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SUMMARY

A recent dramatic slowdown in the rate at which private-sector spending for health
insurance increases each year has raised many questions about the meaning of the
trend and its implications for the future. According to the federal government's
national health accounts (NHA), the annual growth rate of private health insurance
expenditures tumbled from around 14 percent in 1990 to less than 3 percent in 1994
and 1995. Understanding the factors that contribute to that reduction is of particular
concern to policymakers who are seeking ways to slow the growth of Medicare
spending. At the same time that fundamental changes are occurring in the market for
private health insurance, Medicare spending has continued to rise virtually unabated,
growing by almost 12 percent in 199 0re than four times the rate for private-
sector spending.

Determining Trends in Spending and Their Causes

Sources of data on trends in health spending vary considerably in their completeness
and internal consistency. In spite of their different approaches, however, all of the
sources tell a consistent story about private health spending for the-i280sly,

that growth has slowed significantly. Major sources of information include surveys
of the revenues and costs of health care providers, surveys of health care costs of
employers, and trends in the insurance premiums negotiated by large groups of public
employees. Those sources produce timely but incomplete pictures of patterns in
health spending, and methodological issues limit their usefulness. The national health
accounts, by contrast, use multiple data sources to produce an internally consistent
picture of the flow of spending throughout the health care system, classifying
expenditures by type of provider or service and by source of funds. But even they
are not without methodological problems. The reason is that the data they use are
not primarily intended to serve the needs of the accounts. Moreover, tracking health
spending becomes more difficult as data systems that were established when fee-for-
service reimbursement was the norm try to keep pace with the rapidly changing health
care marketplace.

The rate of growth of employers' health care costs has declined recently,
reflecting slower growth in premium costs per enrollee. That slowdown results in
part because employers are both promoting and taking advantage of the current
aggressive price competition among insurers, providers, and health plans in the private
sector. For instance, employers are shifting workers into managed care, either by not
offering any other kind of plan or by providing financial incentives for workers to
choose the plans with the lowest costs. As a result, enrollment rates in conventional
fee-for-service plans have fallen dramatically. Only about one-quarter of employees
in firms with 200 or more workers were enrolled in such plans in 1996, compared with
almost three-quarters eight years earlier.
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Employers are also controlling how much they spend for health care by
shifting more of the costs to current and retired workers. Although the available data
are sometimes inconsistent and confusing, they suggest that the proportion of both
dependents and retirees with employment-based coverage has sagged in the 1990s,
that the share of premiums paid by employees has risen, and that cost-sharing
requirements in health plans have generally increased. Nonetheless, workers may be
paying less out of their own pockets in the 1990s as they move to managed care plans
that have lower cost-sharing requirements than they previously faced.

In addition, some employers are changing the way they offer or provide certain
benefits. A strategy of separately offering (or "carving out") benefits from the main
package allows employers to use distinct management techniques to control the use
and costs of particular services, such as dental and vision services, prescription drugs,
and mental health care. Such "carve-outs" may not only improve the efficiency of
service provision but also enable employers to have different premiums and cost-
sharing requirements for some benefits than they do for others.

Implications for Future Health Spending

The recently released NHA data for 1995 provide several reminders that declining
growth rates for private health expenditures cannot continue indefinitely. Although
private health insurance spending grew by only 2.6 percent in 1995, the two
components of that rate moved in opposite directions. The growth rate of private
health insurance spending for personal health care (the equivalent of expenditures for
health care benefits) was 4.6 percent, an increase of more than a percentage point from
1994. By contrast, the administrative costs of private insurance (which include
profits) fell considerably, potentially foreshadowing increases in insurance premiums

in the near term.

Given how fast the health care marketplace is changing, any projections of
private health expenditures are, inevitably, highly uncertain. The latest projections
by the Congressional Budget Office assume that the growth rate of private health
expenditures will increase over the next few years but will not return to the high rates
of the 1980s and early 1990s. Annual growth rates of both private health insurance
expenditures and out-of-pocket expenditures are projected to remain below 6 percent
for at least the next decade.

1. Congressional Budget OfficEhe Economic and Budget Outlook: Fiscal Years 1998-2087uary
1997), Appendix H.
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Many factors could affect the future course of private health spending. Those
factors raise a number of key questions. How much further can health plans squeeze
the prices that they pay to providers? How much excess capacity remains in the
health care system? To what extent will health plans and providers continue to
consolidate? How will health insurers and health plans react to lower profits? What
types of new technologies will be developed, and how will they be disseminated?
To what extent will quality of care as well as price become an important component
in purchasers' decisions about health insurance? And will the current backlash against
managed care plans continue? In spite of all of those unknowns, many policy analysts
believe that a return to the high rates of spending growth of the 1980s and early 1990s
is unlikely, at least in the short run, because of the fundamental changes that have
occurred in the market for health care. Most notably, keen price competition among
health plans and providers is likely to continue.

Implications for Medicare

Trends in Medicare spending are not directly comparable to those of the private sector
because the characteristics of the insured populations differ, as do the benefits that
are covered. Nonetheless, the striking difference in the recent ability of the public
and private sectors to control health expenditures invites the question, Would
spending for Medicare slow if the program adopted the cost containment strategies
used by private employers?

In contrast to the private health insurance market, competition has not played
a major role in the Medicare program. Almost 90 percent of Medicare beneficiaries
are still enrolled in the traditional fee-for-service plan, which uses administered prices
to reimburse providers. Because most of those beneficiaries have supplemental
coverage that pays Medicare's cost-sharing amounts, neither they nor their providers
have much incentive to curb their use of services. The managed care options available
to most Medicare beneficiaries are restricted to health maintenance organizations, and
payments to those plans are tied to the program's fee-for-service payments rather than
being based on competitive prices, as they are in the private sector.

Recent experience in the private sector suggests that price competition among
health plans, aggressive purchasing strategies, and price incentives for beneficiaries
can slow the growth of spending. Thus, Medicare spending might indeed rise more
slowly if the program adopted some of the strategies that employers are using to
control health spending. But the restructuring that has occurred (and continues to
occur) in private insurance markets has evolved over several years in response to
market forces. Restructuring the Medicare program to instill price incentives and
create functional competitive markets for health plans would be a complex
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undertaking that could take years to complete. Delaying action, howeNemniw
make such restructuring more difficult to accomplish in the future.



INTRODUCTION

A growing body of evidence from a variety of sources indicates that increases in
health care spending by the private sector have slowed considerably in recent years.
For example, according to the national healtloaots (NHA), the annual growth

rate of private health insurance expenditures fell from about 14 percent in 1990 to
less than 3 percent in 1994 and 1996nil&rly, several recent surveys suggest that

the annual growth in premiums for employment-based health insurance dropped from
double-digit rates in the early 1990s to rates of 2 percent or less in 1995 and 1996.

This paper focuses on several key questions generated by the slowdown in
private health expenditures:

o] How are trends in health expenditures measured, what are the
limitations of the different measures, and what do they indicate about
trends in private-sector spending?

o] What factors have contributed to slower growth of private health
expenditures?

o] How fast are private health expenditures likely to grow in the future?

o] And could the growth rate of Medicare spending be reduced if the
program adopted private-sector approaches to paying for and
delivering health services?

The paper examines those questions and explores the uncertainty surrounding the

factors that contribute to current and future trends in private-sector spending.

MEASURING TRENDS IN HEALTH EXPENDITURES

Different sources of data produce a variety of indicators for tracking the growth of
health expenditures in general and of private health expenditures in particular. Each
of those indicatorswhich include the revenues and costs of health care providers,
the health care costs of employers, and the insurance premiums negotiated by large
groups of public employeegrovides a partial view from a different perspective of

the structural change occurring in the health care industry. The national health
accounts, by contrast, use those types of indicators and information from other
sources to construct a more comprehensive picture of trends in health spending. In
spite of their various methodological limitations, all of those indicators and the NHA
tell a consistent storythat the growth of private health expenditures has slowed
significantly in the 1990s.
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Data on Providers' Revenues and Costs

Data on the revenues and costs of health care providers are typically the most timely
source of information for tracking trends in health spending. Revenue data for
certain types of providers, such as hospitals, can be readily reported and require much
less time to compile than the more comprehensive national heatthunts.
Consequently, such information can be available a year or more before corresponding
information from the NHA.

But revenue and cost data from selected categories of providers do not give
a complete picture of health spending. Nor do they provide insights into private
expenditures per se, because the data typically reflect all revenues regardless of who
paid. Such data also shed no light on the factors that contribute to the underlying
financial trends. For example, slower growth in providers' revenues could be an
indication of downward pressure on prices because of a more price-competitive
market or because of reductions in the use of services through greater efficiency. But
it could also be a consequence of less generous health insurance benefits or changes
in the type of coverage that people have.

Methodological Issues Information on providers' revenues and costs can be
collected directly from a particular category of providers, as with the American
Hospital Association's (AHA's) National Hospital Panel Survey; or derived from
surveys of health care establishments in general, as with the Employment, Hours, and
Earnings (EHE) data series produced by the Bureau of Labor Statistics from its
Survey of Current Employment Statistics (CES); or compiled into an index derived
from multiple sources, as with the Milliman and Robertson Health Cost Index {HCI).
Each of those sources presents a different partial view of how health care providers
are faring financially in the current marketplace.

The National Hospital Panel Survey, which covers about one-third of the
nation's community hospitals, collects monthly information on hospitals' revenues
and expenses and on the use of hospital services. Because data on inpatient and
outpatient revenues are recorded separately, analysts can track the shifts from
inpatient to outpatient services that are occurring over time. However, trends in the
hospital industry alone allow for only limited inferences about financial trends in the
health care industry as a whole.

The CES collects information on workers' wages and hours (also on a
monthly basis) from a sample of all nonfarm establishments. The data are broken

1. For a discussion of using the EHE and the HCI as indicators of health spending, see Paul B. Ginsburg
and Jeremy D. Pickreign, "Tracking Health Care Coblsdlth Affairs vol. 15, no. 3 (Fall 1996), pp.
140-149.
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down by industry using the Standard Industrial Classification codes, which enables
analysts to follow trends in wages and hours specifically for health care

establishments. Although the data provide information on labor costs for various
types of health care providers, they do not reflect possibly conflicting trends in the
cost or use of capital in health care.

The HCI estimates the growth in spending for three broad categories of
services: hospital care, physicians' services, and drugs. (The costs of other services,
such as nursing home care and durable medical equipment, are also included in the
index, but they are not estimated separately and their effects on the index are small.)
The data come from surveys of providers, both publicly available and proprietary.
Users of the index receive little information about some of those data sources,
however, or about how the index is calculated. The HCI is also difficult to interpret
because it excludes Medicare spending but includes spending by the Medicaid
program and uninsured people. Because it includes Medicaid spending, the index
cannot provide direct insight into trends in private health expenditures. But the
exclusion of Medicare means that it does not track total health spending either.

Recent Trends in Providers' Revenues and Cdste AHA's hospital survey shows

that the overall growth rate of community hospital revenues fell from almost 11
percent in 1990 to less than 4 percent in 1996 (see Table 1). But the trends for
inpatient revenues, outpatient revenues, and revenues from other sources varied
considerably. The growth of inpatient hospital revenues dropped from almost 9
percent a year to less than 1 percent over the period, reflecting the major shift from
inpatient services to ambulatory care that has occurred in recent years. The growth
rate for outpatient services also fell markedly, but because it was extremely high at
the beginning of the decade (about 18 percent a year), the halving of the rate that
occurred between 1990 and 1996 meant that outpatient revenuesilhvgrevéng

at around 9 percent a year in 1996. Nonpatient revenues continued to grow rapidly,
reflecting hospitals' efforts to capture revenues from other sources as their revenues
from patient care increased more slowly. But nonpatient revenues are still only a
small fraction of total hospital revenueabout 6 percent in 1996.

Payroll information derived from the CES indicates that hours worked and
average hourly wages in health care establishments, which accelerated in the latter
half of the 1980s, grew less rapidly in the 1990s. Payroll in health care
establishments grew only half as fast in 1995 (by less than 5 percent) as in 1990 (by
10 percent). Moreover, average hourly wages in the health care industry, which had
previously grown significantly faster than average hourly wages for all industries,
were growing no faster than that average by 1995. Those trends suggest that upward
pressures on labor costs in the health care industry have slackened significantly in
recent yearspossibly reflecting more efficient use of workers in increasingly
competitive markets.
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TABLE 1. ANNUAL GROWTH OF PROVIDERS' REVENUES AND COSTS,
1990-1996 (By calendar year, in percent)

1990 1991 1992 1993 1994 1995 1996

Community Hospital Revenues 10.9 10.3 9.4 7.1 4.9 5.0 3.7
Inpatient 8.7 8.2 7.3 5.7 2.5 2.6 0.7
Outpatient 18.4 18.0 15.6 10.6 10.1 9.9 9.1
Other 11.7 7.2 10.1 9.1 9.9 104 11.2

Labor Costs for Health
Establishments Based on the CES

Payroll 10.0 9.0 7.3 5.5 4.4 48 na.
Hours worked 3.9 3.5 3.2 2.0 1.6 1.9 na.
Average hourly wage 4.8 4.1 2.7 24 1.7 19 na.
Adjusted Milliman and Robertson
Health Cost Indéex 10.9 7.7 8.4 4.3 3.1 3.2 na
Memorandum:

Average Hourly Wage, All Industries 2.7 1.9 1.3 14 1.7 20 na

SOURCE: Congressional Budget Office based on the American Hospital Association's National Hospital Panel
Survey; and Paul B. Ginsberg and Jeremy D. Pickreign, "Tracking Health Care I@eslt$"Affairs
vol. 15, no. 3 (Fall 1996), pp. 140-149.

NOTE: CES = Survey of Current Employment Statistics (conducted by the Bureau of Labor Statistics);
n.a. = not available.

a. Based on data through September 1996.

b. Ginsberg and Pickreign adjusted the index to include Medicare spending.
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Trends in the HCI (adjusted to include Medicare spending) suggest that
growth rates for providers' revenues also generally declined over the period, from
about 11 percent in 1990 to about 3 percent in 1995. Those findings are consistent
with the general story of more competitive markets for health care. But because of
uncertainty about the methods underlying the index, it is unclear what those rates are
actually measuring.

Data on Employers' and Employees' Costs for Health Care

Two general sources of information show trends in the costs of employment-based
health insurance. The first is annual surveys of employers that track changes in their
health care costs. The second is information about the annual health expenditures of
certain large groups of public employees.

Annual surveys of employers' health insurance costs are generally published
by accounting or benefits corsng firms, including KPMG Peat Marwick, Foster
Higgins, and Hay/Huggins. The employment cost index (ECI) produced each year
by the Bureau of Labor Statistics provides similar information. Because of the
visibility of those surveys and the ready availability of the data, much of the recent
discussion of trends in private-sector health care spending has focused on premiums
for employment-based insurance.

As opposed to providers' revenues and costs, which vary continually, health
insurance premiums are set annually and remain fixed throughout the year. Insurers
establish new premiums based in part on their underwriting experience in the
previous year or years. But they may be hesitant to modify premiums after just one
year's slower or faster growth in health care costs. They may also delay premium
increases because of the increasingly competitive nature of health care markets.
Thus, although data about premiums are quite timely, the premiums themselves may
lag in reflecting insurers' recent spending experience.

Surveys of employers' health care costs are useful because they throw some
light on what is happening to health coverage as well as to spending. Most surveys
ask guestions about the types of plans that employers offer, their cost-sharing
requirements, and their covered benefits. Over time, changes in those characteristics
of plans can have a major impact on the premiums of employment-based insurance.
As with changes in providers' revenues, slower growth in premiums may reflect
greater efficiency and more price competition in health care markets. But it could
also result from fundamental changes in the nature of the coverage being purchased.

In spite of the range of material they collect, surveys of employers' premiums
give incomplete information on trends in private health expenditures because they
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exclude both out-of-pocket spending and nongroup insurance premiums. In addition,
at least one of the well-known surveys (the ECI) excludes employees' share of
premium costs. Out-of-pocket spending, nongroup premiums, and employees' share
of premiums constitute a considerable portion of private-sector spending, and they
do not necessarily move in tandem with employers’ costs. According to the NHA,
for example, employers’ health care costs grew at an average rate of 7.6 percent a
year between 1990 and 1994, but the rate for employees’ premium contributions was
considerably higher at 9.4 percent. By contrast, total premiums for individually
purchased plans grew at an average rate of only 6.2 percent a year (including an
outright reduction between 1993 and 1994), and out-of-pocket spending had the
slowest average growth of all, 4.2 percent a year.

The experience of large groups of public-sector employees provides a slightly
different perspective on trends in employment-based premiums. Such purchasers of
health insurance as the Federal Employees Health Benefits (FEHB) program, the
California Public Employees Retirement System (CalPERS), and the Minnesota State
Employees Insurance Plan (MSEIP) wield enormous market power, which they can
use to drive down premiums. Because of their size, they can also offer their
employees a wide range of choices, with financial incentives to select lower-cost
plans. Thus, although their experience cannot be generalized to other employers, it
offers important insights into the additional effects on premiums that large employer
groups can have in already competitive markets.

Methodological IssuesEach of the major surveys used to estimate employers' health
care costs has limitations, which should be taken into account when interpreting their
findings. The surveys use different sampling strategies, different measures of health
care costs, and different approaches to collecting and reporting that information.
Their methods affect the validity of their results and the inferences that can be drawn
from those results. Because of the complexity of these issues, they are discussed at
length in the appendix to this paper.

Recent Trends in Employers' and Employees' Health Care. Closspite of their
different approaches, the major surveys of employers tell a consistent story about the
slowdown in employers' costs for health insurance in the 1990s (see Table 2). They
all indicate that the growth in employers' premiums or costs fell from double-digit
rates early in the decade to 2 percent or less in 1995 and 1996. Despite the similarity
of the trends, however, the surveys sometimes suggest quite different growth rates
for premiums in any particular year. The estimates of the change in employers'
health care costs in 1996, for example, differ by as much as 5 percentage points

2. See Cathy A. Cowan and others, "Business, Households, and Government: Health Spending, 1994,"
Health Care Financing Reviewol. 17, no. 4 (Summer 1996), pp. 157-178.
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TABLE 2. ANNUAL GROWTH OF PREMIUMS OR COSTS FOR
EMPLOYMENT-BASED HEALTH INSURANCE, 1990-1996
(By calendar year, in percent)

Source 1990 1991 1992 1993 1994 1995 1996
Hay/Huggin$ 17 13 12 8 3 1 -3
Foster Higgin 17 12 10 8 -1 2 2
KPMG Peat Marwick n.a. 12 11 8 5 2 d
Bureau of Labor Statistits 11 11 9 7 4 d d
Memorandum:

Consumer Price Index for All

Urban Consumers 5.4 4.2 3.0 3.0 2.6 2.8 2.9

SOURCE: Congressional Budget Office based on the sources cited below.
NOTE: n.a.=not available.

a. Hay/HugginsBenefits ReporfWashington, D.C.: Hay/Huggins, 1990 through 1996). The surveys use
average premiums for all employers for the most prevalent plan, based on a sample of public and private
employers that generally have at least 100 employees.

b. Foster HigginsiNational Suvey of EmployeEponsored Health Plar(dlew York: Foster Higgins, 1990
through 1996). The surveys are based on a sample of private and public employers with 10 or more
employees.

c. KPMG Peat Marwickiealth Benefitgn.p.: KPMG Peat Marwick, 1990 through 1996). The surveys are
based on a sample of private and public employers with 200 or more employees.

d. Growth of 0.5 percent or less.
e. The employment cost index compiled by the Department of Labor's Bureau of Labor Statistics. The index

covers only the employers’ share of premiums or costs. Growth rates measure changes in cost over a 12-
month period from December to December.
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among the four surveys, indicating underlying methodological differences or
measurement errors.

Data from the FEHB program, CalPERS, and MSEIP tell the same story as
the employers' surveys; the growth rates of premiums for those groups of public
employees dropped dramatically in the past seven years (see Table 3). Recently, all
three groupsthrough various combinations of aggressive purchasing and financial
incentives for employeeshave actually managed to lower their average annual
premiums, demonstrating the impact that effective use of market power and con-
sumer choice can have.

The National Health Accounts

The national health accounts compiled by the Health Care Financing Administration
(HCFA) constitute the only data series that attempts to use information from multiple
sources, both private and public, to produce a consistent picture of all expenditures
in the health care system. The accounts are therefore often viewed as a "gold
standard" to which other partial surveys and data series can be compared.

But although they are probably the most widely used estimates of health
expenditures and have the greatest credibility, the accounts too have their limitations.
For instance, they are much less timely than other indicators because of the extensive
work required to construct them. The data on total annual spending are usually
delayed by a year (figures on national health expenditures for 1995 were available
at the beginning of 1997); and the more detailed data on components of private
spending are subject to greater delays. Also, because the data reflect total spending,
they are not directly comparable to the premium data derived from surveys of
employers. Nor do they provide information on underlying trends in insurance
coverage.

Methodological IssuesThe national health accounts classify health expenditures
according to two major characteristics: type of expenditure and sounoedsf (fsee

Table 4). That classification scheme is used as the basis for developing consistent
estimates of national health spending in its entirety, as well as of its component parts.

To understand both the strengths and weaknesses NHRAes a tool for
analyzing health policy, readers should understand what analysts mean when they say
the estimates are "consistent.” The accounts are developed largely from numerous
secondary data sources that serve various purposes and are not primarily intended to
provide inputs to the NHA. Estimates of spending on hospital services, for example,
come from the AHA's annual survey of hospitals. The primary sources of
information on spending for physicians' services are the Census Bureau's Census
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TABLE 3. ANNUAL GROWTH OF PREMIUMS FOR INSURANCE OFFERED
THROUGH MAJOR PUBLIC EMPLOYEE GROUPS, 1990-1996
(In percent)

1990 1991 1992 1993 1994 1995 1996

Federal Employees Health 9 6 7 10 2 -4 a
Benefits Program
CalPERS 17 11 6 1 -1 -4 -1
Minnesota State Employees
Insurance Plan 14 10 6 6 3 -5 n.a.

SOURCE: Congressional Budget Office based on data from the Office of Personnel Management, the Health
Plan Administration Division of CalPERS, and the Employee Insurance Division of the Minnesota
State Employees Insurance Plan.

NOTE: CalPERS = California Public Employees Retirement System; n.a. = not available.
a. Decline of less than 0.5 percent.

b. Computed for the basic benefit package offered to members without supplemental Medicare coverage. Until
recently, the CalPERS contract year ran from August 1 to July 31. In 1995, CalPERS began to switch its
contract year to a calendar year basis; the 1995 data are for the contract year starting on 2e@fisaid
ending on December 31996. As a result, the data underlying calculations for 1996 actually correspond
to premium costs in calendar year 1997.




TABLE 4. NATIONAL HEALTH EXPENDITURES IN 1995, BY TYPE OF EXPENDITURE AND SOURCE OF FUNDS
(In billions of dollars)

Private Spending Government Spending
All By Consumers Other All State
Total Private Out of Private Private Government and
Type of Expenditure Spending  Spending Total Pocket Insurance  Spending Spending Federal Local
National Health Expenditures 988.5 532.1 493.2 182.6 310.6 38.9 456.4 328.4 128.0
Health Services and Supplies 957.8 521.2 493.2 182.6 310.6 28.0 436.7 3144 1222
Personal health care 878.8 486.7 459.3 182.6 276.8 27.3 392.1 303.6 88.5
Hospital care 350.1 135.8 124.5 11.4 113.1 11.3 214.3 175.3 39.0
Physicians' services 201.6 137.6 133.9 36.9 97.0 3.7 64.0 50.9 13.1
Dental services 45.8 44.0 43.8 21.8 22.0 0.2 1.8 1.0 0.8
Other professional services 52.6 39.9 36.0 20.2 15.8 3.9 12.7 9.6 3.1
Home health care 28.6 12.8 9.3 6.0 3.3 34 15.8 13.8 2.0
Drugs and other nondurable
medical items 83.4 72.0 72.0 49.8 22.1 n.a. 114 5.9 5.6
Vision products and other
durable medical items 13.8 8.7 8.7 7.8 0.9 n.a. 5.1 5.0 0.1
Nursing home care 77.9 32.6 31.1 28.6 25 1.5 45.3 29.3 16.0
Other personal health care 25.0 3.3 n.a. n.a. n.a. 3.3 21.7 12.8 8.9
Program administration and net
cost of private health insurance 47.7 34.5 33.9 n.a. 33.9 0.6 13.2 7.1 6.1
Government public health activities 314 n.a. n.a. n.a. n.a. n.a. 314 3.8 27.6
Research and Construction 30.7 10.9 n.a. n.a. n.a. 10.9 19.7 14.0 5.7
Research 16.6 14 n.a. n.a. n.a. 14 15.2 12.9 2.3
Construction 14.0 9.6 n.a. n.a. n.a. 9.6 45 11 3.4

SOURCE: Congressional Budget Office based on data from the Health Care Financing Administration, Office of the Actuary.

NOTE: n.a.=not applicable.
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of Service Industries (performed every five years) and its Services Annual Survey,
with additional information from the EHE surveys by the Bureau of Labor Statistics,
the consumer price index, and such indirect measures of professional services as
hospital admissions and inpatient ddys. Estimates of spending for prescription drugs
use data from the Census of Retail Trade, the Annual Survey of the Pharmaceutical
Research and Manufacturers of America, the National Wholesale Druggist
Association Annual Operating Survey, the Lilly Digest, and the IMS Drug Dis-
tribution Databasé.

The accounts' data on sources of funding also come from multiple sources.
HCFA uses administrative data on outlays for Medicare and Medicaid. Information
on private insurance comes mainly from the employment cost index and the
Consumer Expenditure Survey issued by the Bureau of Labor Statistics, plus the
bureau's 1992 Survey of Expenditures for Health Care Plans by Employers and
Employees, which is used as a benchmark. Those data are supplemented by
information from a variety of private organizations such as the Health Insurance
Association of America, the National Underwriter Company, the Blue Cross and
Blue Shield Association, and the American Association of Health Plans (formerly the
Group Health Association of America), as well as from surveys conducted by HCFA
itself.

Thus, the data on which the accounts are based are not collected in a
consistent way. Rather, HCFA analysts impose internal consistency when they
allocate providers' revenues and expenditures to different payers by employing a
common set of definitions and making sure thetinegtes by type of expenditure
and source of funds agree.

But keeping track of health spending in a rapidly changing marketplace, using
data sources that are modified only slowly over time, is difficult. Some of the new
provider organizations and relationships that are now evolving may be missed by the
existing surveys that the accounts-#aad may not even fit easily into the NHA
structure (see Box 1). Consequently, HCFA analysts are continually seeking new

3. See, for example, "Revisions to the National Health Accounts and Methoddtteplth Care
Financing Reviewvol. 11, no. 4 (Summer 1990), pp. 42-54; and Katharine R. Levit and others,
"National Health Expenditures, 1998{ealth Care Financing Reviewol. 16, no. 1 (Fall 1994), pp.
247-294.

4. James S. Genuardi, Jean M. Stiller, and Gordon R. Trapnell, "Changing Prescription Drug Sector: New
Expenditure Methodologiestiealth Care Financing Reviewol. 17, no. 3 (Spring 1996), pp. 191-
204.
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BOX 1.
DATA COLLECTION AND ANALYSIS IN A CHANGING
HEALTH CARE MARKETPLACE

With rapid changes occurring in the marketplace for health care, the national health accounts may
have a harder time tracking financial flows than they used to. The shift away from conventional
fee-for-service insurance to managed care plans, and the increasing vertical integration of the health
care industry, pose particular problems.

Although theaccounts use a system for classifying expenditures that is nominally based
on services, spending is actually classified by the type of establishment providing the service or by
the type of product consumed. That approach makes determining total expenditures difficult for
certain servicessuch as home health or skilled nursing edheat several types of establishments
may provide. For instance, the main providers of home health services are independent home
health agencies. But growing numbers of hospitals are also providing those services, as are some
nursing homes. Similarly, hospitals are increasingly providing skilled nursing care in special units
or through such means as swing beds. To avoid double-counting, the national health accounts
classify the home health and skilled nursing services that hospitals provide as hospital services.
Thus, spending for home health services and nursing home care in the accounts reflects only the
spending of freestanding establishments.

Another complicating factor is that the accounts use Standard Industrial Classification
(SIC) codes and Census product codes to determine the types of establishments and products to
include. For example, establishments are included if they fall into the SIC80 grouping. But the
types of establishment covered by that code reflect an essentially fee-for-service world; there is no
separate category for health maintenance organizations (HMOs), let alone any of the more complex
forms of integrated health care delivery systems. In general, services provided by HMOs are
classified in the SIC codes for individual service categories. But the services provided by group-
and staff-model HMOs cannot be broken down in that way. Instead, revenues received for services
provided on site by such HMOs are classified under the SIC code for physicians. But any payments
those HMOs make to other off-site providers are classified under the corresponding SIC codes for
such providers.
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data sources and approaches for generating estimates of national health expen-
ditures?

In addition to the standard NHA tables, which HCFA releases every year, the
agency periodically produces tabulations of health expenditures by the sponsor of
health care rather than the source of fiinds. The most recent such tabulation provides
spending estimates through 1994. For some types of spending, data from the
national health accounts can be classified by sponsor directly, but for Medicare and
private insurance spending, additional data are needed. The sponsors of private
health insurance, for example, include federal, state, and local governments (in their
role as employers), private-sector employers, and households. To make those
allocations, HCFA analysts use data from the Bureau of Economic Analysis, the
Census Bureau, the Office of Personnel Management, and the Bureau of Labor
Statistics, as well as from their own agency. The resulting breakdown of private
health expenditures into employer and employee contributions, individual-policy
premiums, and out-of-pocket spending offers important insights into the factors that
contribute to overall trends in private-sector health speriding.

Recent Trends in Private Health Expenditures in the NBéth the source-of-funds

and spending-by-sponsor tables confirm the recent slowdown in private health
spending. The source-of-funds data show that the growth rate of private spending for
health insurance fell steadily between 1990 and 1994, reaching 2.5 percent in that
year and staying at about that level in 1995 (see Table 5). Growth rates for Medicare
spending, by contrast, demonstrated no such reduction, rising from 9.4 percent a year
to 11.6 percent.

The spending-by-sponsor data also show a declining rate of growth in private
health insurance expenditures. Furthermore, those data indicate that different

5. See "Revisions to the National Health Accounts and Methodology"; and Genuardi, Stiller, and
Trapnell, "Changing Prescription Drug Sector."

6. The distinctions between sponsors and sources of fundsacedbants are somewhat ambiguous. In
NHA nomenclature, the sponsors of health care are primarily businesses, households, and
governments. They provide the funding to the sources of funds, who are the actual payers of
bills—health insurers and governments, for example. Federal, state, and local governments are both
sponsors of health care (in their role as employers) and sources of funds (in their role as payers). In
addition, some payments made by sponsors flow directly into the health care-systéon example,
when federal and state governments provide health services directly.

7. See Cowan and others, "Business, Households, and Government."

8. Last year marked the first time HCFA developed a way to distinguish between employee contributions
and individual-policy premiums.
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TABLE 5. NATIONAL HEALTH EXPENDITURES BY SOURCE OF FUNDS,
1990-1995 (By calendar year)
Source of Funds 1990 1991 1992 1993 1994 1995
In Billions of Dollars
All National Health Expenditures 697.5 761.7 834.2 892.1 937.1 988.5
Private 413.1 4414 478.8 5055 517.3 532.1
Private health insurance 2324 2523 277.0 2954 302.7 310.6
Out-of-pocket payments 148.4 155.0 165.8 171.6 176.0 1826
Other private funds 32.3 34.1 36.0 38.5 38.6 38.9
Government 284.3 320.3 355.4 3865 4199 456.4
Federal 195.8 2244 2539 277.6 3019 3284
Medicare 1121 123.0 138.3 150.9 167.6 187.0
State and local 88.5 959 101.6 1089 118.0 128.0
Percentage Change from Previous Year
All National Health Expenditures 12.1 9.2 9.5 6.9 5.1 5.5
Private 11.7 6.8 8.5 5.6 2.3 2.9
Private health insurance 14.1 8.6 9.8 6.6 2.5 2.6
Out-of-pocket payments 9.0 4.4 7.0 3.5 2.6 3.7
Other private funds 8.1 5.6 55 7.1 0.1 0.8
Government 12.7 12.7 11.0 8.7 8.6 8.7
Federal 12.0 14.6 13.1 9.4 8.7 8.8
Medicare 9.4 9.7 12.4 9.1 11.0 11.6
145 8.3 6.0 7.2 8.4 8.4

State and local
SOURCE: Congressional Budget Office based on data from the Health Care Financing Administration, Office

of the Actuary.
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components of such expenditures grew at different rates, with spending on
individual-policy premiums actually declining in 1994 (see Table 6).

Data broken down by source of funds shed some light on why private-sector
spending for insurance is growing much more slowly than before. Such spending
consists of two parts: expenditures for personal health services (which represent
spending on health care benefits), and the administrative costs of private insurance
(which include the profits of insurance companies and health plans). Although
growth rates for the first part fell significantly in the 1990s, they did not fall as far
as growth rates for total private health insurance expenditures (see Table 7).
Moreover, the growth rate for spending on personal health services actually rose by
a full percentage point (to 4.6 percent) in 1995, while the growth rate for total private
health insurance spending was only 2.6 percent. A large drop in the rate of growth
of administrative costs between 1993 and 1995 accounts for the difference. Such a
drop is consistent with greater efficiency, falling profits, or both.

Analysts should be careful, however, when interpreting data from the national
health accounts. Both types of NHA tabldxyy sponsor and by source of funds
—show total rather than per capita spending (see Box 2). Year-to-year changes in
total spending reflect changes in the number of people covered as well as changes in
spending per person. Thus, for example, the 1994 reduction in expenditures for
individual-policy premiums reflects a drop in the number of people purchasing
individual coverage. According to the Consumer Expenditure Survey, the number
of individual policies held per household fell by about 7 percent between 1993 and
1994, while the average premium for an individual policy rose by 3 péercent.

FACTORS CONTRIBUTING TO SLOWER GROWTH
IN PRIVATE HEALTH CARE SPENDING

In spite of their different perspectives and partial views of the health care system, all
of the indicators of private-sector health spending tell a compelling story of slower
growth in the 1990s. Part of that slowdown resulted from lower inflation throughout
the economy: the annual increase in the consumer price index for all urban con-
sumers declined steadily from 5.4 percent in 1990 to 3.0 percent in 1992 and has
been relatively stable since then. The growth of private health insurance spending,
however, continued to slow after 1992, reflecting fundamental transformations
occurring in private insurance markets.

9. Cowan and others, "Business, Households, and Government."
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TABLE 6. PRIVATE HEALTH EXPENDITURES BY SPONSOR, 1990-1994

(By calendar year)

1990 1991 1992 1993 1994
In Billions of Dollars
Employers' Contributions for
Private Health Insurance Premidms 181.1 1945 213.0 228.2 242.7
Employees' Contributions for
Private Health Insurance Premidms 33.3 37.5 404 441 47.7
Individual-Policy Premiunds 18.0 19.9 23.2 24.2 22.9
Out-of-Pocket Spending 148.4 155.1 164.4 169.4 1749
Percentage Change from Previous Year
Employers' Contributions for
Private Health Insurance Premildms 14.7 7.4 9.5 7.2 6.3
Employees' Contributions for
Private Health Insurance Premildms 16.0 12.5 7.9 9.0 8.2
Individual-Policy Premiunts 5.0 10.7 16.5 4.3 -5.1
Out-of-Pocket Spending n.a. 4.5 6.0 3.0 3.2

SOURCE: Cathy A. Cowan and others, "Business, Households, and Government: Health Spending, 1994,"

Health Care Financing Reviewol. 17, no. 4 (Summer 1996), pp. 157-178.

NOTE: n.a.=not available.

a. Includes private health insurance expenditures for personal health care plus the net cost of private

insurance.
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TABLE 7. PRIVATE HEALTH EXPENDITURES BY SOURCE OF FUNDS, 1990-1995
(By calendar year)

Source of Funds 1990 1991 1992 1993 1994 1995

In Billions of Dollars

All Private Health Expenditures

Private health insurance 232.4 2523 277.0 2954 302.7 310.6
Out-of-pocket payments 148.4 155.0 165.8 171.6 176.0 182.6
Other private funds 32.3 34.1 36.0 38.5 38.6 38.9

Private Health Spending
for Personal Health Services

Private health insurance 201.8 221.6 243.2 2554 2645 276.8
Out-of-pocket payments 148.4 155.0 165.8 171.6 176.0 1826
Other private funds 21.5 23.4 24.4 26.1 26.2 27.3

Private Health Spending

for Administrative Servicés
Private health insurance 30.6 30.7 33.8 40.1 38.2 33.9
Other private funds 0.6 0.6 0.6 0.6 0.6 0.6

Percentage Change from Previous Year

All Private Health Expenditures

Private health insurance 14.1 8.6 9.8 6.6 2.5 2.6
Out-of-pocket payments 9.0 4.4 7.0 3.5 2.6 3.7
Other private funds 8.1 5.6 55 7.1 0.1 0.8

Private Health Spending
for Personal Health Services

Private health insurance 12.4 9.8 9.8 5.0 3.6 4.6
Out-of-pocket payments 9.0 4.4 7.0 3.5 2.6 3.7
Other private funds 5.7 8.8 4.4 6.8 0.6 4.3

Private Health Spending

for Administrative Servicés
Private health insurance 26.2 0.2 10.1 18.6 46 -11.4
Other private funds 10.9 3.7 -3.9 -1.0 3.8 4.5

SOURCE: Congressional Budget Office based on data from the Health Care Financing Administration, Office
of the Actuary.

a. Includes administrative expenses and the net cost of insurahash, for private health insurers, accounts
for net additions to reserves, rate credits and dividends, premium taxes, and profits or losses. This category
is calculated as the difference between earned premiums and incurred benefits.
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BOX 2.
DERIVING PER CAPITA SPENDING ESTIMATES
FROM THE NATIONAL HEALTH ACCOUNTS

Using the information on total spending in the national health accounts to derive estimates of
changes in spending per person is difficult. Overall per capita expenditures can be estimated by
dividing total personal health expenditures by the total population. Beyond that overall indicator,
however, determining spending per person for people with different types of coverage raises
important conceptual questions, because the appropriate measure of spending may depend on the
particular policy issue being examined. For example, a person with private health insurance pays
for some health care out of pocket and may also receive some publicly financed benefits from
Medicare, Medicaid, or public health programs. Certain policy questions may require analyses that
focus on all health expenditures of people with private coverage, but in other instances only the
spending financed by private insurance may be relevant.

Trying to identify and estimate the size of the covered population for an analysis of private
health expenditures, and associating that population with the appropriate spending measure, also
raises both conceptual issues and measurement problems. The underlying conceptual question is
essentially the same whether defining the covered population or specifying the appropriate
spending measure. Analysts must decide whether the population of interest is everyone who has
private insurance coverage (which would include Medicare beneficiaries with private supplemental
policies and Medicaid beneficiaries who also have private coverage), or only those people whose
primary coverage is private.

If the focus is only on primary coverage, then studies should exclude people with both
private and public coverage and their associated private expenditures. But doing that could pose
serious measurement challenges. Private insurance spending in the national health accounts, for
example, includes premiums for private Medicare supplemental policies. Separating the private
insurance spending of Medicare beneficiaries from that of people whose primary insurance
coverage is private requires analysts to make broad assumptions about spending patterns.
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The findings from surveys of employers suggest that employers' costs are
increasing more slowly for two main reasons: because the growth in premium costs
per enrollee has slowed as a result of more competitive markets and shifts to
managed care, and because employers are shifting costs to employees in various
ways. Those ways include raising employees' contributions for premiums, increasing
cost-sharing requirements, changing covered benefits, reducing coverage of workers
and their dependents, and reducing coverage of retirees.

Shifts to Managed Care

A major factor in cutting employers' health care costs has been the steady shift of
workers from conventional fee-for-service plans to various forms of managed care
plans that is associated with an increasingly competitive health insurance market.
(See Box 3 for descriptions of different kinds of health plans.) The resulting
competition among plans fighting to maintain their share of the market has caused
premiums for all types of health plans, including fee-for-service ones, to increase
more slowly (see Table 8).

A recent study by Alan Krueger and Helen Levy of Princeton University
argued that the shift to managed care has not been directly responsible for the drop
in employers' health care costs because average premiums for managed care plans are
almost as high as those for fee-for-service ptans. According to Peat Marwick, for
example, premiums for family coverage in 1996 for employers with 200 or more
workers averaged about $5,400 for conventional fee-for-service plans, $5,100 for
health maintenance organizations (HMOs), $5,400 for preferred provider organi-
zations (PPOs) and $5,500 for point-of-service (POS) ptans. However, that argu-
ment misses the point of the effect of market competition on premiums. The
appropriate comparison is not between premiums for fee-for-service and managed
care plans but between premiums for fee-for-service plans in the presence and
absence of competition from other types of health plans. In both competitive and
noncompetitive markets, the premiums charged by different types of plans might
vary relatively little in any given year, but the growth of those premiums would be
slower in a competitive market. Moreover, focusing on average premiums
nationwide ignores the large variation in premiums for different types of plans that
occurs within different regions of the country. In some areas, HMOs appear to have
significantly lower premiums than conventional plans.

10. Alan B. Krueger and Helen Levgccounting for the Slowdown in Employer Health Care Costs
Working Paper No. 370 (Princeton, N.J.: Princeton University, Industrial Relations Section, December
1996).

11. KPMG Peat MarwickiHealth Benefits in 199f.p.: KPMG Peat Marwick, October 1996), p. 10.
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BOX 3.
TYPES OF HEALTH INSURANCE PLANS

As health insurers and health plans respond to an increasingly competitive marketplace, drawing
clear distinctions among different types of plans becomes more difficult. Most surveys of
employers use four general designations of health plans: conventional health insurance, health
maintenance organizations (HMOs), preferred provider organizations (PPOs), and point-of-service
(POS) plans. But those concepts are fluid, and health plans with similar features may classify
themselves in different ways. The following descriptions were adapted from the ones that KPMG
Peat Marwick used in its 1995 survey of employers.

Conventional Health Insurance

Conventional health insurance plans are also known as indemnity, or fee-for-service, plans. People
enrolled in them may receive care from any physician or hospital that they choose. Generally, they
must pay for some initial amount of health care spending themselves (the deductible) and pay
coinsurance on any spending beyond that amount. Providers are paid on a fee-for-service basis.

Health Maintenance Organization

Enrollees in an HMO generally must receive all of their care from the HMO's physicians and from
hospitals with which the HMO contracts; otherwise, the expense is not covered. The services that
they receive from HMO physicians are typically covered in full, apart from a flat dollar copayment
for an office visit. (Copayments may also be required for such items as prescription drugs.)
Providers often bear some financial risk for the costs of the services they provide or order on behalf
of their patients (although physicians in some types of HMOs may receive a salary).

Preferred Provider Organization

Enrollees in a PPO may receive services from any provider they choose, but typically they face
significantly lower deductibles and coinsurance rates if they use physicians and hospitals that are
part of the PPO's network. The PPO pays providers in the network on a fee-for-service basis.
Unlike conventional insurance plans, however, those fees are negotiated between providers and the
plan.

Point-of-Service Plan

POS plans are also known as HMO/PPO hybrids or open-ended HMOs. As with a PPO, enrollees
may choose to receive services from providers who are not members of the POS plan's network,
as well as from those who are members. When enrollees use network providers, a POS plan
functions much like an HMO. When they use other providers, by contrast, those providers are

typically paid on a fee-for-service basis and enrollees are responsible for deductibles and

coinsurance.

1. KPMG Peat Marwicki-Health Benefits in 199f.p.: KPMG Peat Marwick, August 1995), p..10
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TABLE 8. ANNUAL GROWTH OF HEALTH INSURANCE PREMIUMS
FOR FIRMS WITH 200 OR MORE EMPLOYEES, 1991-1996
(By calendar year, in percent)

Type of Insurance Plan 1991 1992 1993 1994 1995 1996
Conventional Fee-for-Service Plan 12.0 11.0 8.5 5.1 2.7 1.2
Health Maintenance Organization 12.1 9.8 8.3 5.3 04 -0.4
Preferred Provider Plan 10.1 10.6 8.2 3.2 3.5 0.6
Point-of-Service Plan n.a. 12.4 49 5.9 2.4 1.2
All Plans 11.5 10.9 8.0 4.8 2.1 0.5

SOURCE: KPMG Peat Marwickealth Benefits in 1996.p.: KPMG Peat Marwick, October 1996).

NOTE: n.a.=not available.
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Certainly, many employers believe that switching to managed care plans will
lower their health care costs factor that in itself would promote competition
among plans. For example, almost 90 percent of the firms responding to a survey
conducted by Jack Meyer and colleagues viewed switching to managed care as an
effective strategy for controlling costs.

The resulting shift has unquestionably been dramatic. The Bureau of Labor
Statistics' Employee Benefits Survey shows that the proportion of full-time insured
workers at me