O©Coo~No ok, wWwN -

REPORT OF THE COUNCIL ON MEDICAL SERVICE
CMS Report 13 - A-02
Subject: Growth in Health Care Costs and Health Insurance

Premiums

Presented by: F. Maxton "Mac" Mauney, MD, Chair

Growth in health care costs and health insurance premiums has accelerated in the last two years.
Numerous press accounts have portrayed rising costs with vivid language such as “skyrocketing
health care expenditures” (New England Journal of Medicine, March 2001), “monster costs lurk in
sickrooms” (USA Today, January 2002), and “the picture for health insurance costs keeps getting
uglier” (Wall Street Journal, December 2001). A recent Health Affairs article indicated that drug
costs continue to be the fastest-growing component of health spending and that hospital spending
accounts for the largest single share of spending (Levit et al., January/February, 2002).

In response to this recent media attention regarding rising health care costs and health insurance
premiums, as well as to long-standing AMA policy calling for the AMA to continually study health
care cost trends (Policy H-155.979, AMA Policy Database), the Council on Medical Service has
prepared this report for the information of the House of Delegates. The report provides additional
detail and historical perspective on the recent growth in health care costs and health insurance
premiums.

CURRENT NATIONAL HEALTH EXPENDITURES

Table 1 of this report breaks down the nearly $1.3 trillion of 2000 National Health Expenditures
(NHE) by source of funding and by type of expenditure. Sources of funding are 55% private
($712 billion) and 45% public ($587 billion), with 70% of public spending by the federal
government. The three biggest cost categories account for nearly two-thirds of health spending,
with hospital services making up a 32% share, physician and clinical services 22%, and
prescription drugs 9%. Table 1 also shows that National Health Expenditures grew 7.4% between
1999 and 2000. Prescription drug costs outpaced all other categories with 22% growth.

HISTORICAL TRENDS IN NATIONAL HEALTH EXPENDITURES

Figure 1 shows the rise of health spending from 1960 to 2000 in both nominal and real terms.
Expenditures reported in nominal terms are simply the dollars spent in any given year. However,
changes over time in nominal expenditures reflect not only changes in the amount and type of
health care goods and services consumed, but inflation as well. For example, between 1960 and
2000, nominal national health expenditures increased nearly 50-fold, from $27 billion to $1.3
trillion. Nominal expenditures can be adjusted to remove the effects of inflation, giving
expenditures in real terms. Changes in real dollars reflect changes in what was actually bought.
By removing the effects of inflation, the real-term increase in health spending appears much less
dramatic than the nominal increase. For example, between 1960 and 2000, real national health
expenditures had a more modest eight-fold increase from $90 billion to $755 billion.
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Because the increase in health spending is driven in part by population growth, Figure 2 shows the
increase in per capita health spending, also in both nominal and real terms. By removing the
effects of population growth, per capita increase in health spending appears somewhat less
dramatic than the increase in total health spending. Figure 2 also shows changes in health
expenditures as a percentage of Gross Domestic Product (GDP). The overall increase in health
spending as a percentage of GDP reflects the fact that, as the incomes of individuals rise, they tend
to devote not only more dollars but a greater share of income to health care. It is also noteworthy
that health spending as a percentage of GDP was flat during the 1990s.

The share of health expenditures by the federal government increased markedly with the
introduction of the Medicare program, and thereafter increasing more slowly but steadily, with a
attendant decrease in the private share of spending. Regarding the composition of spending by
type of expenditure, hospital expenditures have always been the biggest component of health
spending, followed by physician and clinical services. The share of hospital expenditures has
declined steadily since peaking in the early 1980s. Although the share of spending devoted to
prescription drugs has been increasing since the early 1990s, it is not out of line by historical
standards, and is still below the 10% share in 1960. As the Council noted in Council on Medical
Service Report 3 (1-00), the recent rise in prescription drug spending is primarily attributable to
increased utilization and switching to more expensive drugs.

HISTORICAL TRENDS IN HEALTH INSURANCE PREMIUMS

The Employer Health Benefits 2001 Annual Survey by the Kaiser Family Foundation and Health
Research and Educational Trust reports that, for all types of health insurance plans, growth in
premiums decelerated between the late 1980s and mid-1990s, picking up again in 2000 and 2001.
The report compares the fluctuation in premium growth with the relative stability of overall
inflation and growth in workers’ earnings. Swings in premium growth can be explained by the
underwriting cycle observed in health and other types of insurance markets. In the down phase of
an underwriting cycle, insurance companies tend to underprice insurance premiums relative to
claims costs in order to expand market share. Later, insurers compensate for underwriting losses
by raising premiums disproportionate to claims costs. Although there is a long-term trend for
health insurance premiums to escalate along with health costs, short-term premium swings reflect
the underwriting cycle.

PROJECTIONS FOR THE NEXT DECADE

In a recent Health Affairs article, the Centers for Medicare and Medicaid Services Office of the
Actuary projects continued acceleration in real health care costs followed by a gradual leveling off
at a rate of approximately 7% per year (Heffler et al., March/April, 2002). Health care
expenditures as a percentage of GDP are believed to have reached 14% in 2001 for the first time
and are projected to reach 17% by 2011. Like health expenditures, private health insurance
premiums are expected to continue to rise, first sharply and then at a slower pace.

DISCUSSION

The recent surge in health care expenditures follows an unprecedented period of slow growth
during the 1990s, with the recent surge marking a return to historically normal health expenditure
growth. The slowdown in normal growth can be attributed in part to one-time savings from
managed care. Further, the recent return to high health expenditure growth can be attributed in part
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to an upswing in the underwriting cycle. Historically, drivers of continued high growth in health
costs include rising real per capita disposable income, technological progress, the labor-intensive
nature of the health care sector, an aging population, increased third party payment for health care,
and lack of incentives for consumers to be cost-consciousness in utilization of health services.

It is sometimes argued that the United States spends “too much” on health care. On the one hand,
insurance has fostered third party payment and prepayment of health care, which run counter to
consumer cost-consciousness, and may foster overuse of some services in the sense that
consumption often continues beyond the point at which the additional benefit outweighs the
additional cost. On the other hand, several recent studies have shown that growth in health care
spending has been well worth it. In the last two decades of the 20™ century, the United States
realized significant gains in life expectancy and health status, and the decline in disability rates
among the elderly accelerated rapidly. Medical spending in the last half-century has resulted in a
significant decline in the death rate from heart disease, the leading killer in the United States.
Future treatments are expected to continue prolonging the lifespan with other conditions as well,
such as cancer. While some of the benefits of health expenditure take the form of increased
productivity, the primary benefits do not directly affect Gross National Product, but still add value
in the form of better quality of life.

The Council believes that it is important to note that there is no “correct” level or growth rate for
health expenditures. Increased spending on health care is often viewed as problematic, whereas
increased spending on consumer goods, such as automobiles, is greeted with enthusiasm. One
reason for high levels of health care expenditure is that, unlike markets for most consumer goods,
third parties pay most health care expenses. If patients were more in control of health care
spending, the level of health care expenditures—whether high or low—would be considered “right”
because patients would have largely weighed relative costs and benefits.

Increasing incentives for patients to be more cost-conscious in health care and health insurance
decisions could also alter the role of technology in driving health care costs. While specific
technologies and medical advances can be either cost-increasing or cost-decreasing, on balance,
medical innovation and accompanying expansion of services have contributed significantly to the
overall increase in medical expenditures. The advent of third party payment provided incentives
for the development of cost-increasing technology by buffering patients, physicians, and other
health care providers from the cost implications of health care decisions. A system of individually
based health insurance, as advocated by the AMA in Policy H-165.920 (AMA Policy Database),
might provide greater incentives for the development of cost-containing technology, as has already
occurred for services not generally covered by insurance (e.g., Lasik eye surgery and elective
cosmetic surgery).

In conclusion, analysis by the Council on Medical Service suggests that:
e The recent rise in health care costs and insurance premiums, as taken by several measures
including National Health Expenditures (NHE), per capita NHE, and NHE as a percent of

GDP, is not out of line by historical standards;

e The projected rise in health care costs and insurance premiums does suggest, however, a
marked acceleration from the relatively slow growth of the 1990s;

o Total benefits of health expenditures continue to outweigh total costs; and
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¢ Assignificant underlying cause of health care cost growth is the long-standing, structural failure
of the health system to provide patient incentives to be cost-conscious in health care and health
care coverage decisions.

Consistent with Policy H-155.979, the Council will continue to study ongoing developments and
trends in health care costs, and will report further to the House of Delegates.



Table 1. National Health Expenditures, by Source of Funds and Type of Expenditure: Calendar Year 2000

Percent Private Government
Type of Expenditure Percent | Change . Consumer
AL Total
(amounts in Billions) o Share from | Al Private Outof I Private | Other | Total | Federal® State and
1999 Funds Total Local
Pocket | Insurance
National Health Expenditures $1,299.9] 100.0% 7.4% $712.3] $638.4 $194.5 443.9] $73.8] $587.2 $411.5 $175.7
1. Health Services and Supplies 1,255.5 7.2% 695.6 638.4 194.5 443.9 57.2 559.9 391.2 168.7
A. Personal Health Care 1,130.4 6.9% 641.4 585.3 194.5 390.7 56.1 489.0 370.4 118.6
i. Hospital Care 412.1 31.7% 5.4% 168.9 146.9 13.0 133.9 22.0 243.2 192.9 50.3
ii. Professional Services 385.4 6.1% 278.1 253.6 71.8 181.8 24.4 107.4 86.7 20.5
a) Physician and Clinical Services 286.4 22.0% 6.3% 191.3 169.9 33.2 136.7 21.3 95.2 79.2 16.0
b) Dental Services 60.0 4.6% 7.1% 57.2 57.0 26.9 30.1 0.2 2.8 1.6 11
c¢) Other Professional Services 39.0 3.0% 2.9% 29.6 26.7 11.7 15.0 2.9 9.4 5.9 3.4
iii. Nursing Home and Home Health 124.7 1.3% 51.8 46.3 31.3 15.0 5.5 72.8 50.4 225
a) Home Health Care 324 2.5% -2.1% 15.5 14.0 6.4 7.6 15 16.9 12.6 4.3
b) Nursing Home Care 92.2 7.1% 2.4% 36.3 32.3 24.9 7.4 4.0 55.9 37.8 18.2
iv. Retail Sales of Medical Products 1715 16.6% 138.4 138.4 78.4 59.9 0.0 33.1 21.6 115
a) Prescription Drugs 121.8 9.4% 22.3% 95.3 95.3 39.0 56.3 0.0 26.5 15.2 11.3
b) Non-Prescription Drugs 31.2 2.4% 1.6% 29.8 29.8 29.8 0.0 0.0 1.3 1.3 0.0
¢) Durable Medical Equipment 185 1.4% 9.5% 13.3 13.3 9.6 3.6 0.0 5.3 5.1 0.2
v. Other Personal Health Care 36.7 2.8% 10.5% 4.2 0.0 0.0 0.0 4.2 32.5 18.9 13.7
B. Government Administration & o 0
Net Cost of Private Health Insurance 80.9 6.2% 12.4% 54.2 53.1 0.0 53.1 1.0 26.7 15.9 10.8
C. Government Public Health Activities 44.2 3.4% 7.5% 0.0 0.0 0.0 0.0 0.0 44.2 4.9 39.3
2. Investment 43.9 10.3%
A. Research 25.3 1.9% 14.0% 2.3 0.0 0.0 0.0 2.3 23.0 19.6 3.4
B. Construction 18.6 1.4% 5.7% 14.3 0.0 0.0 0.0 14.3 4.3 0.7 3.6

! Detailed Federal Government financing program estimates are made for Medicare, Workers' Compensation, Medicaid, Department of Defense, Maternal and Child Health, VVocational
Rehabilitation, Alcohol, Drug Abuse, and Mental Health Administration, Indian Health Service, State Children's Health Insurance Program, and miscellaneous general hospital and medical
programs.

2 Detailed State and local financing program estimates are made for Temporary Disability Program, Workers' Compensation, Medicaid, General Assistance, Maternal and Child Health,
Vocational Rehabilitation, hospital subsidies, State Children's Health Insurance Program, and school health.

NOTE: 0.0 denotes less than $50 million. Research and development expenditures of drug companies and other manufacturers and providers of medical equipment and supplies are excluded
from "research expenditures,” but are included in the expenditure class in which the product falls. Numbers may not add to totals because of rounding.

SOURCE: Adapted from “National Health Accounts: Definitions, Sources, and Methods,” Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.
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illions) Figure 1. National Health Expenditures, 1960-2000
1nons

$1,400.00

$1,200.00

$1,000.00 )

Nominal Terms

$800.00

$600.00
$400.00
Real Terms ——
$200.00
$0.00 - -
S

Note: Changes in nominal-term dollars reflect inflation as well as changes in the amount and type of health care consumed. Real-term dollars reflect only changes in the amount and type of
health care consumed. Real term dollars are in reference to a 1983 base year. Data Sources: (1) "National Health Expenditures Aggregate, per Capita, Percent Distribution, and Annual
Percent Change by Source of Funds: Calendar Years 1960-2000." Available at http://www.hcfa.gov/stats/nhe%2Doact/default.htm. (2) "Table Containing History of Consumer Price Index,"
U.S. Department of Labor, Bureau of Labor Statistics. Available at ftp://ftp.bls.gov/pub/special.requests/cpi/cpiai.txt.
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Figure 2. National Health Expenditures
Per Capita and as Percent of GDP, 1960-2000
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Note: Changes in nominal-term dollars reflect inflation as well as changes in the amount and type of health care consumed. Real-term dollars reflect only changes in the amount and type of
health care consumed. Real term dollars are in reference to a base year of 1983. Data Sources: (1) "National Health Expenditures Aggregate, per Capita, Percent Distribution, and Annual
Percent Change by Source of Funds: Calendar Years 1960-2000." Available at http://www.hcfa.gov/stats/nhe%2Doact/default.htm. (2) "Table Containing History of Consumer Price Index,"
U.S. Department of Labor, Bureau of Labor Statistics. Available at ftp://ftp.bls.gov/pub/special.requests/cpi/cpi
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