accumulation by reducing his or her
MSA contributions in future periods.  Under this system about 50 percent of
people had a positive MSA balance at the end of each insurance period (a
year), and given an annual MSA contribution of $685, the average balance at
the end of the year would be about $185.

Under newer regulations, insurers may distribute MSA balances to
account holders at the end of every year.  Two-thirds of these payouts are
taxed as ordinary income.

Spending from MSA Accounts.  In South Africa, most insurers
negotiate fees for standard services with physicians and other providers.  The
rates are not binding on individual patients and doctors.  If the provider
charges the contracted rate the patient can pay directly, or the insurer will pay
the fee to the provider.  If the provider charges more than the contracted rate,
the patient must pay the provider the higher rate and the insurer will reimburse
the patient or the patient�s MSA at the contract rate.  Since providers who
charge above the contract rate have to collect the entire bill, thus risking a cash
flow and bad debt problem, they have an incentive to stick to the fee
schedules.15

Managing Money Flows.  A potential problem with an MSA is
knowing the exact account balance.  In general, at the time a medical service is
purchased, both patient and provider want to know what portion of the cost
will be paid from the MSA, what portion out of pocket and what portion by
third-party insurance.  Electronic funds transfers can give patients and
providers this information on a timely basis and can allow automatic

�The tax treatment of MSA
contributions and employer
payment of insurance
premiums is the same.�
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withdrawals up to the MSA balance � in a manner similar to cash
withdrawals from ATM machines.

In South Africa, the insurer Discovery Health has made progress in
implementing such a system for pharmaceutical purchases.

Case Study:  Discovery Program for Drug Approval and Payment.
At the time a prescription drug is purchased, the customer presents the
pharmacist with a Discovery Health membership card.  Information from the
card is entered into the pharmacy computer along with the drug prescribed or
requested.  This information is then sent electronically to Discovery Health to
determine if the drug is covered and what if any deductible applies.
Simultaneously, the system checks the patient�s MSA balance.  Within 30
seconds the system responds, telling the pharmacist how much the MSA can
pay and how much the member must pay out of pocket.  Actual payment of
Discovery�s (the insurer) share of the bill occurs within at least 14 days.

Managed Care.  Since many medical services are covered on a first-
dollar basis, many health plans use various managed care techniques to
control the cost of these services.  These techniques include pre-authorization,
case management, utilization review and retrospective analysis.  The most
successful methods of cost control are those that give providers financial
incentives to control costs, particularly hospital costs.  For example, general
surgeons are typically paid on a fee-for-service basis.  But under a contract
with an insurer, every six months they receive a bonus based on actual
generated hospital costs vs. expected costs.  Very few HMO-type capitation
arrangements exist, and these are largely confined to small communities.

Focused Factories for the Chronically Ill.  To improve the
management and cost of care for diabetes, Discovery Health has contracted
with local centers of excellence to manage the care of diabetic patients in all
major metropolitan areas.  Under the contract, Discovery Health pays the
diabetic center approximately R600 (about $80) per patient per month.  In
return the diabetic center covers all treatment costs, including medications;
consultations with endocrinologists, dieticians, ophthalmologists, podiatrists
and other specialists; even hospitalizations resulting from diabetic
complications.

The arrangement gives the diabetic center an economic incentive to
deliver services efficiently.  If the center ensures compliance with the
medication and appropriate treatment, fewer diabetics will be hospitalized and
the center will be more profitable.

Discovery Health requires that each diabetic patient pay R150 (about
$20) of the R600 monthly charge (again, a one-third, two-thirds division).
This copayment gives the patient an incentive to fully utilize the program.
Discovery Health benefits through lower and more predictable costs.  The
patient also gets low, predictable costs plus treatment through a center of
excellence whose profits are tied to the quality of care it provides.

�MSA balances and prescrip-
tion drug coverage can be
checked electronically at the
time of a drug purchase.�

�Diabetics can use their MSA
funds to enroll in a diabetic
treatment center.�



14    The National Center for Policy Analysis

Because the diabetes program is so new, the data needed to assess it are
not yet available.  If the program is successful, it can serve as a model for
treating such other chronic conditions as asthma.

Lending Programs.  Under a typical MSA plan, individuals and their
employers make monthly deposits to an MSA account based upon a
contribution rate chosen at the beginning of every year.  Health plans typically
allow members to draw against up to 12 months of MSA deposits at any time
during the year.

For example, an individual who selects an MSA deposit of R400 ($50)
per month can �spend� up to R4,800 (R400 X 12 months; $600) from the
account from the beginning of the year.  If the individual incurs a claim for,
say, R2,000 in February, it will be available to him.  But since he or she has, at
that point, contributed only R400 to the MSA the insurer must make a �loan�
of R1,600 to cover the remaining balance.  If the member leaves the plan
before repaying the loan, the insurer will make efforts to recover the amount
still owed.

In general, members repay their loans from their future MSA
contributions.  Discovery Health charges interest on loans at a varying rate of
approximately 7.5 percent per year, which is roughly equal to the annual rate
of consumer price inflation in South Africa.  At the same time, all positive
balances in the MSA earn 7.5 percent per year interest, payable monthly.

Information Systems.  MSAs allow individuals to tailor their health
care spending to their specific needs.  Individuals require more and more
information as medical services become more and more complex.  Currently,
information is available from various sources, including the Internet.
Discovery Health also offers members easy access to clinical information
through a toll-free telephone call answered by a nurse who uses a triaging
system to give guidance.

Most questions relate to small medical incidents at home.  Should the
patient self-treat a problem and, if so, how?  Or should the patient see a doctor
or other health care provider?  Depending on the severity of the case, the nurse
will either answer these questions using the computer program, forward the
call to a doctor or advise the patient to see a doctor.

This technology has also been used to help individuals entering, or
considering entering, a hospital.  When a patient calls to tell the health plan he
or she is entering a hospital for non-emergency treatment, the call can be
forwarded to the information hotline.

Bargaining with Providers.  The South African medical community is
well organized.  This is especially true with regard to specialist services, which
are in relatively short supply.  Their level of organization gives providers a
leverage in fee negotiations.  To offset this advantage, all insurers negotiate

�MSA plans allow members
to borrow up to 12 months of
projected deposits for health
care claims.�
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collectively with providers to create the benchmark fee schedules discussed
above.

Because the supply of pharmacists is relatively more abundant,
insurers have been able to negotiate discounts of up to 20 percent on the cost
of drugs.  Moreover, since many insurers are slow in paying their bills,
individuals paying cash at the point of service can obtain discounts of as much
as 30 percent.  So even in cases where the insurer is liable, many insurers
encourage patients to pay from their MSA accounts and they then reimburse
the patient�s MSA.

Incentives to Invest in Personal Health.  Discovery Health has an
additional program called Vitality, designed to encourage wellness and a
healthy life style and costing about 5 percent additional premium.  Vitality is a
point system: individuals gain points by participating in such wellness-related
events as getting mammograms and Pap smears and exercising at a health spa.
For example, a mammogram would earn a woman over 45 2,500 points.  An
improvement in health status also earns points.  The points can be used to
obtain a variety of benefits.  For example, members with no points can
purchase round-trip domestic airline tickets on British Airways for 29 percent
of the normal fare; members with 60,000 points or more can purchase the
same ticket for 8 percent of the normal fare.

Evaluating the Results:
How Well Do MSAs Work?

MSAs provide powerful incentives for individuals to contain their
health care costs, but some critics have challenged the ability of MSAs to
control nationwide costs.  Others have argued that if spending is reduced, it
may come at the expense of needed medical services.16   To evaluate these and
other issues, we constructed two data sets, one for individuals with MSA plans
and another for those with traditional plans.17   (Table IV shows the number of
families in each group by age in 1997.)

20-35 2,028 26,400
36-50 2,447 22,416
51-65 1,683 5,212
66+ 1,071 503

Total 7,229 54,531

TABLE IV

Data Used in MSA Spending Analysis

Age of Head of Household Non-MSA Families MSA Families
Number of Families

�Patients use their MSA
balances to get discounts for
cash payment of up to 30
percent, reimbursed later by
the insurer.�
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20-35 R 6,044 R 3,368 56%
36-50 9,178 4,704 51%
51-65 10,299 5,294 51%
66+ 13,668 6,365 47%

TABLE V

Average Annual Discretionary Spending1 

1
 Primarily outpatient spending.

Age of Head of Non-MSA MSA Reduction in
Household Families Families Spending

Do MSA Holders Reduce Discretionary (Outpatient) Spending?
Consider first the impact of an MSA plan on costs for discretionary, or
outpatient, expenditures for people at different ages.  As Table V shows:

● Relative to those in non-MSA plans, MSA families reduced their
health care spending significantly, ranging from a 56 percent
reduction for families in which the head of household is relatively
young to a 47 percent reduction for the elderly.

● On average, joining an MSA plan induces people to cut their
discretionary spending by more than half.

Do MSA Holders Substitute Nondiscretionary for Discretionary
Spending?  To the degree that cost control is desirable, the above results are
quite satisfactory.  However, the design of the MSA plan gives enrollees an
incentive to seek care in ways that face no deductible rather than in ways that
face a high deductible.  Put another way, patients have an economic incentive
to substitute �nondiscretionary� care for �discretionary� care wherever
possible so that the insurer will pay the bill.  Thus skeptics may ask whether
the savings in Table V are real or are the result of cost shifting.  The answer is
that management controls can be built into the system to combat these
potentially perverse incentives.  And as Table VI shows, inpatient spending is
lower, not higher, for MSA holders.

Do MSA Holders Forgo Needed Health Care to Save Money?
Critics of MSAs sometimes contend that the reduction in spending reflects
MSA holders� tendency to forgo appropriate health care.  Refuting this
criticism would require a randomized longitudinal study with far more clinical
data than is currently available.  However, a comparison of catastrophic claims
under the two different health plans did not show more catastrophic claims
under the MSA plan than under the non-MSA plan.  Apparently MSA holders
are not healthier as a group.

�MSA plans cut discretionary
health spending by more than
half.�

�MSA holders are not
healthier, as a group, than
people with traditional
insurance.�
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20-35 R 2,355 R 1,896
36-50 3,339 2,148
51-65 4,393 2,969
66+ 8,211 5,979

TABLE VI

Average Annual Non-Discretionary Spending1

Age of Head Non-MSA MSA
of Household Families Families

1
 Primarily inpatient and chronic medication costs.

Do MSA Plans Attract Only the Young and Healthy?  A common
criticism leveled at MSA plans is that they are attractive only to the young and
healthy and that they destabilize traditional risk pools.  Critics claim this effect
is exacerbated by guaranteed issue and community-rating restrictions.

Determining whether this is true required analyzing the data at differ-
ent levels of outpatient spending to find the benefit received from the plan
(MSA savings plus third-party reimbursement) as a percentage of incurred
health care costs.  The results are shown in Figure V.

For a traditional plan the amount paid by the insurer divided by the to-
tal amount spent starts at 80 percent, with a 20 percent copayment required of
the insured.  As the amount spent increases, various plan limits kick in and the
fraction of costs reimbursed deteriorates.  Under an MSA plan the pattern is
very different.

Low spenders under an MSA plan receive benefits far in excess of
their claims due to the savings that accumulate in their MSAs.  As the amount
they spend increases, their MSA balance decreases.  Eventually the MSA is
depleted and a self-payment corridor emerges in which no claims are paid by
the insurer.  Once individuals exceed the annual deductible, the percent of cost
paid by the insurer increases dramatically and exceeds the 80 percent level of-
fered by traditional plans.18

As Figure V shows, MSAs are attractive both to the healthy and the
sick.  The results are clear in the actual data for all age groups.

Conclusion
During the 1990s an important and perhaps unique experiment took

place in South Africa�s market for private health insurance.  Deregulation en-
abled a wide array of health insurance plans to compete in a relatively free

�MSA plan members have
lower inpatient costs.�

�Individuals with high health
care costs pay less out of
pocket with an MSA plan than
with traditional insurance.�
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FIGURE V
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market and a favorable tax ruling placed Medical Savings Account plans on a
level playing field with third-party-payment insurance.

In just five years MSA plans captured half the market, proving that
they are popular and meet consumer needs as well as or better than rival prod-
ucts.  South Africa�s experience with MSAs shows that MSA holders save
money, spending less on discretionary items in a way that does not increase
the cost of inpatient care.  Contrary to allegations by some critics, the South
African experience also shows that MSAs attract individuals of all different
ages and differing degrees of health.

These findings present important lessons to other countries considering
health insurance reform.

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or as an attempt to aid or
hinder the passage of any bill before Congress.

�MSAs are attractive to all
age groups, regardless of
health status.�
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1 For a survey of these problems and their consequences, see John C. Goodman and Gerald L. Musgrave, Twenty Myths about
National Health Insurance, National Center for Policy Analysis, Policy Report No. 166, December 1991.

2 Ibid., pp. 64-67.  For a theoretical explanation of why democracies exhibit these tendencies, see John C. Goodman, National
Health Care in Great Britain (Dallas: Fisher Institute, 1980), ch. 6.

3 Johannesburg Star, April 28, 1999.

4 Source: South Africa Survey 1999/2000 millennium  edition, South African Institute of Race Relations.

5 Goodman and Musgrave, Twenty Myths about National Health Insurance, pp. 29-31.

6 South African Health Review, Health Systems Trust, 1998.

7 See John C. Goodman, The Regulations of Medical Care: Is the Price Too High?, (Scan Francisco, California: Cato Institute,
1980), Chapter 5 and John C. Goodman and Gerald L. Musgrave, Patient Power: Solving America�s Health Care Crisis,
(Washington, D.C.: Cato Institute, 1992), Chapter 5.

8 The insurers were mutuals with no shareholders.

9 Where for-profit companies did the administration for the mutuals, they earned administrative fees, but they had no financial
incentive to be concerned about overall costs.

10 John C. Goodman and Merrill Matthews, �Medical Savings Accounts: The Private Sector Already Has Them,� National
Center for Policy Analysis, Brief Analysis No. 105, April 20, 1994.

11 The advantage of a tax-qualified plan is that MSA contributions are treated the same way as the payment of insurance premi-
ums under the tax law: both are paid with pretax dollars.  (If the plan is unqualified, MSA deposits are taxed.)  However, if un-
used MSA funds are withdrawn by the account holder at the end of the year, they face income taxes plus a 15 percent penalty
(if the account holder is younger than 59 1/2).  Funds that remain in MSA accounts grow tax free.

12 For example, they may contribute more than the deductible.

13 However, since the service is not a �covered benefit,� the expense will not count toward the deductible.

14 Employers receive a tax deduction on any insurance expense � just as they do for other employee benefits.

15 Note also that only the contract rate counts towards the deductible.

16 John C. Goodman and Merrill Matthews, �Answering the Critics of Medical Savings Accounts: Part I,� National Center for

Policy Analysis, Brief Analysis No. 132, September 16, 1994.

17 The MSA data set comes from two well-established MSA carriers, Discovery Health and Fedsure Health.  The non-MSA
data set comes from D & E Healthcare.  The data was based on all members present for the full 1997 calendar year.  To elimi-
nate potential anomalies caused by different group sizes, the analysis was confined to groups of more than 20 families.

18 Assumes a switch from a conventional health plan with a $500 deductible and a 20 percent copayment up to a maximum out-
of-pocket limit of $1,500.  The net gain is the difference between the MSA end-of-year refund (or out-of-pocket expenses under
the MSA plan) and out-of-pocket expenses under conventional insurance.

Notes
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About the NCPA
The National Center for Policy Analysis is a nonprofit, nonpartisan research institute founded in

1983 and funded exclusively by private contributions.  The mission of the NCPA is to seek innovative
private-sector solutions to public policy problems.

The center is probably best known for developing the concept of Medical Savings Accounts
(MSAs).  The Wall Street Journal called NCPA President John C. Goodman �the father of Medical
Savings Accounts.�  Sen. Phil Gramm said MSAs are �the only original idea in health policy in more than
a decade.�  Congress approved a pilot MSA program for small businesses and the self-employed in 1996
and voted in 1997 to allow Medicare beneficiaries to have MSAs.

Congress also relied on input from the NCPA in cutting the capital gains tax rate and in creating
the Roth IRA.  Both proposals were part of the pro-growth tax cuts agenda contained in the Contract with
America and first proposed by the NCPA and the U.S. Chamber of Commerce in 1991.  Two other recent
tax changes � an increase in the estate tax exemption and abolition of the 15 percent tax penalty on
excess withdrawals from pension accounts � also reflect NCPA proposals.

Another NCPA innovation is the concept of taxpayer choice � letting taxpayers rather than
government decide where their welfare dollars go.  Sen. Dan Coats and Rep. John Kasich have introduced
a welfare reform bill incorporating the idea.  It is also included in separate legislation sponsored by Rep.
Jim Talent and Rep. J. C. Watts.

Entitlement reform is another important area.  NCPA research shows that elderly entitlements will
require taxes that take between one-half and two-thirds of workers� incomes by the time today�s college
students retire.  A middle-income worker entering the labor market today can expect to pay almost
$750,000 in taxes by the time he or she is 65 years of age, but will receive only $140,000 in benefits �
assuming benefits are paid.  At virtually every income level, Social Security makes people worse off �
paying a lower rate of return than they could have earned in private capital markets.  To solve this prob-
lem, the NCPA has developed a 12-step plan for Social Security privatization.

The NCPA has also developed ways of giving parents the opportunity to choose the best school for
their children, whether public or private.  For example, one NCPA study recommends a dollar-for-dollar
tax credit up to $1,000 per child for money spent on tuition expenses at any qualified nongovernment
school � a form of taxpayer choice for education.

The NCPA�s Environmental Center works closely with other think tanks to provide common sense
alternatives to extreme positions that frequently dominate environmental policy debates.  In 1991 the
NCPA organized a 76-member task force, representing 64 think tanks and research institutes, to produce
Progressive Environmentalism, a pro-free enterprise, pro-science, pro-human report on environmental
issues.  The task force concluded that empowering individuals rather than government bureaucracies
offers the greatest promise for a cleaner environment.  More recently, the NCPA produced New Environ-
mentalism, written by Reason Foundation scholar Lynn Scarlett.  The study proposes a framework for
making the nation�s environmental efforts more effective while reducing regulatory burdens.

In 1990 the NCPA�s Center for Health Policy Studies created a health care task force with repre-
sentatives from 40 think tanks and research institutes.  The pro-free enterprise policy proposals developed
by the task force became the basis for a 1992 book, Patient Power, by John Goodman and Gerald
Musgrave.  More than 300,000 copies of the book were printed and distributed by the Cato Institute, and
many credit it as the focal point of opposition to Hillary Clinton�s health care reform plan.
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A number of bills before Congress promise to protect patients from abuses by HMOs and other
managed care plans.  Although these bills are portrayed as consumer protection measures, NCPA studies
show they would make insurance more costly and increase the number of uninsured Americans.  An
NCPA proposal to solve the problem of the growing number of Americans without health insurance
would provide refundable tax credits for those who purchase their own health insurance.

NCPA studies, ideas and experts are quoted frequently in news stories nationwide.  Columns
written by NCPA experts appear regularly in national publications such as the Wall Street Journal, Wash-
ington Times and Investor�s Business Daily. NCPA Policy Chairman Pete du Pont�s radio commentaries
are carried on 359 radio stations across America.  The NCPA regularly sponsors and participates in Firing
Line Debate, which is aired on 302 public broadcasting stations.  The NCPA each year sponsors 22 one-
hour televised debates on the PBS program DebatesDebates, seen in more than 170 markets.

According to Burrelle�s, the NCPA reached the average household 10 times in 1998.  More than
36,000 column inches devoted to NCPA ideas appeared in newspapers and magazines in 1997.  The
advertising value of this print and broadcast coverage was more than $56 million, even though the NCPA
budget for 1998 was only $4 million.

The NCPA has one of the most extensive Internet sites for pro-free enterprise approaches to public
policy issues, www.ncpa.org, receiving about one million hits (page views) per month.  All NCPA publi-
cations are available online, and the website provides numerous links to other sites containing related
information.  The NCPA also produces an online journal, Daily Policy Digest, which summarizes public

policy research findings each business day and is available by e-mail to anyone who requests it.

What Others Say about the NCPA
�...influencing the national debate with studies, reports
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�...steadily thrusting such ideas as �privatization� of
social services into the intellectual marketplace.�

�  CHRISTIAN SCIENCE MONITOR

�Increasingly influential.�
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�The NCPA is unmistakably in the business of selling ideas...(it)
markets its products with the sophistication of an IBM.�
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The NCPA is a 501(c)(3) nonprofit public policy organization.  We depend entirely on the financial support of individuals,
corporations and foundations that believe in private sector solutions to public policy problems.  You can contribute to our
effort by mailing your donation to our Dallas headquarters or logging on to our web site at www.ncpa.org and clicking �An
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