


HEALTH
COST PRIMER:

EXPLAINING THE
MEDICAL COST TREND

CAHC is concerned health costs are too high and rising too fast.

Health costs for working families, who receive coverage through
employers, have grown dramatically faster than pay. The two
trends are connected: rising premiums soak up raises that
otherwise would boost living standards.

Since 2010, the medical cost trend has grown by 73 percent,
about four times faster than the average wage and five times
faster than the Consumer Price Index. Because costs (total,
out-of-pocket, premiums, etc.) are rising faster than wages, health
coverage is becoming less and less affordable. If current trends
persist, the typical family will spend more than 50 percent of their
income on health care by 2030.



FIGURE 1
MEDICAL COST GROWTH RELATIVE TO WAGES
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In 2019, this medical cost trend once again is expected to rise 6 percent.2

Behind the rise in health costs has been relentless inflation at the point of care. America spends
about seventy percent more, as a share of GDP, on health care than the rich country average, yet
has some of the lowest life expectancies across practically every socioeconomic group at
practically every age.? This unhealthiness stems in part from an epidemic of chronic diseases,
including opioid abuse. Compounding these costs is widespread waste.* In addition, the price of
health services are significantly higher in the U.S. than in peer countries.® Prices are highest in
private insurance markets, where employer-sponsored health plans pay roughly twice as much
as Medicare and Medicaid for common tests and procedures.s In 2019, health costs for a working
family of four will average almost $30,000.”

This primer summarizes the magnitude of and composition of U.S. health spending, the drivers of
medical costs and the interactions between them. We conclude with several recommendations
for reform that directly address the problems confounding affordability.




THE MEDICAL INDUSTRY

In 2019, health care spending will total $3.8 trillion—equal to 18.3 percent of the economy (38
percent more than the output of California). Over the next 10 years, national health expen-
ditures (NHE) are on track to top $50 trillion. The Center for Medicare and Medicaid Services
(CMS) projects that health spending will grow 71 percent during 2016 to 2026, compared to
GDP growth of 55 percent. In this projection, NHE's share of the economy will expand from 17.9
percent of GDP to 19.7 percent of GDP.

The health sector’s largest component is hospital care, at 32.5 percent of NHE in 2017. Figure 1
breaks health spending into its main components for 2017 and 2026. At 20.0 percent of NHE in
2017, Physician and Clinical Services is the largest non-hospital component.

FIGURE 2
COMPONENTS OF NHE, BY INDUSTRY, 2017 AND 2026
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All major components of the medical industry are expected to grow faster than GDP—with their
shares remaining relatively stable. Some components, however, are growing at an especially rap-
id clip. Figure 2 shows the average annual growth rate (both projected and actual) of key indus-
try components during 2017 to 2026. Among the major components, prescription drug costs
are growing fastest, but remain stable as a share of the health dollar over the ten year period
and may also be lowering other costs. Administrative costs, both government and private, are
also expanding as a share of NHE.©
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COST DRIVERS

Several trends, individually and in interaction with each other, are driving up medical costs as

a share of household incomes. In the broadest sense, every year, medicine becomes a bigger
driver of job growth and economic output. Yet this growth constrains economic activity in
non-health sectors (a dollar spent on insurance cannot be spent on restaurants or automobiles),
thus contributing to their relative shrinkage. In this section, we look at key industry components
and the interactions among them.

1.

Price Inflation

Much of the growth in health costs reflects simple inflation—higher prices for the same
good or service, such as a medication or blood test. Non-inflationary factors, such as the
use of more sophisticated drugs and testing equipment, also can drive up prices. Medical
inflation varies from year to year and component to component. One comprehensive study
found that rising unit costs account for about three-quarters of the rise in premiums."
Other studies have found that in some years, for some components, inflation accounted for
more than 100 percent of cost growth, overwhelming the effect of lower volume. 2

2. Volume and Intensity

Aggressive prescribing can drive up health costs by increasing both the volume of services
(e.g., more blood tests) and the intensity of treatments (e.g. surgery instead of physical
therapy). One study found that among major medical centers, the average cost of treatment
for chronically ill Medicare patients varied by 250 percent. Medical outcomes were more or
less the same, as were the prices paid for services; the differences mainly reflected patterns
of prescribing. An estimated 60% of health services prescribed to Medicare patients are
“supply sensitive,” meaning their prescription is driven more by the availability of resources
than patient need. Another 24% of care is “preference sensitive,” reflecting the decision to
treat patients more intensively.’s Higher volume and intensity also can reflect poor medical
quality. One study found that hospital profits more than doubled when private patients were
the victims of surgical mistakes." The Institute of Medicine estimates that 30 percent of the
care Americans receive is wasteful, meaning it has no beneficial impact on patients.

Chronic Disease

In any given year, the healthiest half of the population accounts for less than 3 percent of
health care spending.’* Most spending goes toward the treatment of chronic conditions,
such as heart failure or drug addiction, that are long in duration and have no definite cure.
Patients with two or more chronic diseases account for 84 percent of health spending.””
Left untreated, chronic conditions multiply. For example, diabetes carries high risks of heart
disease and hypertension, which in turn carry high risks of heart attacks and strokes. For
this reason, self-neglect is a major driver of medical spending. Many patients under care for
chronic conditions fail to take their medicines—a problem that could cost as much as $6
trillion over the next decade.’® Obesity, a precursor to diabetes, is among the most expen-
sive behavioral cost drivers. The percentage of overweight Americans has ballooned from 17
percent in 1980 to 40 percent in 2016—more than two times higher than in France and ten
times higher than in Japan.®



FIGURE 4
CONCENTRATION OF HEALTH CARE SPENDING IN
THE U.S. POPULATION, 2014
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4. Opaque Health Markets
Recent research has found that consumers with deductibles greater than $2,501 (much
less than the average second lowest cost silver plan deductible) were more likely to shop for
coverage or switch doctors than consumers with a lower or no deductible. But consumers
have less information on the price and quality of health care providers than they do on
televisions or smart phones. Most providers do not provide prices publicly, and if they do,
the prices typically reflect “charges"—list prices—that often exceed actual amounts collected
by several fold. In addition, prices within local markets can vary by as much as 700 percent.
For example, MRIs are largely a commodity, but their price varies greatly.



5. Provider Concentration
Even if data were available, and consumers could choose, they might lack options. The
relaxation of antitrust guidelines in 1992, 1994, 1996 and 2011—and several subsequent
court rulings—has facilitated the breakneck consolidation in local health services markets.
In 2019, 93 percent of Metropolitan Statistical Areas have highly concentrated hospital
markets, with weak or nonexistent price competition.2 More recently, hospitals have bid up
physician wages to corner the market in outpatient services. Today less than a third of
physicians are independent.z As in other industries, a central motive for consolidation is
pricing power. The prices charged to private patients are determined through annual
negotiations between insurers and myriad providers in thousands of local markets. Insurers’
ability to hold down prices depends on their ability to exclude high cost providers.
Concentration turns the tables, giving high-cost providers the ability to exclude low paying
insurers. This gives hospitals and dominant physician groups financial stability and the ability
to attract specialists, who in turn drive revenues. In 2016, 67 percent of hospitals were in
“systems” (chains), allowing them to leverage their monopoly power in one market to
demand higher prices in others.z

6. Cost Shifting
Medicare and the state-administered Medicaid programs pay for nearly half of health
services at a combined cost of about $1.3 trillion in 2017.2 This purchasing power gives Con-
gress and the Administration the ability to, in effect, set prices. Since the mid-2000s
Congress has held the prices the public pays for health services roughly to the rate of
inflation—producing a widening gap between public and private reimbursement. The gap in
2015, as documented by CBO, suggests that were the government to pay private prices, the
budget deficit this year would increase by several hundred billion dollars.z Monopoly power
has allowed providers to continue providing care inefficiently to Medicare beneficiaries by
raising private prices.z 2 This cost-shifting is unsustainable.z

7. Medical Workers

From 2000-2017, the health sector accounted for 33 percent of economy-wide job growth,
two-thirds of it in the ranks of nonprofessional support personnel. During this time,
medicine's share of the workforce expanded 30 percent.» In 2014, the Labor Department
projected that health care would account for 41 percent of new jobs going forward.= Yet
other indicators suggest that the medical industry has negative or stagnant productivity
growth.> The post-2000 trend toward aggressive prescription has helped to drive this
hiring. This trend, in turn, is driven by physician specialists, who prescribe more complex
care—and hence earn more. In 2015 specialist incomes averaged $425,000, versus
$251,000 for primary care physicians.2 In response to these incentives, the share of
physicians in the specialties grew 48 percent during 2005-2015.3 The Association of
American Medical Colleges (AMAMC) predicted that by 2025 there would be a shortage of up
to 90,400 physicians—one-tenth of the current physician workforce. Two-thirds of the
projected shortage is in the specialties.



8. Taxes and Regulation
Health insurance redistributes premium dollars from the healthy to the sick, and between
other groups as well. Inefficient regulatory policies can transfer income from taxpayers and
consumers to providers. Much of the industry’s wastefulness is rooted in a tangle of
federal and state rules—from the ACA's insurance rules, to the Emergency Medical Treatment
and Labor Act (EMTALA), to licensure to privacy—that promote cost shifting, hardwire labor
practices, compartmentalize care and drive up costs. These rules, in effect, turn insurers,
employers and many hospitals into tax-collectors for a regulatory welfare state that
redistributes trillions of consumer dollars with little accountability for efficiency or
effectiveness. Many of today's rules were adopted as part of the ACA, to implement a
regulatory agenda designed, among other things, to protect some consumers at the expense
of others. One result was a deterioration of the exchange risk pool that increased
premiums by 44 to 68 percent and may have priced some consumers out of the market.3
Taxes imposed by the ACA also directly raise the cost of coverage for consumers, such as the
health insurance tax, device and drug taxes and the so-called Cadillac tax.




ADDRESSING RISING COST GROWTH

The ACA provides a cautionary tale about relying on changes in insurance design to address
what are essentially medical cost drivers. Coverage rules are a tempting way to redistribute
income without raising taxes. But if the underlying medical costs are allowed to grow
uninterrupted, even those favored under by new coverage rules eventually will find their costs
unaffordable. To address this challenge, CAHC has identified several options, including:

e Reduce spending on health services by implementing payment benchmarks in the 93 percent
of provider markets that are uncompetitive

e Expand incentives for value-based payment arrangements for drugs by allowing coordination
across payers, manufacturers and providers, and by suspending laws that prevent aggressive
price discounts

e Improve medication adherence, a $300 billion annual problem

e End anti-market practices, surprise billing, and payments for medical errors

e Empower consumers and make heath care more transparent by disclosing prices, and
provider quality and safety performance

e Expand the availability and use of data (claims and clinical) for consumers, employers, and plans

e Expand provider access to clinical and cost data for outcomes improvement and efficiency
(interoperability; Real Time Benefit Check)

e Expand consumer health coverage choices and end public insurance exchange monopolies
by transitioning to support of private enrollment tools

While there are no politically easy ways to curb medical inflation, the alternative is even less
palatable. Policymakers must shift their focus from fiddling at the margins of health care reform to
addressing head on the factors leading to unsustainable cost growth. If they are unable to do so,
costs will continue to rise much faster than wages, making coverage less and less affordable for
working Americans and cultivating greater economic turmoil and political instability.




REFERENCES

Sylvester J. Schieber and Steven A. Nyce, “Health Care USA: A Cancer on the American Dream,” Council for
Affordable Health Coverage Foundation, September 4, 2018.

2PwC Health Research Institute, “Medical Cost Trend: Behind the Numbers 2019.”

3Institute of Medicine, “U.S. Health in International Perspective: Shorter Lives, Poorer Health,” The National
Academies Press, January 2013.

“Donald Berwick and Andrew Hackbarth, “Eliminating Waste in US Health Care,” JAMA 307, no. 14 (April 11,
2012): 1531-6. Up to 49 percent of care is waste—at a projected cost of $20 trillion during 2013-2022. At the
high end of their cost estimate, wasteful medicine would cost the U.S. economy about $25 trillion over the
next decade alone.

° International Federation of Health Plans, 2012 Comparative Price Report—Variation in Medical and Hospital
Prices by Country April 2013.

¢Jared Lane Maeda and Lyle Nelson, An Analysis of Private Sector Prices for Hospital Admissions, Congressio-
nal Budget Office Working Paper 2017-02. April 2017. See Table 1. For example, the authors calculate that in
2015 insurers paid about 89% more than Medicare for hospital and surgical stays, and find similar disparities
for other services. Federal spending for price-controlled programs in FY 2017 totaled about $1.1 trillion. If the
price differential for stays is broadly representative of discounts provided to Medicare (and Medicaid and CHIP,
for which Medicare prices are an Upper Payment Limit), a hypothetical reversion to private prices would have
cost several hundred billion dollars in 2015. Because the gap between public and private rates grows every
year, the effect on deficits would be commensurately larger in 2017.

7 Christopher S. Girod, Susan K. Hart and Scott A. Weltz, 2018 Milliman Medical Index, Milliman. May 21, 2018.
In 2018 the MMI, a measure of the all-in coverage costs for a family of four with employer insurance, totaled
$28,166. If costs grew during 2018 at the same rate as they did in 2017, the MMI will equal $29,443 in 2019.
References to previous year estimates, dating to 2001, can be found on Milliman's website.

8 Center for Medicare and Medicaid Services, National Health Statistics Projections, Table 1 National Health
Expenditures and Selected Economic Indicators.

?Center for Medicare and Medicaid Services, National Health Statistics Projections, Table 2, Health Expendi-
tures Amounts and Annual Percent Change by Type of Expenditure: Calendar Years 2010-2026.

10 Office of Attorney General Martha Coakley, “Examination of Health Care Cost Trends and Cost Drivers,”
Report for Annual Public Hearing. March 16, 2010: 3-4, 17-40.

""Health Care Cost Institute, “Health Care Cost and Utilization Report: 2011" (September 2012): 1-11.

2John E. Wennberg, Tracking Medicine: A Researcher’s Quest to Understand Health Care, pp. 54-117. Oxford
University Press. 2010.

3Sunil Eappen; Bennett Lane; Barry Rosenberg; et al, “Relationship Between Occurrence of Surgical Complica-
tions and Hospital Finances,” JAMA. 2013;309(15):1599-1606

"“|nstitute of Medicine, “Better Care at Lower Cost: The Path to Continuously Learning Health Care in America,”
published on-line, September 2012.

5 Kaiser Family Foundation, Charts. “Concentration of Health Spending.” Accessed online on Oct. 20, 2017

6 Gerard Anderson, “Chronic Care: Making the Case for Ongoing Care,” Robert Wood Johnson Foundation and
Johns Hopkins School of Public Health, p. 16.. 2010.

7Report of the Committee on the Learning Health Care System in America, “Best Care at Lower Cost: The Path
to Continuously Learning Health Care in America,” Institute of Medicine. September 2012



REFERENCES

8The commonly cited low-end estimate of $100 billion a year is based on costs in 2000. In the interim, na-
tional health expenditures (NHE) have increased 257 percent. (See, for example: Lars Osterberg and Terrence
Blaschke, “Adherence to Medication”, New England Journal of Medicine. August 4, 2005.) The commonly cited
high-end estimate of $289 billion a year is based on a study of costs in 2000, updated to 2008. Since 2008,
NHE has increased 47 percent. (See: “Thinking Outside the Pillbox,” New England Healthcare Institute. August
2009.) The Centers for Medicare and Medicaid Services estimates that NHE will total $44 trillion during 2016-
2025, a 9 year period. Over ten years, NHE would total about $50 trillion, of which 13 percent is equal to $5.9
trillion.

" Center for Disease Control, “Adult Obesity Facts” Organization for Economic Cooperation and Development,
"Obesity Update 2017."

20 Ateev Mehrotra, Katie M. Dean, Anna D. Sinaiko, and Neeraj Sood; Health Affairs, August 2017, “Americans
Support Price Shopping For Health Care, But Few Actually Seek Out Price Information” accessed at https://
www.healthaffairs.org/doi/pdf/10.1377/hlthaff.2016.1471

21 Barak Richman, “The Corrosive Combination of Nonprofit Monopolies and U.S.-Style Health Insurance: Impli-
cations for Antitrust and Merger Policy, 69 Law and Contemporary Problems 139-158 (Fall 2006)

2PwC Health Research Institute, “Medical Cost Trend: Behind the Numbers 2019".
ZThe Physicians Foundation, “2016 Survey of America’s Physicians Practice Patterns & Perspectives” Online
2 American Hospital Association, "Trendwatch Chartbook 2018, Table 2.1.

% Center for Medicare and Medicaid Services, National Health Statistics Projections, Table 17, Health Insurance
Enroliment and Growth Rates Online.

26 Budget effects based on author's calculations.

27 Jeffery Stensland, Zachary Gaumer, and Mark Miller, “Private-Payer Profits Can Induce Negative Medicare
Margins,” Health Affairs (April 1, 2010): 1045-1046.

% James Robinson, “Hospitals Respond to Medicare Payment Shortfalls by Both Shifting Costs And Cutting
Them, Depending On Market Concentration,” Health Affairs (July 2011).

#John Shatto and M. Kent Clemens memo to the Medicare Trustees, “Projected Medicare Expenditures under
an lllustrative Scenario with Alternative Payment Updates to Providers,” Office of the Actuary. July 13, 2017.

30Bureau of Labor Statistics, Data Retrieval: Employment, Hours and Earnings. “Table B-1. Employees on
nonfarm payrolls by industry sector and selected industry detail”, seasonally adjusted, December 2000 to
December 2018.

31 Bureau of Labor Statistics press release, “Employment Projections—2014-24." December 8, 2015. Online at:
https://www.bls.gov/news.release/pdf/ecopro.pdf. See also: https://www.bls.gov/emp/home.htm.

32 Harper, et al., "Nonmanufacturing Industry Contributions to Multifactor Productivity,” Monthly Labor Review,
June 2010. This analysis found that multifactor productivity in ambulatory health care services averaged a
0.7-percent decline per year from 1987 through 2006 and that hospitals and nursing and residential care
facilities averaged a 0.9-percent decline over the same period. CMS actuaries put hospital productivity at a
“negligible” 0.4 percent a year.

3Medical Group Management Association, “Provider Compensation and Production Report, Based on 2015
Data,” 2016.

34 Christopher Barbey, Nikhil Sahni, Robert Kocher, and Michael Chernew, “Physician Workforce Trends and the
Implications for Spending Growth,” Health Affairs Blog. July 28, 2017.

35March 25, 2015 congressional staff briefing by Atul Grover, MD on behalf of Association of American Medical
Colleges on “New 2025 Physician Workforce Projections.” The briefing calls for $680 million in subsidies.

36 0n the Internet, see: http://en.wikipedia.org/wiki/U.S._patients’_bill_of_rights. Two of the three lead sponsors,
John Edwards and John McCain, were presidential aspirants at the time.

37http://dailysignal.com/2017/03/23/to-lower-premiums-congress-must-roll-back-obamacare-regulations/




COUNCIL FOR AFFORDABLE
HEALTH COVERAGE

440 First Street NW, Suite 430, Washington, DC 20001
0:202.808.8852 w: CAHC.NET



