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Why Do Health_f}fnsurﬁhce Premiums Rise?

Overview
Health insurance is a vital form of financial protection ~ it is also a significant expenditure. The

average annual cost of famlly coverage, when provided Ehroagh an employer, was $7,954 in
2002." Currently, premiums are rising at double-digit rates. This has come as an unexpected
shock to many consumers. Any increase in the cost of health insurance is significant, since it is
aiready unaffordable for far too many Americans. Two trends are coming together to cause the
current increase in costs.

First, the transition to managed care has iargely been completed. After rising rapidly for many
years, increases in health insurance premiams: slowed dramaticaiiy during the 1990s as
Americans ‘moved into ‘managed care pmgrams (ﬁnmilmeni in managed care plans surged frcm
40 percent in 1990 to over 90 percent in’ 1999):. ‘These large, one-time savings. ‘have all been
taken now an fact the market ;s sh;ftmg away from the more restrictwe forms of managed care.

Second, health care mﬂa‘non ison the rise agam m turn, health insurance premwms are also
rising. It is too early to know if the country is.entering another lengthy permd of sustained
inflation in health care costs and health insurance prem:ums {ike that seen in the 1970s and
1980s. However any increase in the cost of health insurance is significant, since each 1 percent
increase in premmms leads to several hundred thousand Americans losing their health insurance

coverage.

Why do premiums rise year after year? The primary factor is the growing cost of health care
._-_-_-ftseif Benefit payments are the single Iargest component of health insurance premiums; on
~average almost 90 cents of every premium dollar are paid. back in'benefit payments for health

" care services. America’s spending on health care continues to grow ‘faster than the rest of the

economy, accounting for an ever-larger share of the country’s gross domestic product Prices for
health care goods and services are rising faster than those for other goods and services, and we're
usmg more health care ‘than ever before As heaith care spendmg rises, so do hea th insurance

premiums.

Much of the growth in health care spending may be attributed to factors such as rising prices,
growmg expectations, an aging papuiation, increasing reliance on new medical technologies and
rising malpractice awards. In particular, spending on certain categories of benefits has risen
dramatically. Prescrlptzon drug costs, for example, have grown more rapidly over the past few
vears than all other major categories of health spend;ng According to recent surveys,
prescription drug prices have fueled much of the:rise in: empiayerusponsored health plan costs.
Even in managed care programs, prescrlptaora drug costs are increasing by more than 16 percent a
year and, on average, now account for 11 to 14 percent of total medical expenses.

At the same time, technology is advancing at an explosive pace. Medical science now offers
care for conditions considered untreatable just a few years ago. These are positive
breakthroughs. However, these advances also mean increased health spending.




Demographics and consumer attitudes also affect health care spending. As the nation: ages and -
“baby boomers reach their retirement years; there will be greater demand for health care:
“résources’ As theaged: popuiat;on grows there will-likely be increases in chronic conditaﬂns
This will put more: pressiire on resources suchas prescription drugs and home health services.
As new treatments are developed, consumer expectations:.change, and:our society becomes .
accustomed to an increased reliance on the use of health care services. The nation’s collective
notion of what const;tutes *health care™ is i1kely to continue to evolve further driving up

spending.

Government regulation of the health insurance industry, including new coverage mandates, also
contributes to premium growth. State benefit mandates now total almost 1,400 in number, a 40-
fold increase over the.last several decades. Not only do these mandates i increase the cost of
health insurance, they make health insurance dlspropertxonately more expensive for small
_-companies.” Employers may then be faced with a decision to shift more.of the cost to their

: '.-Emp!oyees or drop coverage cmnpletely Asa result; as many as one of every four Americans
who are unmsured Eacks coverage. due to. these costiy mandatas -

Fmally, govemment Med;care and Med;cazd pohc:es have contnbutﬂd to the increase in private
sector insurance premiums. As the gcvemmem has used its administrative pricing authority to
drive down payments to hospitals and physmans these groups have Tooked to the private sector
to try to make up losses and fo subsndlze care furmshed to the uninsured.

While we. are abfe to ldentify the faciors cantrzbutmg 3:0 rising premlums and, to seme extent,
predict the future pace of spendmg on health care items and servicés, there'is a-great deal that we
do not know about the forces that drive health care spending. For example, why have
pharmaceutlcai costs suddenly begun tc---skyrocket“ Why have hospltai and physw;an costs

" resumed theirincrease in recent years. desplte advatices in-medical’ technoiogy and the

introduction’of medications that:may reduce hospxtahzatzon‘? ‘What impact will demographic
changes, shifting consumer expectations, and evolving technologies have on health costs?

We also.do not know how legislators and regulators — who have become more aggressive in
reguiatmg health insurers and empieyer»sponsored heaith pians durmg the past few years — will
respond to-the expected growth in beaith care spendmg and health i insurance premiums.

Over the _yeafs Amencans have made it ciear ’{ha’t they value access to health care.. We all want
the newest, most advanced med:caf wchnoiogy and haghest quality care available for our families
and ourselves; often, this also is the most expensive care. It seems likel y that overall health care
spending will grow in response to the public’s demands and desires and so, in turn, will the cost

of health insurance coveragc

This updated issue br;ef provades a coneeptual framework for anaiyzmg the pnmary components
of health insurance premiums and health benefit costs, and briefly summarizes what is known
about cost growth for these goods and services. Historical trends are ldent;f' ed, and some of the
factors that may have contributed to those trends are discussed.



Introduction” T - P : :
While several factors znﬂuence heaith insurance premlum rates the cost of health care ltseif is by

far the most important.” - Almostninety cents-out of every premium dollar paid: by. employers and
consumers goes to-cover the-cost.of health:care goods and services. Ccmsequentiy, mcreasmg
heaith care costs have a 51gmf icant ampact on premmms S R _

The Premium “Health Care” Dollar
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Claims & ‘Consumer Service 73

Consumers frequentiy m:smterpret ‘the relauonsth between hf:aith care costs and insurance
premiums. Indeed, even the best: joumahsts sometimes get it wrong. Durmg 21999 broadcast of
ABC’s “World News Tonight,” anchor’ Peter Jennings said that “Health care costs have. been
going up every year, but this is the first major jump since the begmnmg of the decade. And it is
being driven by rising’ premlums ‘charged by health mamtenance organizations.” In fact; the
opposite is true: Instead of raising health care costs premiums actua}ly are drwen up by the
higher costs of health care goods and serwces

Four primary factors affect the cost of health benefits: (1) the number of covered services
delivered (utilization), (2) the unit cost of each service (price), (3) the relative proportions of
services delivered (mix of services), and (4) the benefit program’s coverage and cost- sharing
prowsaons (beneﬁt level). Unfortunately, reliable data about each these four elements separately
is not readily available, making it dlfﬁcuit to break down an overaii increase m beneﬁt costs into
each of its component factors.



In addition, there is a significant time lag for reporting health care cost data. While premium
level and claim payment information can be obtained relatively quickly, national data on health
care utilization, price levels, and mix of services usually does not become available for two or
more vears after the fact. As a result, the relationship between: costs for insured and self-insured
health benefit programs and health care prices and utilization can be tracked historically, but it is
hard to paint a clear picture about the relationship between current health care costs and health
coverage costs. It is also important to remember that aggregate or per capita national data
illustrate broad national trends. Cost trends for a particular health benefit plan may vary
significantly from that average, depending on the particular benef ts provided and the
demographics of the covered individuals,

Premium Trends

Hea!th insurance Premlums Splke Desplte Constant Rate of
: lnﬂatten : -

@ Employer. P'rérhiums' Sk -"-Ccnsuf_hér Price Index -~

Source. Kaiser Family F oundation and Health Resear ch and .. .
Ea’ucatzonal Trust Emplovez Heaa’th Benef' 15 200.2 A muai Survey _- gRes

In recent years, much of the medaa attentzon o the prlce paid by CONSUIMErs for health care has :
focused on trends in insurance premiums. (The other primary focus of media attention has been
on rising drug prices — particularly for seniors.) This heightened interest may be due to
expectations shaped by the remarkably low rate of increase in health insurance premiums
experienced during the mid-1990s. Between 1992 and 1996, the average annual increase in
employer health insurance costs per covered worker dropped from over 10 percent to about .5
percent. Much of this reduction can be attributed to the adoption of managed care, which in
1996 saved purchasers of private health insurance between $23.8 and §37.4 billion." These
savings came from health insurers’ and employers® efforts to moderate price increases in
hospital, physician, and other services through market competition. and to eliminate some
unnecessary and inappropriate care. At the same time, health insurers and employers were able
to expand wellness screening and preventive efforts to help save lives, as well as to reduce costs.



__Today,9in 19 Americans Are Enrolled
in Managed Care
Peﬁ;nt af ;m].a.iﬁx ;:es ;nrésied m-'-- .

empimer—sponsored managed care
“plans
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However, increases in the cost of heaith coverage - whether offered thmugh employers or by the
government or health insurance purchased by individuals - are closely linked to increases in the
costs of underlying benefits. As prices for health care services resumed their growth, regulators
imposed limits on the ability of health insurers and employers-to-manage utilization and enacted
more and more government mandates. These also conmbute to the cost of health insurance.

In additzon to iegzsiatwe mtervent:ons health plans have become less restrrctlve in response 10
consumer demands. Over the past five years the market share for health mamtenance :
organizations has declined from covering almost one-third of'all employees in group health plans
to less than one-quarter, while the share for preferred provider orgamz,at;ons and point of service
plans has increased from 40 percent 1o 70 percent

With the desire for greater access to health 'services, health plans have dropped authorization
requirements for hospital admissions, referrals to specialists, and the use of expensive diagnostic
procedures. Other less restrictive provisions have been the expansion of provider networks,
movement away from capitation: arrangements and the avaxiablhty of external review
mechanisms. :



* Market Shift in Managed Care from HMO to PPO + POS -
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Overall Health Care Spendmg Trends .

America’s spending on health care continues to grow faster than the rest of the economy,
accounting for an ever-larger share of the country’s gross domestic product. Additionally, prices
for health care goeds and services are rising faster than those for other goods and services.
Health care spendmg is affected by a variety of factors. These include the number of pe@pie
receiving | heaith care, the kind and amount of care they recéive, the prices pa1d for that care, ®
mcreased govemment mandates, and a rise in litigation.

For covered goods and services, both price and use are Sigmﬁcam in many cases, both are
rising. New technologies and drugs, the aging of the population, and rising incomes and public
expectations are at feast partially responsible for the increased use of health care. -But greater
utilization of health care and the adoption of new technologies are not reflected in measures of
health care price inflation. ‘When, in addition to rising prices, consumers purchase more health
care and a wider mix of services, health benefit costs, total health spending, and premiums will
rise more rapidly than price inflation alone would suggest.

The increase in per capita health care spendin.g has slowed over the past 20 years from annual
average increases of 10 percent or more during the 1970s and 1980s to between 5 and 6 percent
in the mid-to-late 1990s. Recent data suggests that spending growth is beginning to accelerate



again. While projected growth rates in per capita spending.are still relatively modest, total
expenditures are expected to grow more rapldlv than the economy as a whole, reaching $2.8

trillion by 201 1.

National Health Expenditures (billions)
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1. A Closer Look at Benefit Categories

A number of spending trends are apparent in the major health care cost categories including
hospital services, home health-care services; professional services, and prescription drugs. Some
of the growth may be attributed to factors such as rising prices, growing expectations, an aging
population, and an. increas_ing rei_iance on_new medical technologies.

- 'Natmnal Heaith Expendature Amounts, by Type cf ﬁxpenﬁrture'
Selected Caiendar Years 1980-201? B
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Hospital Services

Hospital expendltures continue to make up the largest share of the:nation’s health care spending
on average. In 2000, spendmg for outpatient careincreased 11.2: percent and ‘inpatient care
incrcased 2.8 percent.” While the rate of i increase in-hospital spendmg has declined in the last 20
years, it is projected to remain somewhat higher than the growth in the general economy, rising
at rates of between 5 and 6 percent during the next 10 years. ® These trends will vary for
individual benefit programs depending on demographics, local trends in health delwery and
vartatlons in the adoptlon and developmem of managed care. :

Data on commumty hospzta]s show that the use ‘of | mpat;ent hospztm care dec med durmg the
1990s. Both the average daily. number of panents and the average length of stay dropped. Atthe
same. tlme the cost for a'patientto stay in a‘hospital (on'.- ;-a per-stay . and: per-day basis) has
been rising.. Jtisnot clear to what extent this is due 0 rxsmg unit prices, a changmg case mix
caused by, less severe cases moving to other settings, or “ﬁont 1oadmg s:ervices with treatment
concentrated in the first days of shorter hospatal stays : e

Consolidatnon of the hosprta! market over the pasz few yaars has. resuEted in less competition and
concentrated the negotiating power of hospitals to bargain for higher reimbursement rates.
Additionally. the cost of new technology and mcreased labor costs due to shortages of medzcai
personnei has added to mcreased hospital expenses ' S

Regardless of the reason, the overall result has been rising ‘hospital revenues and expenses durmg
the past decade “Revenues have kept pace with expenses, leading to'relatively stable’hospital ~

profit margins.

o With: shorter hospitai mpat:ent stays, care has commued in other settings, increasing that share of

i “the nation’s spending.on personal heaith care, For example, over the five years from 1994 -

through 1998 spendmg for nursing home care grew more rapzdly than hosprtai spendmg,
averagmg 6 percent a year compared to 4 percent for hospitals.”

Prescr;ptlon Drugs
'Prescr;ptmn drug spendmg has grown more rapidiy than all other major categories of health -

spending over the past few years. This area is an increasingly significant portion of naﬂonai
spendmg on heaith care.™ Projections show spendmg on prescrapt;on dmgs growmg an average
of 11 petcent per year through 2008. B



© % medications: requested by their paﬂem._

. Prescription Drug Expenditures Are Expected to - .
increase More Each Year-Than Any Other Health Care
" Expendlture o
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population requires more frequent and often more expenswe drngs With a shaft in focus from
treatment of acute conditions to.management of chronic conditions, the use of drug therapy-
intensive disease management programs may. aiso have resulted in mcs‘eased prescriptson drug.
use.

. :Drug advertising directly to consumers:also puts new pressure on proyidersto prescribe
Emplﬂyer coverage ‘of: prescription drug cOsts - with |

limited employee cost-sharing - provzdes an added incentive for increased use.’ Consequentiy,
there has been both an increase in the use of pharmaceutlcals and a shift towards newer, h}gheru
priced drugs."*

_Accordmg 10 recent surveys, prescrxpt:on drug prices have fueled. much of; the rise in employer-!
sponsored health plan costs. ‘Even in. managed care programs, prescrtption drugcostsare = .
increasing by more than 16 percent a year and, on average, now account for 1110 14, percent of
total medical expenses. Depending on the particular benefits provided, enrollee demographlcs
and enrollee use of other services, prescription drug costs may be even more significant for
specific benefit plans. Plan sponsors are reacting with changes in their benefit programs, such as
increased employee cost-sharing or modified lists of covered drugs.”

Rising Costs in Chronic Illness and Aging'®
Chronic Medical Conditions and Costs for Care on the Rise

1995 2000 2005% 2010% 2020% 2030* 2040*
Persons (millions) 99 105 112 120 135 148 158
Cost of Chronic Care (billions) $470 3503 $539 §$582 $685 $798 S8o64

* Projections



Chronic illness.in the United States has increased among the young{(¢.g., asthma) and old
Nearly 70 percent of Medicare recipients have two or.more chronic.illnesses. . By 2020, 15?‘
million Americans are anticipated to be suffermg from one chromc conditxen up from the

current. 125 million.'” - Drugs for chronic.conditions, mciudmg those related to obesity and .
diabetes, cardaac ancf mrcuiatory system. conditions Joints.and. musclﬁs and mental health,.
increase the. volume of prescriptions. .In. addltlon these ccandit;ons may. rﬁlv more heavﬂv on
health profess;ons to administer these services. eff’ mentiy r)utsuie of an mstitunonal seti;ng

Home Health Services - :

Shorter hospital stays combmed w1th an mcreased agmg populatzon also havc 1ed to greater

reliance on home health care services.. Asa result, home health care has been one of the fastesi

growing categories of. health. expenditures. Though spendang inthis area is cxpected to rise more

s lowly over the next decade -growth in ‘home health care. will still: exceed increases for most -
other categories: of health care. expendztures The: g atést users mf home—health services are: oider

. -people;, two-thirds of whom have at ieast one. chromc dxsease thai may reqmre éal ly home-.
memtormg dev;ces o : :

No rehable daia show the utmzatlon and przce componcnts of prwate spendmg on home heafth
employed in the ﬁelé suggest a sngmf' cant increase in home heaith care use durmg the ;)ast
decade.!” More recently, it appears that growth in the home health care industry has moderated,
perhaps due to.cost saving.and other measures instituted by the federal government in the -
Medicare program. stever .given the continuing efforts of insurers and employers : to shlﬁ
away from more costly inpatient services toward outpatient. care, it seems hkeiy that use of home
g *:health care services w;!i contmue to gmw over the iong I:erm : R AT

New Technologies
Medical technology encompasses all aspects of med;cme devnces, pharmaceuncals surglcal
procedures, and-the orgamzatmn of medical practice itself, and has sometimes been:called the
“culprit” behmd the rise in health spendmg inthe .8, o °The prevalence.of costIy medlcai
technology necessarily increases the cost of health care ‘Technology often saves and extends
lives. However, the true effect. depends on the spec:if ¢ technological advance Some .
developmems represent fess expensive or more efficient methods of treatment. Other
technologies have the potentlai to SLgmf‘ cantly increase costs per patient.

Some new technologies are simply more expenswe in and of themselves Costs also can rase
because sophisticated new techniques that reduce unit costs may result in greater use of services
and increased overall costs. In addition, while some technologies offer more efficient, less costly
replacement services, the ge_nerai pattern is to provide new _capab_;hts_es rather than Substitu._t;()ns
for existing technology. :

One example of a new, more effective technology that is substantially more expensive is the
latest type of test to detect early signs of cervical cancer. While this new test costs about three
times as much as the conventional screening, it increases the chances of early detection and,
consequently, early treatment.

10



On the other hand lapamscopw pmcedures (a sma i mc;smn usang f' ber optics rather than more
need for mcreased physzczan trammg and skliis htgher assocnated profess;onai fees, and °
increased postsurgical camphcatlons ‘Recent studiés of cholecystectomies have shown that to‘{ai
hospital and physician costs are' ‘onty about 9 percent lower when done {aparoscopically than -
through an opén approach A snmiar study of appf:ndectomtes mdw&ted tﬁta charges f(}r the .
laparoscopic apptoach were 17 percent higher than for the open approach.” :

An analysis of the effect of new medical advances using case studies of néw and emerging
technoiogies conducied by Project HOPE for HIAA and the BlueCross BlueShield Association
in 2001 shed- i;ght on several zmportant points: “cost-saving™ technologies often spread-in cost-
increasing ways, technologles exert their influence thmugh both volume and | price effects, and -
1echnoiogics cannot be sepa from the systems in which: theyare used. It conciuded the -:3_-'1.
upward pressure on ‘héalth care costs exerted by new medical advances would continue’ m the -
commg ﬁve years. at perhaps a sisghtly hagher ;)ace than thﬁ average trend for th 9905 '

Addmonaliy un 1ke other mdustnes new technolog;es in health care tend to drwe up | iabor costs.
Unskitled workers szmpiy cannot operate complex equxpment ‘and must have addat:onal trammg
As‘in any other ;ndustry these added labc»r cc;sts are passed on to consumers o :

Prefesswnai Services © P AL e B
Professional sérvices include those prowded by physrmans nurses, dentists, podlatnsts
chlropractors ‘optometrists, and other medical practitioners. Physicians represent the'largest
portion of professnonal services, accounting for almost two-thirds {65.6 percent) of spendmg in-
-this:area. The primary components of pracm‘loner expenses are costs for profess;onal services -
‘and support, including office staff compensation; and overhead costs. An i mcreasmg part of
professmna!s expense 15 the cost of ma}practlce insurance.

Health spending'on physman services is second oniy to that of hospita! care. Whilé‘ the annual-
growth rate of spending for physwzan services remains hlgher than the general inflation rate, it
has moderated somewhat since 1990. ‘Nevertheless, spending growth in this‘area is expected 10"
continue to- r:se at a‘nout 6 percent annualfy above the growth rate for the economy as a whoie

The number of active physrc;ans grew more rapndiy durmg th‘e 1990s than the generai :
population. In other industries, a relative increase in the supply of a product over demand for the
product may lead to more competition and lower prices. However, in its 20012002
Ocecupational Outlook Handbook, the Bureaur of Labor Statistics (BLS) reports that, the number
of physicians will grow at about the same rate as the rest of the population and continueto “have
among the highest earnings of‘any occupation.” ‘According to the BLS report, “Physicians can
do more tests, perform more procedures, and treat conditions previously regarded as
untreatable.” Moreover, physician offices and clinics experienced employment increases of 4
to 5 percent from 1995to 1998 with payro H increases of between 7 and [ ¥ percent {compareé to
overall mdustry payro!i mcreases averaging 7 percent)



Some discrepancy surrounds the future of the profession, . In 1996, six leading medical groups.
including the AAMC: and AMA:signeda document warning that the number of physnc;ans bemg _
trained was “excessive.” Many articles have be&n written warning of aphysician oversuppiy

Yet arecent study 'pubi;shed inHealth Affairs (January, 2002) wams of a shortage of physxcians
due to inaccurate census: predmtmns and varigtions in work efforts.”® In any event, it appears
unlikely that public demand for physicians’ samaes -or the prices charged for. those services, .
will stop nsmg in the near future

_ Physicians per 100,000

280

1970 ARG 1880 T v 2060 -
A Soa'rce"f MSUA m C'&iiﬂcﬂ :im Gmdz:‘are:MediEal Eé‘ncariah : 2!?0!). :

An undisptited concern; however, is the 1mpendmg shortage: of reglstered nurses. The health
care industry will be'particularly affected by the aging nurse population: nearly 40 percent of all

registered nurses will-be at or near retirement age by 2008. By 2010 a shortage of almast 20,000

“RN:positions is projected By 2020 the' shoﬂage is pmjccted o reach almost 300, 0007’ o
will lead to a workforce shortaga and lack of miedical expertise as' more nursing duties are taken
over by less-trained technicians. Already, this shortage is being partly biamed for a number of
unantxcnpated probiems that result in death or ;njury to hospﬁal patlem:s i L

B .9'«-'05'5;.;@_&5;;',‘,'; I_a'nd_.i:e_'m'andﬁ;n'tjféef.ﬁﬂ_'t'ﬁ'bqf.M’a'r_iié'f ,-
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Source: "4 Shortage af Registered Nurses. " CRS Report, May 2001,
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Of course, even with a growing number of practitioners, utilization could remain relatively -
constant and phys;caans would compete for the: same market share. However, data on physician
income levels siggests that this is not the' case; " “Other factots; such'as those: discussed under
the section on demographic and social trends, are comphcatmg miarket trends. More research is
needed to determine’ whether the number of services per ;}hysmzan is remammg re!atwely o
constant, the unit price per service is increasing, or the mix of services s’ changmg

In contrast to physxc:ans spending for dental services has zncreased on!v moderaﬁely and is
expected to continue rising at relatively modest levels. As a result, these expenditures are
expected to represent a slightly declining share of national health care spending over the next

decade.

On the other hand, expenses fer other. prefessmna! semces (chtmpractors, podiatrists,

.__-'_opiometnsts and other E;censed med:aa] pracﬂt;oners not eisewhere classified) have been
" increasing:'more rapzdiy ‘Ohne reason may be state. mandates requirmg increased coverage of

“nonphysician practlt;oners and. their'services. Forty~0ne states require some type of coverage for
: "_chfropraczors and’ psychoioglsts, the most common ferm of mandate Coverage for optometrists
and dentists is required in 35 states L S

Spending in thls area aiso cguld be mﬂuenced by mcreas:ng coverage of complementary and
alternative medical treatments by health benefit programs, and by consumers taking advantage of
that benefit. Recent surveys indicate that as many as. one in.five employers currently offer one or
more alternative health benefits other than ahiropracﬁc Y Such benefits include -
acupuncture/acupressure; biofeedback, homeopathy, and massage therapy.-As coverage levels..
increase-and as ‘consumer expectations and society’s conception of what constitutes. health care
.- .‘change over time,it is reasonable 16 expect consuniers to make more use-of these pract;tloners
S and thexr servzces it a!so 11}ustrates how these changmg demands and expectatmns can affect

increased Maipractice Awards : : -

Medical malpractice insurance rates are addmg to the mix of factors affectmg both the cost and
utilization of health care services. Litigation involving ] health care has grown dramatlcaliy over
the last 20 years, resulting in greatly increased costs. Searzng maipract;ce insurance rates mean
that health care providers'must charge hlgher fees for their services, and the increased threat of
lawsuits forces doctors to perform unnecessary tests and procedures.”’ :

A recent study by the AEl- Brookmgs Jomt Center for Reguiatory Studies found that the fear of
malpractice litigation may be driving up the cost of health care in several ways: Nearly all
physicians indicated that the fear of litigation caused them to take more costly precautions than
they normally would based on professional judgment of what is medically needed mcladmg
ordering more tests, referring patients to specialists, and prescrxbmg more med:ca’iaons

Such fear and precaution are not unwarranted. The median maipractice award rose 63 percent
between 1993 and 1999, hovering around $800,000 at the end of 1999 %3 and then rose an
additional 43 percent between 1999 and 2000. The growth rate of malpractice awards was seven
times the rate of inflation, and today the average jury award is over $3 million.
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II. Demographic and.Social Trends.
Demographics are a major. factor behmd healih sare cost mcreases As the popuiatlon mcreases
and ages; more people consume greater- amounts of heaith care serv:ces, thus creating pressure

that raises costs and: etpend;mres

The med:an age of the .S, population continues to rise: In. 1980, the median age was: emctfy 30
years: By 1990, it had risen to.32.8, and increased furr,her to 35, 9. by 2000, By 2050, the median
age is expected to reach: 38. 8.7 Accardmg to the 20{)0 Census; the eideriv popuiat;on is expected
to increase, from 12 7 percant in: 1999 10.20.3 per{:ent in 2{)50 S P

2900 Census Froject;cas on Poputataon Dtstnbutaon hy Age

80

S B0

40

. i

20

10

* {BUnder 18 W18 to 64 LI65 and Over :

Source: “Projéétibnsbf‘ the Resident Population by Age, Sex, Race, and Hispanic Origin:
1999 t0 2100, Department of Commercc U S Census Bureau Popuiatnon Projections
ngram January 2@00 I o

A major demograph;c trenci xsthe -declmmg propartfon of pesple under age 33 and an mcreasmg e
proportion over age 65, with the sharpest gains in the 85 and over range As the popuiatton ages,
per capita costs fcr health expend:tures W;li aimost certamly 1ncrease

A review ef Centers for Medlcare & Medlcaid Semces {CMS} f gures fm‘ health care
expenditures reveals the dfsparlty in‘per capita spendmg levels between Medicare: beneficiaries
and Americans in generai Total personai health care spendmg of $1.1 trillion in 2000 for the
U.S. popu!at;on averaged Jusi over $4.000 per. person Medicare spendang of $203 billion on
personal health services and supphes resulted in a per capita figure of over $6,000 for each
Medicare enrollee, over. 50 percent higher than the g{:neral population. Another example of
health care spending rising sharply with age is the case of prescription drugs; Medicare recipients
account for 43 percent of the natlcm s spendmg on drugs but repmsent oniy 14 percent of the
LS. popuianon . _

Along with demographic changes have come changes in attitude that influence costs. Rising
incomes and expectations regarding medical advances are drmng the increased use of health
services. New standards for cholesterol and blood pressure levels, awareness of health problems
associated with excess weight and general health awareness may now send individuals -
previously considered “well” into doctors’ offices for checkups, tests, and prescriptions. New
medications, such as cholesterol-lowering drugs, as well as early or periodic interventions to
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enhance well-being, may very well result in longer. disease-free lives; but these mnt}vations
increase health care spendmg as'well. ‘For example, more than 50 percent of Medicare ™
beneficiariés undergo an-angiogram following a‘heart attack; a 42 percent incredse since the e
early 1980s. Atlarge teachmg hospltais each angiogram costs between $3.000 and $4.000:

1. Legislative and Regalataw Trends C o : :
Legislative and regulatory requirements’ piaced on‘insurers and heaith henef t plai’iS are another
factor pushing costs higher.” Within thé small group ‘and mdmduai health'i insurance markets in
pamcuiar attempts at market reform ‘intended to improve access to coverage may actually
increase average costs and reduce the numbet of individuals who have health insurance
coverage. For exampie research has ‘demonstrated that “guaranteed issue” requirements
(requiring insurers to issuc. coverage to everyone on the same basis, regardless of their health)
coupled w;th restrictlons on’ rem;ums tend tca zncrease cosﬁs and reduce overaki coverage
'.-16\"@15 : SEORRITERE S : i .

The number Of mandat ; _ave pfaced on health insurance plans has mcreased 40 feid
between 1970 and 2000. There are now over |, /400 state-mandated benefits and- optlons o
recent years the federaiéfgovern : nt also has begun requiring that'specific benefits be included in
plans. Suchrequirements ude benefits that plan sponsors a nd ndividuals might not
otherwise choose to purchase increase the cost of coverage. Indeed, research suggests that one-
fifth to one-quarter of the uninsured may lack coverage as a result-of state mandates.” 3

The Number of State Mandates Eh'cr'é.éséd 'M“o:'e '
~Than 40-fold Over the Last. Three Decades

@MandatedCoverages BMfandated Offers

Source: HIAA analysis of S. Laudicina, B. Losleban, and N. Walker, “*State Legislative Health
Care and Insurance Issues: 2001,” State Services Department, Office of Policy and
Representation, BlueCross BlueShield Association, Dec.-2001.

15



-In addatlcn, : L
" group market, hinder the industry’s ability to adjust premium rates to reflect higher risks making =~

R surpls S.charges ¢ pmﬁt ). Due to economies’ of scaie and the fi xed natur'_ of certain ¢ e
percentage of healthi insurance prem;ums represented by these expenses is ‘generally. lower for R

{n recent years, f_here aiso has been grewang pahtlcai pressure for regulanon of managed care
programs.For example; neariy 30 states now require:some type of independent review:
‘mechanism for health plan coverage decisions,.and more than 100 bills to- expand habii:ty have
been introduced in: Jegislative sessions in 30 states. and the District of Columbia, Managed care.
has been the prxmary mechamsm health beneﬁt sponsors use tc heip contml the nsmg cost of

care techmques the cesi ef coverage 18 i;kely to rise.* This wauld have sagmﬁcant semetaf
drawbacks: Ressarch suggests that without the cost savings attributable to‘the growing. mﬂuence
of managed care the number of unmsmed Amerlcans would probabiy be 3. 1 1o 5 million higher
thamtistoday S 2 L e e Dbt : :

overly- estmtw_e_ rc:gulatloﬂs placec%.._ - certam market segmems such as the small

~small empleyer instrance more expensive : and. less attractive to: hea!thle __m(iiwduais and gmups
As healthier small:groups and individuals: drop coverage, premlums for those who are left must
g0 up:The US. General Accounting: Ofﬁc& reports that small employer premmms in states with
the most strmgenf ‘restrictions are 6 to 7 percent h;gher than in other states. S R

IV Consumer Serwces, Benei‘ ts Admmlstratton and {}ther Expenses |

L:ttie mformatmn has been pubhshed Ol heaith beneﬁt admmlstratwe and other ‘non- bemﬁ{
costs. The primary components include claims administration, general program admlmstranon
(for example eénrollment, billing, legal, actuarial, and.other: management expenses), marketmg
‘expenses. state taxes: (premmm taxes, licenses; and: feas) federal income taxes; and rlsk and

employer-sponsored group health plans than for individually purchased health insurance.” For
group plans; expenses tend to decrease as’ the size of the: group increases. Admml,stratave costs
130 vary by health deiwery system : e e

Survey data aoiiected in 3991 by HiAA lndlcate that for mld*SEZE empioycr groups (1{}{} to 499
employees), «claims administration expenses represented 3 petcent of premiums.” General.
program administration was 5 percent of premiums, marketing and distribution expenses were 2
percent, and state taxes another 2 percent. Federal taxes represented 1 percent of premiums, and
risk and surplus charges-accounted for.an additional I percent..Overall, administrative and other
expenses accounted for14 perceni of premmms forthese employers Wit i

For smail groups (fewer than 25 employees) expenses represented a somwvhat hxgher ST
percentage of premiums. -Claims administration was 4-percent, program administration-6 ..
percent,-and marketing and distribution were 6 percent of premiums. State taxes were 3 percent,
federal taxes 2 percent, and risk-and surplus charges made up 4 percent:of premiums. A June
2002 HIAA survey of small group carriers produced almost identical results for small groups.
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On a national basis, recent data from the Centers for Medicare and Medicaid Services (CMS)
indicate that the percent of total expenditures for all private insurers represented by
administrative costs has changed little:: Data for 2000 indicate that the net-cost-of administration
represented 12 percént of all insurance spending.” Theadministrative costs.incurred by . -
insurers represent-approximately 6 percent-of total personal health expenditures. These costs are,
in aggregate tower than adm;mstratwe costs mcurred by hosptta%s or by physmlans

The profit margins of commermal hﬁ&h’h insurers. have h;smrlcally represented a small percent of
overall premiums. For the period between 1976 through 1995, claims and administrative -
expenses for the top 20 commercial group ;nsurers exceeded premmms producing:an average
underwriting loss of 1.7: percent of premmms °- Net'operating earnings; which prlmarlly reflect
the addition of investment earmngs and federal income taxes, showed an average gain equalto
1.87 percent of prem:ums Results were similar for the individual health insurance pohcms
issued by those same: compames Claims and administrative: expenses: exceedecl premaums by
" 4.7 percent. Net operating’ gain' for the period ai?"eraged 3.8 Eerccnt of premrums 7. The net after
tax profit for commercial insurers-was 0.4-percent in: 3998 Recent data on prof iabzmy
indicate continued small profit margms for the insurance mdustry Fortune: magazine’s. 20@]
réporton’ proﬁtabl ity by industry™ indicates a3 percent profit-margin for both the insurance and
health care sectors, while medical products-and equipment have a- 10-percent profit margin; and

pharmaceutical manufacturers have al7 percent prof it margm

Low margins for commercnai heaith insurers mean that increases in the underiy mg benef' t costs
havea d:rect and sagmﬁcant lmpact on premfums pa;d by empimers and-individual consumers

Desp;te evzdence o the contrary, pubhc opm;on surveys sh()w that Ameracans believe the hea} h
- insurance industry in'general, ‘and in. particular those insurers using managed care, are highly . -
~profitable. ‘One recent survey: founé that 95 percent of Americans believe that insurance mdustry
proﬁt margms exceed i{} percent and-over 40 percent beileved prof' 1S exceeded 25 percent

Managed care techmques comphcate the: analysw of admlmstratwe cests In generai utﬂlzatmn
review, antifraud activities, and other cost management programs represent new administrative
expenses that reduce overail spendmg For instance, HIA A data show that health insurers’
antifraud activities in 1998 saved more than $11 for every doHar spent % Asaresult of these
important and cost-effective activities, the percent of premmms attributed to administrative
expenses tends to rise. s - S

In addition, the way a network-based health plan contracts with providers may affect the
accounting for administrative expenses. Amounts paid to providers or provider groups, in -
general, are treated as benefit costs. In a managed care environment, provider groups may be
responsible for administrative functions that would otherwise be performed by the health plan
administrator. ' the reimbursement for those services'is included-in the overall capitation; then
it will be treated on the insurer’s books as a benefit cost rather than an administrative cost. This
makes comparisons of administrative cost ievels between different types of health benefit
programs very difficult.
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It is particutarly difficult to compare voluntary private programs and mandatory social insurance
programs. ‘Private programs have many types of expenses; for instance, marketing and taxes,
which have no direct parallel in a social insurance program. Billing; produict-development;-and
regulatory compliance also are typically much more significant in a private insurance program.
In addition, it may be difficult to capture fully all'of the'expenses associated with a social .. ..
insurance program: Billing may be replaced by tax collection, asinthe Medicaid program, or
may be integrated into another social insurance program, as with Medicare. In either case; . .-
revenue collection is not directly associated with the health insurance program jtself.. Certain.
legal-and ‘audit services may be provided by other:government entities. Much of the-costof ..
product development becomes part of the political process rather than an administrative function
of the Insurance program., = - T i o e

In the Medicare program, administrative expenses are partially placed on the private entities that
assist in program administration. These entities must perform all the required program. .« -
administration, including eligibility verifications, coverage determinations, coordination of -
benefits between sources of coverage, and benefit payments.” In addition, they must conduct -
other servit';e‘s-sug:'h.asffraud detection. o s R g A L '

in addition, while the dollars spent per-claim for program administration may be relatively equal
between Medicare and private programs, the average claim amount may be significantly higher
for Medicare than for private programs. - This causes the percentage spent on administration to be
much smaller. Private programs cover frequently used services such as prescription drugs,
which have relatively lower average claim costs, compared to hospital services with higher
average cOSts. T 3 L IR

Overall; mandatory social insurance programs appeat to have somewhat fower administrative
expenses than private insurance programs. However, economic theory suggests that private ..
markets are superior to centrally planned systems in allocating resources. efficiently. . Further, .
government-run health care systems have not been without their own problems. Private health -
insurance systems can provide an array of coverage options to consumers. Without the .
discipline of market competition, social insurance systems can become unresponsive. In-
addition, these programs may not allocate sufficient resources to effectively combat fraud and
abuse. TN Ll R .

Summary - - S g .

Benefit payments are the single largest component of health insurance premiums. Thus,
increases in health care prices and consumer use of health.care services are the primary factors
that cause premiums to rise over time. While both historical spending data and predictive cost
trend information are available, more research is needed to uncover the factors influencing health
care cost drivers and their precise relationship to health insurance costs.

Growth in Future Health Care Spending

A number of factors have been suggested as contributing to current increases in health coverage
costs. Among the prominent reasons are increased spending on prescription drugs due to direct-
to-consumer advertising and accelerating development and approval of new drugs. Mandates
and other regulations also have contributed to increased costs. Other factors include an aging
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population, rising consumerexpectations, and premiums that were artificially low as a result of
competition for market share:in. ihe 1990s. Each factor. has its own 1mphca€1@ns fm‘ the Ezkely
course of future spendmg levels : e - - :

]mpact of thf: Cosi of Heaith Coverage on Access 1o Coverasze

The'cost of health coverage has become a significant national-issue. The most recem avalfable ;
data show that almost 40 million Americans-lacked health insurance coverage in 2000.°' The -
cost'of hiealth benefits has a direct impact on the number of uninsured in this country.. Asa.
matter-of fact, r;smg health care spending relative to personal income can-account for aim@s’z aH_
of the increase in the number of uninsured Americans between.1979 and 1995:°%. More recent.
data confirm that increasing health care costs relative to family income remains the single most
significant factor drwmg the rising number of Americans without health insurance coverage.™
Sam:iariya costiis the primary reason some uninsured Workers decime emp}oyermsponsored

coverage even when they have access to thls bene:f‘ t

Fundmg R:smg Exgectaﬁons and an Agmg Populatio : TR S

Modern medicine can do’ many. thmgs that were impossible only a few years ago Wath
advancing technology have come greater expectations. At the same time, our society is ag:ng
Improved care of all'/Americans; young and-old, is a‘desirable public policy goal.- However,;
achievmg this’ objectwe will'require significant resources. ‘Whether this funding:comes from -
private or public sources, the level of spendmg dedxcated to health care wzil have an: zmpact on -
the resources ava;iable for other uses. ' : R .

Adjusting to Chanmng Patterns of Use and Snendmg

The level of health care spendmg is changing, as is the way in which we use our health care
--dollars. Use of hospital care is down while-use of: prescnptmn drugs is becoming:increasingly. -
"1mpartant ‘In addition, more’ Amerzcans are turning 1o nursing home and home health care. As
these shn“[s oceur, excess capacity may develop in some sectors of the health care market while:
shortages develop in others, These market d:siocatlons will presem chaiienges to pmwders
patients, and heaith benef‘ t sponsors Rk : : SRR o

Addli:enal })ata Are Needed : . : R o

While data on aggregate spending Ieveis are Important for progectmg short—term fundmg
requirements, more data on utilization, price, service mix and outcomes will be necessary to
effectively analyze the forces driving health care spending. Until more current data are available
on these underlying factors, data-driven discussions of health care spendmg wdl have to be
limited to expiammg the past rather than the present :
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