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Supply-induced demand in the private health-
care sector: Theoretical considerations 

Mariné Erasmus and Helen Kean 

Recently announced increases to medical scheme premiums were met with great surprise by many medical 
scheme members, who now have to absorb some of the highest premium increases of the past few years. Both 
the Government Employees Medical Scheme (GEMS) and Discovery Health have made statements in the popular 
press, suggesting that (amongst other factors) an increase in the supply of private hospital beds is to blame.

Given Econex’s interest and previous research investigating the drivers of utilisation in the South African private 
healthcare market, this note approaches the concept of supply-induced demand (SID) from an academic perspec-
tive. The focus is on the relevant economic theory and theoretical considerations if one were to attempt measur-
ing this phenomenon. 

It is shown that a clear definition and explanation of how SID is hypothesised to operate in the local market are 
key to designing an econometric model to measure its effect on utilisation and costs. The economic literature 
further highlights the importance of correctly defining the market/ sample used for the study of SID, as well as the 
importance of identifying and controlling for the initial state of the market (i.e. whether demand and supply are 
in equilibrium to begin with) before measuring SID. Finally, we discuss that proving causation and including the 
relevant statistical controls in such a measurement exercise would be crucial for the final results obtained.

This research note therefore argues that, in measuring SID, a comprehensive understanding of the phenomenon 
and a robust econometric model are required, especially if results are to be used for policy formation. 
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Members of medical schemes 
in South Africa have recently 
been informed of higher than 
anticipated increases to their 
monthly premiums. The dou-
ble-digit premium increases for 
2017 are some of the highest 
that the industry has seen in the 
past couple of years. Many ex-
perts and industry players have 
offered explanations for these 
increases, few of which seem to 
be based on robust research. 

Econex has previously analysed 
in detail the demand side fac-
tors driving utilisation increases 
and causing increased medical 
scheme expenditure on private 
hospitals specifically.1 More re-
cently however, the supply side 
drivers of utilisation have come 
under the looking glass. A pres-
entation2 by Dr Guni Goolab, 
the principal officer of the Gov-
ernment Employees Medical 
Scheme (GEMS), at the Board 
of Healthcare Funders’ annual 
conference this year, states 
that increased supply equals in-
creased utilisation. Particularly, 
“There is a correlation between 
increase in supply (especially 
hospital beds) and an increase 
in utilisation.”

This concept, where an increase 
in supply is believed to cause 

an increase in demand (utilisa-
tion), is termed ‘supply-induced 
demand’ (SID) by economists. 
Given Econex’s interest in driv-
ers of utilisation in the private 
healthcare sector in South Af-
rica, as well as our academic in-
terest in market dynamics such 
as this, we consider in this note 
the theoretical underpinnings 
for investigating SID as an ex-
planatory variable for the high 
premium increases in the local 
market. 

1.1 Relevant South African 
context 

SID has for decades been of in-
terest to researchers within the 
field of economics, and more 
specifically within the field of 
health economics. SID refers to 
the economic theory describing 
a phenomenon where the de-
mand for a product or service 
is created after it is supplied; i.e. 
it is assumed that the supply of 
a product/ service ‘induces’ the 
demand for that particular prod-
uct/ service. This is different 
from ‘normal’ market dynam-
ics where most often there is a 
demand for a product/ service 
to which suppliers respond by 
producing (more of) that good.

As mentioned above, SID is of 
particular interest in the health-
care market as it is expected to 
explain some of the increases in 

healthcare costs. Globally, it is 
generally accepted that health-
care costs rise faster than head-
line inflation. Within this context 
stakeholders and researchers 
are interested in understand-
ing what portions of healthcare 
costs are driven by volume and 
price effects – and then at a 
deeper level, which portions of 
the volume effects are driven 
by demand and supply side ef-
fects. SID therefore comes into 
question in the study of the lat-
ter ‘supply side effects’. For this 
reason a wealth of literature ex-
ists on the topic, with research 
and measurement attempts 
dating back to the 1930s. This 
disaggregation of effects is 
also of significant interest in 
the context of South African 
private healthcare, where utili-
sation (volumes) is widely ack-
owledged by stakeholders to be 
a key driver of increased medi-
cal scheme claims inflation.  

Locally, and in addition to the 
concerns regarding high medi-
cal scheme premium increases, 
SID has been brought into ques-
tion in the context of the Com-
petition Commission’s (‘CC’) 
local Health Market Inquiry 
(‘HMI’), the aim of which is to 
better understand the drivers of 
costs within the private health-
care sector of South Africa. In 
particular, Discovery Health 
discusses that “One of the fun-
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damental drivers that we are 
seeing quite recently and that, 
to be honest, is of great con-
cern to us, is the impact of new 
private hospitals opening up 
recently… This is a very clear 
example of supply induced de-
mand because our data shows 
that when new hospitals open 
in one particular geographic 
area often close to existing 
hospitals the level of, the water 
level of admissions just rises in 
total.”3 Similar to the comments 
from GEMS (mentioned above), 
this same argument is also put 
forward by Discovery Health 
in discussion of imminent pre-
mium increases.4 

Interestingly, both GEMS and 
Discovery Health focus com-
ments on SID as potentially ‘in-
duced’ by hospitals. This is dis-
tinct to the wealth of economic 
literature which focuses on SID 
as potentially ‘induced’ by doc-
tors. Logically, the latter follows 
on from the reasoning that doc-
tors are generally the agents 
in a hospital; the hospital itself 
cannot ‘act’ to ‘induce’ care. 
Especially in the South African 
healthcare sector where private 
hospitals are prohibited from 
employing doctors, the focus 
on hospitals inducing demand 
is indeed strange.

Within the above broad con-
text, this note draws on our 

own experience, as well as a 
wealth of literature, to discuss 
what is (and is not) known and 
agreed upon regarding the phe-
nomeon of SID. This provides a 
platform for further discussion 
on the topic and its applicability 
to the local (private) healthcare 
sector of South Africa.  

1.2 Note structure 

This note is set out as follows:

•	 Section 2 starts by discuss-
ing the economic concept 
of SID and the importance 
of understanding what ex-
actly is being measured, if 
one were to attempt such 
an analysis.  

•	 Section 3 goes on to ex-
plain certain aspects of this 
measurement process (i.e. 
an econometric analysis) 
that have been shown to 
be problematic. In particu-
lar, the various factors to 
consider when defining the 
market, how the initial con-
ditions in the market may in 
fact explain the increased 
supply, and  the need to es-
tablish causality in one’s as-
sessment – these are each 
in turn explained. The need 
for a theoretically and prac-
tically sound mechanism to 
be put forward prior to such 
a detailed analysis, is again 
emphasised.  

•	 Section 4 discusses the cen-
tral role that the doctor plays 
in the utilisation of hospitals 
and the factors influencing 
doctors’ decisions.  

•	 Section 5 explains that it is 
additionally important to 
consider how effective the 
‘induced’ care is by analys-
ing the change in health out-
comes of patients prior and 
after receiving care, in order 
to establish whether the 
treatment was in fact neces-
sary or not.  

•	 Section 6 goes on to discuss 
the potential policy options 
to address increased utilisa-
tion.  

•	 Section 7 concludes.

 2.1 Defining SID 

In order to study the phenom-
enon of SID, one has to first 
be clear about the definition 
of SID that is in question. The 
complexity of this is illustrated 
by the relevant economic litera-
ture. Attempts to research and 
measure SID, specifically in the 
healthcare market, date back to 
the 1930s.5 However, despite 
decades of research, there is lit-
tle agreement on the definition 
of SID, specifically applicable to 
the healthcare market. 

2  The economic concept 
of SID 
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Chandra et al.6 for example ex-
plain the definition of SID to be 
“a physician providing care that 
a fully informed patient would 
not choose for himself”, while 
Leonard et al.7 explain SID as 
“the phenomenon of physicians 
deviating from their agency re-
sponsibilities to provide unnec-
essary care with the main ob-
jective of increasing their own 
pecuniary resources”, therefore 
introducing the concept of fi-
nancial gains amongst doctors. 
Rossiter and Wilensky8 view a 
doctor initiating a consultation 
as SID, while Hay and Leahy9 
explain that “the concept of 
physician-induced demand re-
lies heavily on the notion of a 
knowledge imbalance between 
provider and consumer that the 
physician can and will exploit 
for financial gain”.

More broadly, Leape10 relies on 
the notion of ‘unnecessary sur-
gery’ to indicate SID. He how-
ever explains the inadequacy of 
such a measure, explaining that 
it is often confused with ‘dis-
cretionary’ or ‘elective’ surgery, 
where the former is surgery that 
will not affect the physical func-
tioning of the individual but is 
performed with the purpose of 

increasing their sense of well-be-
ing.11 ‘Elective’ surgery refers to 
surgery that does not have great 
risk of harming life or health of 
patients and may therefore be 
scheduled at any time. In paral-
lel, ‘unnecessary’ may also indi-
cate higher frequency of opera-
tions than what is considered 
normal. It also reflects patient 
preferences.11  

Other researchers further refer 
to ‘inappropriate’ surgery as 
surgery for which the negative 
consequences (namely mortal-
ity, morbidity, anxiety, pain and 
productive time lost) outweigh 
the positive effects (for example 
improved life expectancy, pain 
relief, improved physical func-
tioning and reduced anxiety).12 
There is, however, very little 
consensus on how these criteria 
are to be established.12  

From an economist’s perspec-
tive, SID may also be consid-
ered as the ability of doctors to 
increase patients’ demand for 
healthcare without lowering the 
price.

It is clear then that multiple 
definitions and measures of 
SID exist, focussing on different 

characteristics and highlighting 
different areas of concern. In 
each of the above-mentioned 
cases, the measurement of SID 
will rely entirely on the defini-
tion considered. 

Importantly, few (if any) defini-
tions of SID refer explicitly to 
the role of hospitals or health-
care facilities in their discussion 
of the phenomenon, with the 
focus rather on the doctor. This 
follows on from the fact that 
doctors are generally the agents 
in a hospital; the hospital itself 
cannot ‘act’ to ‘induce’ care. 

 2.2 The practical mechanism   
 of SID studied 

Alongside clarity on the eco-
nomic definition of SID, the 
literature indicates that one 
should also be clear about the 
mechanism by which it practi-
cally works. In this regard a re-
searcher should be able to sim-
ply explain the mechanism by 
which supply is hypothesised to 
be ‘induced’. 

This should make sense both 
theoretically and practically, 
ahead of any technical testing; 
i.e. a study of SID should be 
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supported by a well-structured 
theory ahead of detailed testing. 

Per illustration and in the lo-
cal context, if one hypothesises 
SID as driven by hospitals, one 
would need to put forward a 
well-founded theory to support 
this. How the hospitals are 
able to act without the agency 
of doctors, and without con-
straint from medical schemes 
or their administrators, would 
need to be simply explained 
ahead of any detailed testing. 
In the case that such logical 
explanation is absent, it would 
be extremely difficult to follow 
what exactly is in question or 
what mechanism is to be meas-
ured statistically.   

Notwithstanding differences in 
the economic concept of SID 
studied, the literature is clear 
that isolating and measuring 
SID in healthcare markets is a 
complex task. 

Labelle et al.13 for example high-
light some broad criticisms of 
SID studies, including:

•	 Lack of rigorous theoretical 
models: Results obtained 
in many SID models are 
consistent with both in-
ducement models and neo-

classical models, meaning 
that results are ambiguous. 
Furthermore, models have 
been criticised as they are 
incomplete and in some 
cases rely on micro behav-
ioural models that cannot 
be tested, such as the utility 
maximisation of doctors. 

•	 Measurement error: It is 
found that SID models are 
often criticised regarding 
issues of measurement, re-
sulting most frequently from 
making inferences about mi-
cro behaviour from aggre-
gated data. Unrepresenta-
tive sampling is also often 
an issue.  

•	 Specification error in econo-
metric models: Omitted 
variable bias (in particular, 
health status) often char-
acterises these models, as 
well as under-identification 
of healthcare demand equa-
tions. Models also often fail 
to acknowledge endogene-
ity amongst independent 
variables, such as the doc-
tor-population ratio.

If one therefore attempts to 
measure SID econometrically, 
it is important to be explicit 
about the specification of the 
model used in order to avoid 
such issues. Below we draw on 
our own expertise and address 
some of the issues which we ex-
pect would need to be further 
considered. 

 3.1 Market definition  

SID is generally studied in the 
context of a particular health-
care market, within which sup-
ply and demand are analysed. 
In order to carry out such an 
analysis one has to be clear 
about the market (or the sam-
ple) studied, particularly to 
understand whether trends in-
dicative within that market are 
a function of some occurrence 
within that market itself (for ex-
ample SID), or rather as a func-
tion of another market which 
has spill-over effects. 

For example, one may observe 
healthcare supply trends in-
creasing in a particular market. 
But this may be a benign func-
tion of decreased supply in oth-
er markets. Therefore, not cap-
turing these effects may lead 
one to arrive at an incorrect 
finding of what is observed and 
the underlying reasons thereof.

Within the study of healthcare 
economics, a great deal of liter-
ature and techniques exist to as-
sist with market definition – be it 
for the doctor or for healthcare 
facilities. These illustrate that 
one should be clear about the 
precise product and geographic 
market of study, in particular 
recognising that many specific 
healthcare services are not per-
fect substitutes for each other 
and that this interchangeability 

5

Research Note 40 
November 2016 

3 Specifications of SID 
measurement 

13.  Labelle, R; Stoddart, G & Rice, T. 1994. A re-examination of the meaning and importance of supplier-induced demand. Journal of Health Economics.  
  Journal of Health Economics 13(3):347-368. Page 351.  

 



also determines the geographic 
market. 

In the healthcare sector, for 
example, it is reasonable to as-
sume that patients would be 
willing to travel different dis-
tances to receive different types 
of treatment. Patients may be 
more willing to travel further for 
complex or life-threatening care 
than they would for relatively 
minor or routine healthcare. 
This assertion was confirmed 
in a seminal hospital merger14 

in the United States, where 
the court found that separate 
markets for healthcare exist – 
one for primary and secondary 
healthcare services and a sepa-
rate one for tertiary care servic-
es (e.g. cardiac surgeries or on-
cology therapies). In that case, 
each market defined in this way 
was identified as having a dif-
ferent geographic scope, with 
a more expansive geographic 
market defined for tertiary care 
than for primary and secondary 
care. 

Other factors have also come 
into question in distinguishing 
healthcare markets. Chiswick15 

discusses that differences in hos-
pitals’ social and physical amen-
ities, distance from patients’ 
homes and families, religious af-
filiations, and places where doc-
tors have admission rights, are 
some of the factors that differ-
entiate hospitals from each oth-

er.15 In the South African private 
healthcare sector, we expect 
that medical scheme provider 
networks – for both hospitals 
and doctors – would also play a 
role in defining healthcare mar-
kets. These networks strongly 
incentivise patients to seek care 
at particular hospitals and/ or 
with particular doctors (who 
often practise from hospitals), 
thereby driving patient flows.

Whilst the above discusses only 
some of the factors that will be 
relevant when one chooses a 
market and sample in which to 
study SID, it is additionally im-
portant to recognise that mar-
ket definition may be dynamic 
– i.e. changing over time as de-
mand and supply side factors 
adjust – for example as new 
facilities/ practitioners become 
available. The onus would 
therefore be on the researcher 
to illustrate how, if at all, this 
has been controlled for, partic-
ularly if the study period is of 
a reasonable time period and 
some variation in these factors 
is apparent. 

3.2 Assumptions of initial 
conditions 

Despite many differences in the 
economic concept of SID, as 
well as the market/ sample in 
which this phenomenon is stud-
ied, all such studies consider 
how utilisation/ demand adjusts 

after a change in some supply 
side factor. Importantly, such 
a model and related analysis 
requires an assumption of ini-
tial conditions – e.g. pertaining 
to whether the model does or 
does not assume supply and 
demand to be in equilibrium to 
begin with. Evidently, without 
such an assumption, it would 
be impossible to determine 
whether demand that corre-
lates with an increase in supply 
is to be considered ‘excessive’ 
or ‘induced’.

For example, it is plausible that 
individuals in many regions ex-
perience pent-up healthcare 
demand, long travel times and 
long waiting times. In this case a 
(positive) supply shock via an in-
crease in healthcare facilities or 
practitioners would bring such 
a region closer to equilibrium, 
where demand and supply are 
now in balance. However, in 
the absence of recognising an 
initial excess of demand over 
supply, this may (incorrectly) 
lead one to interpret that the in-
creased demand that followed 
the increased supply is ‘exces-
sive’.

Per illustration from the econom-
ic theory, when the supply curve 
for a product or service shifts, it 
typically results in a new equilib-
rium between demand and sup-
ply: for an outwards shift of the 
supply curve, a larger quantity 
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of the product or service is sold, 
as the supply curve now inter-
sects the existing demand curve 
at a new equilibrium point with 
higher quantities. Note how-
ever that there is a fundamen-
tal difference between a move-
ment along the demand curve 
due to greater supply (which is 
what happens here) and an ac-
tual change in the demand func-
tion (where the demand curve 
would also shift). I.e. supply did 
not ‘cause’ greater demand, the 
existing demand was unsatisfied 
by existing supply previously. 

Auster and Oaxaca16 similarly 
speak to the considerable care 
needed in testing the hypothe-
sis that healthcare providers are 
able to shift the demand curve 
for their services. In the case 
of SID, the presumption is that 
suppliers (healthcare providers) 
are able to shift the demand 
curve outwards (i.e. increase de-
mand). In other words, the shift 
in the demand curve follows a 
shift in the supply curve, with 
doctors wanting to increase 
their supply of services and us-
ing certain measures to induce 
a shift in demand. However, the 
neoclassical presumption is that 
suppliers will respond to excess 
demand because of supply be-
ing responsive to price. In other 
words, the demand curve shifts 
first, and the supply curve fol-

lows. In this case, increased sup-
ply and utilisation of healthcare 
services is not supply-induced 
demand, but rather a response 
by healthcare service providers 
to excess or ‘pent up’ demand. 

Finally, Carlsen & Grytten17 ar-
gue that there are various alter-
native reasons that could explain 
increased utilisation associated 
with increased supply. The first 
is that increased utilisation re-
flects patient preferences and 
rationing of care prior to the in-
crease in supply, rather than de-
mand inducement. Due to less 
(implicit) rationing in the form 
of e.g. shorter waiting times and 
travel costs, patients may be 
more likely to access services 
after the increase in supply. It 
is therefore explained that the 
state of the market before the 
increase of the supply is indica-
tive of a certain level of ration-
ing of healthcare resources. As 
more resources become avail-
able, less rationing is required 
and in addition, people who are 
less sick can also receive the re-
quired services. 

Another reason put forward by 
Carlsen & Grytten is that physi-
cian density is endogenous – 
where a doctor decides to start 
a practice depends on market 
conditions (as doctors are ex-
pected to migrate to areas 

where there is excess demand). 
Based on the above discus-
sion, it is concluded that one 
of the most problematic factors 
in studying SID is the ‘state’ of 
the market before the increase 
in supply, albeit hospital beds, 
doctors or both, that are in-
creased. This challenge is well 
described by Chandra et al.: 
“Supply may be high because 
demand is high. Distinguishing 
whether greater equilibrium 
quantities are provided because 
supply is high or demand is high 
is always difficult, and is virtually 
impossible when prices are not 
allowed to adjust.”18 

Given this, any model that aims 
to use observed variables of fi-
nal quantities of healthcare sup-
ply, to make some claim about 
unobservable demand or its 
drivers, must solve this identifi-
cation problem of initial condi-
tions. One cannot, based on a 
correlation between equilibri-
um quantities and a supply shift, 
simply conclude that demand 
is being influenced or so-called 
‘induced’ by supply.

The above is particularly rele-
vant in the South African health-
care sector, where we know 
that there is a lack of overall 
resources and hence some de-
gree of pent-up demand. We 
also know that there are bar-
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riers to entry in the healthcare 
market (for example hospital li-
censes that have historically tak-
en significant amounts of time 
to be granted, as well as limi-
tations on training of new doc-
tors) such that healthcare sup-
ply has not always been able to 
directly and timeously respond 
to demand. Within this context, 
any study of SID would need to 
carefully establish the ‘state’ of 
the market before the increase 
in supply and any observable 
demand changes that follow. 

3.3 Relevant controls and 
proof of causality 

In addition to the factors already 
discussed and pertaining to the 
considerations one should take 
into account in studying SID, 
the literature also shows that 
one would need to carefully 
control for all other reasonable 
determinants of demand when 
studying the effect of a specified 
supply factor on demand. I.e. 
one would also need to prove 
causality of any relationship be-
tween supply and demand by 
utilising relevant measurement 
methods, as well as including all 
relevant controls.  

Importantly, economic theory 
illustrates that statistical cor-
relation does not prove causa-

tion. Therefore studying corre-
lations between – in the case 
of SID – demand and supply 
does not per se establish a rela-
tionship between these factors. 
In order to prove causality one 
would, at the least, need to 
control for other confounding 
factors. 

For example, the supply of 
practitioners, the supply of fa-
cilities, the supply of medical 
technologies, and socio-eco-
nomic and demographic fac-
tors all impact on healthcare 
demand levels. If the effect of 
one of the supply factors on 
demand is to be isolated, at 
the least all of the other factors 
mentioned (as well as any oth-
ers relevant to the sample stud-
ied) must be controlled for. 
One cannot, based on a simple 
correlation between a supply 
variable and and a demand 
variable, conclude that that 
demand is being influenced by 
that specific supply factor. 

The issue of causality is howev-
er not one of statistical robust-
ness alone. Notwithstanding 
the ideal requirement for sta-
tistical robustness, economists 
often have to rely on correla-
tions of the above form to study 
demand behaviour. In those 
instances the analysis must in-

clude either econometric at-
tempts at achieving identifica-
tion, or qualitative attempts at 
achieving the same: there must 
be a well-founded theory that 
explicitly and exclusively links 
demand to that particular driv-
er. In other words (and as men-
tioned in section 2.2) one must 
have a well-founded theory of 
how SID practically takes place.

As such, if one were to measure 
SID in the South African private 
healthcare market, a logical 
explanation of how increased 
supply is expected to induce 
increased demand must be put 
forth. If the hypothesis is that an 
increase in the supply of hospi-
tal beds ‘causes’ an increase in 
the demand for hospital serv-
ices, that mechanism should be 
explained adequately. 

It is difficult to understand how 
a new hospital would be able 
to admit patients without any 
doctor involved in that process. 
In the South African environ-
ment, admission decisions are 
made by doctors (independent 
of hospitals), with some con-
straints imposed via managed 
care organisations and medical 
scheme administrators. Hospi-
tals are not able to induce pa-
tients into the facilities, nor are 
these hospitals able to keep pa-
tients there once admitted. 
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In line with the concerns dis-
cussed above, the one factor 
that there is some consensus 
on in the study of SID, is that it 
is largely understood to be the 
doctor who would – if at all – 
have the ability to ‘induce’ de-
mand, and not the facility or 
institutional setting where he/ 
she delivers the service. While 
there are papers exploring the 
role of the hospital or other 
service being made available, it 
is generally the case that these 
services cannot be utilised 
without a doctor recommend-
ing it.

In the economic literature, doc-
tors per capita have been found 
to be a more powerful predictor 
of utilisation than bed supply. A 
study by Lewis19 in fact found 
that almost half of the variation 
observed in healthcare utilisa-
tion could be explained by the 
increased availability of doctors. 
Cross-country comparisons 
have also shown that higher 
rates of surgery per capita are 
matched by higher numbers of 
surgeons (Bunker20 for example 

explores this phenomenon in 
the US and Great Britain). Simi-
lar results are found by Vayla21 
when comparing Canada with 
England and Wales. This result is 
consistently found: populations 
with a greater number of sur-
geons have more operations.22  

Following on from the above 
literature, there also exists a 
large body of literature explor-
ing the doctor’s decision-mak-
ing function, i.e. how, why and 
when he/ she decides to treat 
a patient, as well as what that 
treatment entails. The availabil-
ity of e.g. hospital beds certainly 
influences the doctors decision 
to admit a patient, but “it is dif-
ficult to believe that many physi-
cians recommend an operation 
simply because an empty bed 
is available – or that they fail to 
do so because a patient might 
have to wait a week to get into 
a hospital”.22  

Evidence of differences in the 
practise style or ‘philosophy’ 
of doctors across regions have 
been shown to impact on the rate 
of healthcare utilisation. Consid-
erable uncertainty around medi-
cal decisions means that there is 
diversity in doctors’ willingness 

to innovate and experiment. It 
often takes younger, more inno-
vative doctors in an area for an 
extended period of time before 
the behaviour of all doctors in 
the region changes. This often 
results in significant differences 
in utilisation across regions – 
regularly accepted as an indica-
tion of SID. Higher levels of un-
certainty result in more regional 
variation, while procedures with 
lower levels of uncertainty tend 
to vary less across regions. 

Numerous factors influence 
doctors’ decision-making and it 
is unlikely that all but a few doc-
tors would knowingly perform 
unnecessary surgery.23  Another 
such factor is the institution at 
which they did their training. 
Different hospitals are known 
to employ different methods for 
treating the same conditions, 
and often whether a specialist 
employs a particular treatment 
is predicted by whether or not 
their colleague or supervisor 
employed the same treatment.24   

Despite the above studies, the 
‘link’ between the doctor and 
hospital is nevertheless impor-
tant. Kroneman and Siegers25 
expressly model the relationship 
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4 The central role of the 
Doctor 



between doctors and hospitals 
in the phenomenon of SID, 
pointing out that differences in 
the incentives created by this re-
lationship may have opposite ef-
fects on utilisation. They explain 
that alignment of incentives of 
doctors and hospitals is an es-
sential determinant of SID and 
requires careful consideration in 
any attempt to measure it.26  

Importantly in the local con-
text, since doctors are pro-
hibited from being employed 
by private hospitals, hospitals 
(and hospital managers) have 
only limited mechanisms to 
‘control’ the doctors’ behav-
iour. And while it is argued that 
hospitals are not able to incen-
tivise doctors to admit patients 
unnecessarily, it should be not-
ed that there are many control 
mechanisms aimed at curtail-
ing any potential excessive ad-
mission of patients by doctors, 
including clinical committees 
and, most importantly, man-
aged care by medical schemes.

More specifically, the regula-
tory framework within which 
doctors operate include ethi-
cal rules and codes of conduct 
that would not easily allow for 
unnecessary surgery that is not 
in the patient’s best interest. In 
addition to these constraints, 

the managed care environment 
requires a patient to obtain au-
thorisation from the particular 
medical scheme prior to admis-
sion; and includes strict rules re-
garding the length of stay in hos-
pital. A hypothetical increase in 
unnecessary admissions would 
therefore also bring into ques-
tion the effectiveness of man-
aged care organisations. 

Finally, and of central impor-
tance to the study of SID, the 
relevant economic literature 
also highlights that without con-
sidering the health outcomes 
of the services received by pa-
tients, one cannot determine 
whether those services were in 
fact necessary or not. 

What therefore becomes im-
portant in any analysis of SID, is 
the health status of patients pre 
and post their utilisation of med-
ical services. Without consider-
ing the health outcomes of the 
services received, one cannot 
define those services as unnec-
essary. Patients may be better 
off, implying that the services 
provided were likely a normal 
market response to existing de-
mand. A proper assessment of 

SID would therefore include a 
type of cost-benefit analysis to 
determine whether the services 
delivered were indeed unneces-
sary.

However, in the vast literature 
on the topic of SID, little at-
tention has been paid to how 
doctor-induced demand affects 
the health outcomes of patients. 
Any consideration of how the 
behaviour of doctors impacts 
the health outcomes of patients 
seems to have been lost.27 This 
is important since researchers 
argue for analytically distinct 
types of SID which have differ-
ent implications for health out-
comes. A thorough investigation 
of SID therefore requires that 
the health outcomes of patients 
resulting from this increased de-
mand be considered.28  

Per illustration, and in the con-
text of South African private 
healthcare, it would be rel-
evant to consider the effect of 
improved health outcomes on 
medical schemes’ longer term 
finances; and the effect of in-
creased supply on competi-
tion, prices, and hence medical 
scheme payments. Focussing 
solely on immediate cost impli-
cations of increased demand 
and supply would otherwise not 
be particularly insightful.  
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5 Health outcomes: Cost 
versus Benefits 



In summary then, cost contain-
ment seems to be the main 
issue at hand in the SID liter-
ature, at the expense of the im-
pact on health status, distribu-
tional implications, and the net 
social benefits that may result 
from SID (if indeed proven).29 
Important to consider in un-
derstanding SID and largely ab-
sent in the literature, is how ef-
fective this ‘induced’ care is.30 

The fact that the doctor often 
acts or decides on behalf of the 
patient that extra care should 
be provided, but whether the 
additional care is effective and 
improves the well-being of the 
patient, should also be consid-
ered. 

After reviewing many academic 
papers on SID, it is found that 
the suggested policy response 
is almost always a change in the 
reimbursement structure of doc-
tors, as well as utilisation review 
or the introduction of managed 
care. It is suggested that these 
methods are more effective in 
controlling demand than sup-
ply-side regulations would be. 

Especially in the South African 
private sector environment 
where managed care organi-
sations are expected to play 

an important role, one should 
question how any patient can 
be admitted without the clinical 
need to be admitted and obtain-
ing ‘pre-authorisation’ from the 
medical scheme or administra-
tor.

If expenditure control was the 
only objective to be pursued 
by policy-makers, then certain 
regulatory strategies may be 
effective. However, in order to 
also achieve allocative efficien-
cy, more needs to be done to 
align the private incentives of 
doctors with that of social valu-
ations. This could be achieved 
by, for example adjusting doc-
tor reimbursement to compel 
doctors to consider the total 
cost of the service provided 
rather than just the portion paid 
by individual patients. Another 
possibility is to adjust prices to 
reflect the marginal social cost 
of providing services, although 
this is what health insurance 
systems try to avoid by ensuring 
that individuals have access to 
healthcare services regardless 
of their ability to pay.31   

Against the backdrop of high 
medical scheme premium in-
creases, this research note set 
out to explore the theoretical ar-

guments potentially supporting 
the theory of SID as put forth by 
GEMS and Discovery Health. 
These two medical schemes (re-
spectively the largest restricted 
and open schemes) have com-
mented that premium increases 
are, amongst others, driven by 
utilisation increases that are in 
turn caused by an increase in 
the supply of private hospital 
beds in South Africa.

Given Econex’s previous inter-
est in the drivers of utilisation 
in the private healthcare mar-
ket, we considered (from an 
academic perspective) the rel-
evance of SID, as well as how 
one would go about measuring 
this phenomenon statistically. 
The relevant economic litera-
ture showed that a clear defini-
tion of SID prior to any analysis, 
as well as a logical description 
of how SID is expected to op-
erate within the South African 
market, is key to approaching 
the research question.

From the discussion, it was fur-
ther understood that an econo-
metric analysis of this nature 
would indeed be challeng-
ing, given the significant data 
requirements and statistical 
controls required. Our expert 
knowledge of defining health-
care markets and designing 
econometric models, support-
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6 Policy responses 

7 Concluding remarks 



ed by evidence from the rele-
vant literature, proved that the 
specification of such a model at-
tempting to isolate the effect of 
SID in the healthcare market is 
crucially important to obtaining 
reliable results. Specifically the 
market definition, assumptions 
of initial conditions (state of the 
market ex ante), as well as proof 
of causality would be determin-
ing factors.

It was additionally pointed out 
that, contrary to the literature, 
the role of the doctor is amiss 
from the arguments regarding 
SID in the South African private 
healthcare market. Also, from 
high level remarks, it seems 
that consideration of improved 
health outcomes and the impli-
cations thereof have not been 

analysed. This is a notoriously 
difficult factor to account for, 
but key to understanding the 
potential costs and benefits of 
SID as hypothesised.

Looking forward, an improved 
understanding of the drivers of 
utilisation (both demand and 
supply side factors) is impera-
tive for ensuring a sustainable 
future for medical schemes in 
South Africa. As such, it is im-
portant that statistical models 
are correctly defined to critically 
assess these factors; taking ac-
count of the underlying litera-
ture and previous attempts to 
do so. Specifically when inform-
ing policy responses or regula-
tory changes aimed at cost con-
tainment, robust research must 
be performed.
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