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HEALTH CARE COSTS:  A WORSENING STORM

Annual spending on health care increased from $75 billion in 1970 to $2 trillion in 2005, and is estimated to reach $4 trillion in 2015.  To put these figures in perspective, the annual cost of health care was $356 for each man, woman, and child living in the United States in 1970.  Per capita health care costs rose to $6,697 in 2005, and are projected to rise to $12,320 in 2015. Health insurance premiums have grown at a rate more than four times that of inflation and earnings.  And there is no end in sight.

As health care costs increase, there are significant impacts to our national economy.  First, rising health care costs contribute to lower rates of economic growth.  When companies pay higher health care costs, their profit margins decrease, reducing the ability of these companies to invest in plant, equipment, marketing, new product development etc.  In the U.S., the average annual premium for health insurance coverage is around $11,500 for a family and over $4,200 for single coverage.  

Higher health care costs also contribute to lower job growth, because companies find it more expensive to hire new employees.  As higher health care costs increase total compensation costs, employers find it more difficult to grant wage increases.  According to the Kaiser Family Foundation and the Health Research and Educational Trust, since the year 2000, premiums for employer-sponsored health insurance in the United States have been rising four times faster on average than workers’ earnings.

Indeed, employers have begun to shift a portion of their higher health care costs to the workers themselves.  On average, an employee’s share of family-coverage premiums has increased from $1,620 per year in year 2000 to almost $3,000 this year –and that figure does not include increases in health insurance deductibles and co-payments.

This in turn impacts workers’ lifestyles.  When a family’s take-home pay does not rise as fast as the costs of food, gasoline and utilities, they experience reduced disposable income (income that’s left over after paying for recurring expenses like the mortgage, rent, food, insurance, etc).  And we all know what happens when a family has less money to spend.  Outings to the movies, vacation travel, new clothes, saving for a new house (or for their children’s college education), buying a new car, completing home renovations, etc. are curtailed.  Indeed, a survey of Iowa consumers found that in order to cope with rising health insurance costs, 86 percent said they had cut back on savings, and 44 percent said that they had cut back on food and heating expenses.

Rising health care costs are particularly hard for the nation’s growing population of retirees, who face not only higher food and energy costs but also increases in the prices of prescription drugs.  According to Fidelity Investments, retiring elderly couples will need $200,000 in savings just to pay for the most basic medical coverage.

So what factors are behind the incredible rise in health care costs?  They can be grouped into the following eight categories:

· New medical technology

· Pharmaceutical costs

· Lawsuits

· Unnecessary medical procedures

· Increased utilization by an aging population

· Inflation

· Administrative costs and inefficiency

· Irresponsible consumer health behaviors

New medical technology and pharmaceutical costs will be covered in this newsletter.  All other categories will be covered in our Summer 2009 edition.

Health care in the United States has benefited from the advancement of new medical technology, but it has come at a steep price.

The term “medical technology” can be used to refer to the procedures, equipment, and processes by which medical care is delivered.  Medical advances increase health care costs because they drive up the “intensity” of care, that is, they expand the opportunities for providing services to patients.  Even where a new technology can decrease unit costs for particular patients, it often increases net health expenditures by increasing overall volume, i.e. being used for patients with mildly symptomatic disease, or those who were previously too ill for treatment.  Estimates for the percentage of health care costs attributable to new medical technology range from 12 percent to 39 percent.

Ironically, the presence of health insurance provides some assurance to researchers and medical suppliers that patients will have the resources to pay for new medical products, thus encouraging research and development.  An estimated $111 billion was spent on U.S. health research in 2005, about 5.5 cents of every health dollar.  Insurer’s attempts to rein in the costs of new technology have been difficult to sustain.

Likewise, the costs of pharmaceuticals have skyrocketed.  Until 2004, pharmaceuticals were the fastest growing component of health care spending.  Spending in the U.S. for prescription drugs was $188.5 billion in 2004, about 10 percent of total national health care spending.  It is expected to grow to $446.2 billion in 2015.

Almost all covered workers in employer-sponsored plans have a prescription drug benefit.  Beginning last year, Medicare recipients were also given the opportunity to enroll in prescription drug plans.  The new Medicare Part D drug benefit will shift spending from the private sector and Medicaid to Medicare, making Medicare the nation’s largest prescription drug purchaser.  Medicare spending for prescription drugs is projected to rise from 2 percent of total U.S. prescription spending in 2005 to 27 percent in 2006.

Three main factors drive changes in prescription drug spending:  changes in the number of prescriptions dispensed, price changes, and changes in the types of drugs used.

The average number of retail prescriptions per capita increased from 7.9 in 1994 to 12.3 in 2005.  Older adults consume far more prescription medications than younger people (an annual average of 20.6 for those over age 65 compared to 4.8 for those aged 25-44).  Thus, we will face significant cost hurdles as our population ages.

Retail prescription prices increased an average of 8.3 percent a year from 1994 to 2005 (from an average of $28.67 to $64.86), more than triple the average annual inflation rate of 2.5 percent.

New drugs can increase overall drug spending if they are used in place of older, less expensive medications, if they supplement rather than replace existing drug treatments, or if they treat a condition not previously treated with drug therapy.  Drug spending is typically reduced when brand-name drugs lose patent protection and face competition from lower cost generic substitutes.  Both prescription use and shifts to higher-priced drugs can be influenced by advertising.

Over the next decade, drug spending increases due to greater prescription use by Medicare beneficiaries under the new Medicare Part D coverage will be offset by increased availability and use of lower-cost generic drugs, more people covered under tiered co-payment drug plans, fewer blockbuster drugs and more drugs shifting to over-the-counter status.  Still, pharmaceuticals are expected to average 10-11 percent of total health care costs.

Coming up in our Summer 2009 Newsletter:  other categories which impact health care costs, including lawsuits, unnecessary medical procedures, and increased utilization by an aging population.
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