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The recent slowdown in health care spending growth stalled in the first half of 2004 as
health care costs per privately insured American increased 7.5 percent—virtually the
same rate of increase as in 2003. Private-sector spending on health care constitutes more
than one-half of all health care spending, and both the private and public sectors are
subject to similar cost pressures.' Growth in spending on hospital inpatient care slowed to
5.1 percent in the first half of 2004, while the trend for outpatient spending held steady
at 11.4 percent. With hospital utilization continuing to grow at a slow rate for the second
year in a row, hospital price increases—7.7 percent in the first half of 2004—accounted
for much of the hospital spending increase. Spending on prescription drugs increased 8.8
percent in the first half of 2004, similar to the increases in the first and second halves of
2003 and substantially below the peak increase of 19.5 percent in the second half of 1999.
Health care costs likely will continue to grow faster than workers’ income for the foresee-
able future, leading to greater numbers of uninsured Americans and raising the stakes for
policy makers to initiate effective cost-containment policies or accept the current trend of

rapidly growing health care costs and gradually shrinking health coverage.

Cost Trends Stabilize at High Rate of Growth

he cost of employer-sponsored health

insurance continued to rise at double-
digit rates in 2004, far exceeding growth in
workers’ incomes.” This state of affairs ele-
vated health care affordability to near the top
of the domestic policy debate in the recent
presidential campaign. Employers have
responded by shifting more health costs to
workers, particularly through higher patient
cost sharing. And U.S. Census Bureau data
show that the number of uninsured people
increased to 45 million Americans in 2003,
or to almost 18 percent of the nonelderly
(under age 65) population.’

Employers and employees continue to
wonder, as they have for several years now,
whether and when they can expect relief
from the rapid growth in health insur-
ance premiums. The reality is that unless
strong steps are taken to lower the high
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Early 2004 data on private health care
spending suggest that the recent slow-

rate of health care spending growth, relief
is unlikely.

The dominant driver of private health
insurance premiums is the underlying

down in spending growth may already be
ending. Through the first six months of
the year, total health care spending per
privately insured person grew by 7.5 per-

spending trend for medical services typical-
ly covered by health insurance, such as hos-
cent compared with the same months in
2003—virtually the same rate of growth
as in both of the two previous half-year

periods (see Table 1). Health care cost

pital and physician care and prescription
drugs. While spending growth for these
services slowed in both 2002 and 2003 after
peaking at 10 percent in 2001, spending
continued to outpace growth in the U.S.

economy by a considerable margin (see
Data Sources).* Research has shown that
if health care costs rise at a significantly
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faster rate than incomes, more people will
become uninsured. In fact, the gap between
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trends in health care costs and incomes is
the most important factor behind the long-
term trend toward a smaller proportion of
people having private health insurance.’
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growth in the first half of 2004 continued to
outpace growth in the U.S. economy during
the same period, although the difference
between the two was considerably smaller
than in the recent past because of a robust
5.9 percent per capita growth rate for the
U.S. economy (unadjusted for inflation).

Hospital Spending Trends

In recent years, hospital spending trends
have moved in the same direction as

the overall health care spending trend.
Moreover, growth in hospital spending has
accounted for the largest portion of the
overall increase in health care spending,
which is not surprising given that hospital
spending also makes up the largest por-

tion of total spending. While the overall
spending trend held steady in the first half
of 2004, the hospital inpatient spending
growth continued to slow. During the first
six months of 2004, spending on inpatient
care per privately insured person grew by
5.1 percent compared with the same months
in 2003, which was about a percentage point
lower than the growth rates in the first and
second halves of 2003.

Like the overall spending trend, the
trend for spending on hospital outpatient
care held steady during the first half of
2004, increasing 11.4 percent—slightly
faster than the increase in the second half of
2003 but virtually identical to the increase
in the first half of 2003.

As it did in 2003, growth in hospital
prices accounted for a much larger portion
of the overall increase in hospital spend-
ing than growth in hospital utilization
(see Table 2). During the first six months
of 2004, hospital prices grew 7.7 percent,
roughly the same as the peak increase of 8
percent in both the first and second halves
of 2003. The large increase in prices is due
in part to strong growth in wage rates for
hospital workers, which have been driven
up by a persistent worker shortage, particu-
larly for nurses.

Nonetheless, the most recent rate of
growth in wage rates for hospital workers—
4.5 percent in the first half of 2004—was
considerably smaller than recent hospital
price increases and has declined significant-
ly from the peak wage rate increase of 6.3
percent in the second half of 2001. This sug-

Table 1

Per Capita Growth in Health Care Spending and Gross Domestic Product’

(GDP), 1998-2004

SPENDING ON TYPE OF HEALTH CARE SERVICE

AL HospiTAL  HOSPITAL  PHYSICIAN Rx : GDP

SERVICES . INPATIENT . OUTPATIENT . . DruaGs
JAN. - JUNE 1998 4.6% -1.1% 7.9% 4.0% 13.1% 4.1%
Jury - DEC.1998 : 5.9 0.8 7.2 i 55 {150 ¢ 4a
JAN. - JUNE 1999 7.6 : 1.9 10.4 : 6.4 172 0 4.6
JuLy - DEC. 1999 : 6.6 : 1.3 9.9 : 3.7 1195 1 4.9
JAN. - JUNE 2000 7.1 3.1 8.1 : 6.0 Y153 1 5.4
JuLy - DEC.2000 : 8.4 5.1 11.5 i 6.6 P13.7 P 44
JAN. - JUNE 2001 9.9 : 7.9 15.1 : 6.2 153 1 2.5
Jury - DEC.2001 : 100 9.5 14.1 74 Y124 1 17
JAN. - JUNE 2002 9.3 9.3 12.6 : 5.9 Y130 1 21
JuLy - DEC. 2002 9.8 : 7.3 13.4 : 7.4 1134 ;2.9
JAN. - JUNE 2003 7.6 6.0 11.7 5.7 i85 3.0
Jury - DEC. 2003 7.6 : 6.4 10.5 : 5.4 : 96 4.8
JAN. - JUNE 2004 7.5 : 5.1 11.4 : 5.7 . 88 : 5.9

! Each row indicates the percentage change for the period indicated compared with the corresponding months in the previous

year.

Notes: GDP is in nominal dollars. Milliman HCI data reflects the September 2004 revision.

Sources: Health care spending data are the Milliman Health Cost Index ($0 deductible), and GDP is from the U.S. Department of

Commerce, Bureau of Economic Analysis.

gests that additional factors may be driv-
ing up hospital prices. One possibility is a
sharp decline since 2001 in hospital profit
margins for Medicare patients, which likely
is prompting hospitals to shift costs to
private payers.® At the same time, hospitals
report total profit margins have increased
in recent years to 4.8 percent in 2003.

In contrast to hospital prices, hospital
utilization barely grew during the first half
of 2004, increasing 0.8 percent, virtually
identical to the increases in both the first
and second halves of 2003. The slowdown
in hospital utilization growth may reflect
an increase in health plans’ utilization man-
agement activities. In the late 1990s and
the early part of this decade, managed care
plans retreated from using administrative
tools to control utilization in response to
widespread dissatisfaction among consum-
ers and physicians. That retreat appeared
to cause accelerating growth in utilization
beginning in the late 1990s, with the hospi-
tal utilization trend peaking at 8.4 percent
in the second half of 2001. More recently,
health plans have selectively increased uti-
lization management by reinstating tools

such as prior authorization requirements
for some hospital services and expanding
disease and case management programs.”

The slow growth of utilization in 2004
also may reflect continuing increases in
patient cost sharing. In recent years, cost
sharing for hospital care—such as per-
stay and per-day copayments for inpatient
care—has become increasingly prevalent
in health benefits, and general deductibles
have been increasing rapidly.’

Rx Drug Spending Trends

Prescription drugs continue to receive
much of the blame for rising health care
costs in the popular media, and the drug
pricing debate was prominent during the
recent presidential campaign. The reality,
however, is that prescription drug spending
trends have slowed considerably from the
high rates of growth in the late 1990s and
early part of this decade.

During the first half of 2004, spending
on prescription drugs per privately insured
person grew by 8.8 percent, slightly lower
than the 9.6 percent increase in the second
half of 2003 and virtually identical to the
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Table 2

Hospital Spending Trend,' by Price and Hospital Utilization, 1998-2004

(Change Per Capita)

SPENDING HosprTAL PRICES HospiTAL
oN HospiTAL UTILIZATION?

SERVICES
JAN. - JUNE 1998 3.1% 2.0% 1.1%
Jury - DEC. 1998 3.8 1.9 1.9
JAN. - JUNE 1999 6.0 : 2.4 : 3.5
JuLy - DEC. 1999 5.6 : 2.6 : 2.9
JAN. - JUNE 2000 5.6 : 2.8 : 2.8
JuLy - DEC. 2000 8.4 : 3.9 : 4.3
JAN. - JUNE 2001 11.6 : 4.0 : 7.3
Jury - DEC. 2001 11.9 3.3 8.4
JAN. - JUNE 2002 11.1 : 4.3 : 6.5
JuLy - DEC. 2002 10.6 : 6.2 : 4.2
JAN. - JUNE 2003 9.1 8.0 1.0
JuLy - DEC. 2003 8.7 : 8.0 : 0.6
JAN. - JUNE 2004 8.6 : 7.7 : 0.8

! Each row indicates the percentage change for the period indicated compared with the corresponding months in the previous

year.

% Calculated as the residual of the hospital spending and hospital price trends.

Sources: Data on hospital spending are from the Milliman Health Cost Index ($0 deductible) and include both hospital inpatient
and outpatient services. Data on hospital prices are from the Bureau of Labor Statistics’ “Other Payers” Producer Price Index

(PPI) series for general medical and surgical hospitals. Data accessed on Oct. 7, 2004.

8.5 percent increase in the first half of 2003.
By comparison, spending on prescription
drugs peaked at 19.5 percent in the second
half of 1999—a time when drug spend-

ing accounted for a much larger share of
the overall spending increase than it does
today.

Prescription drug prices continue to
increase at a rate well below what it was
several years ago. During the first half of
2004, drug prices increased by 3.1 percent,
which was largely unchanged from the 2.7
percent increase in the second half of 2003
(see Supplementary Table 1). In contrast,
the increase in drug prices during the first
half of 2004 was about half as large as the
peak increase of 6 percent in the second
half of 2001.

This relatively modest drug inflation
may reflect the increased use of generic
drugs, which tend to be priced consider-
ably lower than brand-name equivalents.
Another factor is the increased use of
three-tiered pharmacy benefit structures.
At the same time, there are indications that
many employers are increasing copayments
in these arrangements, and, in some cases,

shifting to coinsurance, where patients pay
a percentage of the total cost instead of a
fixed-dollar amount. Greater use of three-
tiered structures and increased cost shar-
ing create incentives for patients to choose
generics instead of brand-name drugs and
preferred over nonpreferred brand drugs
and may pressure manufacturers to hold
down prices.

The trend for prescription drug uti-
lization also held fairly steady in early
2004, with drug utilization per person
increasing 5.5 percent in the first half of
the year. By comparison, drug utilization
grew by as much as 12.9 percent in the
late 1990s when drug spending accounted
for a much larger portion of overall health
care spending growth. In addition to its
effects on drug prices, the increased use
of three-tiered pharmacy benefits and the
subsequently higher out-of-pocket costs
for patients likely has slowed growth in
prescription drug use. The relatively mod-
est increases in drug utilization also may
reflect a slowdown in the number of new
drugs approved for sale and the reclassifi-
cation of some major prescription drugs,

such as Prilosec and Claritin, to over-the-
counter status.

Physician Care Spending Trends

Spending on physician care per privately
insured person held steady in early 2004.
During the first six months of the year,
spending on physician care grew by 5.7
percent—only slightly higher than the 5.4
percent increase in the second half of 2003
and identical to the increase in the first
half of 2003. In the recent past, physician
care has been the slowest growing category
of health care spending, but during the first
half of this year it grew slightly faster than
spending on hospital inpatient care, which,
as described earlier, experienced a notable
decline in its trend. Roughly equal growth
in price and utilization accounted for the
increase in spending on physician care. The
trend of prices for physician care has not
increased much in recent years—in stark
contrast to the trend in hospital prices.

Implications

Early 2004 health care cost data suggest the
decline in spending growth has stalled and
may be ending long before reaching the
lower trend for overall economic growth,
let alone the very low rates of health cost
growth seen in the mid-1990s. Moreover,
given the sluggish recovery of the U.S.
economy in recent months, it is unlikely
workers’” incomes will grow as rapidly in
the second half of 2004 as they did in the
first half, meaning the gap between income
and health care cost growth may again be
large.

Once again, this makes it more likely
that the number of uninsured Americans—
who receive fewer health care services and
are in poorer health than those with health
insurance—will continue to grow. Growth
in health insurance premiums will likely
slow somewhat in the coming years as a
result of the recent slowdown in cost trends
and an expected turn in the health insur-
ance underwriting cycle, the insurance
industry’s interdependent pattern of profit-
ability and pricing. However, the premium
trend is unlikely to fall much below the
underlying cost trend in the short run and
is determined almost entirely by the cost
trend in the long run. Clearly, there is a
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Data Sources

The Milliman Health Cost Index (HCI)
was used to examine trends in health
care spending underlying private health
insurance premiums. The HCI is
designed to reflect the claims expenses
experienced by private insurers for a
typical insurance policy. Due to data
limitations, it also includes spending for
Medicaid and uninsured patients. Also,
the HCI classifies spending on services
performed in freestanding facilities in

its hospital outpatient category, which is
consistent with how insurers classify such
services. As with most economic data,
the HCI is subject to periodic retroactive
revisions.

Data on hospital and prescription
drug prices are from the U.S. Bureau of
Labor Statistics’ (BLS) Producer Price
Index for general medical and surgical
hospitals and Consumer Price Index for
prescription drugs and medical supplies,
respectively. Changes in hospital and pre-
scription drug quantity were calculated
as the residual of the HCI for hospital
and drug spending and the respec-
tive price index. The hospital residual
measures changes in utilization, length-
of-stay and resource intensity; the drug
residual captures changes in the number
of prescriptions written per person,
changes in the therapeutic mix of drugs
prescribed and the introduction of new
drugs. Finally, data on average hourly
earnings for hospital workers come
from the BLS’s National Compensation

Survey.
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continuing strong need for a candid public
discussion about how to control underlying
health care cost growth—not just how to
make health insurance more affordable.

At the moment, the main tool to control
costs remains greater financial responsi-
bility for patients, whether in the form of
higher cost sharing in health maintenance
organizations (HMOs) and preferred pro-
vider organizations (PPOs) or through
so-called consumer-directed health plans,
which typically include a high deductible
and an account to draw on to pay medical
bills. These tools could encourage consum-
ers to use health care services more judi-
ciously, particularly over time. However,
the most common patient financial incen-
tives, such as deductibles, copayments and
coinsurance, are often too crude to allow
distinctions between needed and more
discretionary care, how efficient health care
providers are and how much of a financial
burden some patients can afford. The result
is a high potential of barriers to care for
people with low incomes or high medical
needs. This will limit the extent to which
these tools can be used without sacrificing
to an unacceptable degree the basic reasons
for health insurance—access to needed care
and financial protection.

Meanwhile, little attention is being paid
to the most important long-term driver of
health care costs—new medical technol-
ogy and its enthusiastic acceptance into
mainstream medical practice. Measures
that can be taken to control this relentless
force, such as greater adherence to evi-
dence-based medicine, increased research
on medical effectiveness and greater use
of technology assessments, generally have
received short shrift from policy makers.
When the limitations in the extent to which
patient financial incentives can be used
become more apparent, policy makers may
increase their interest in these and other
measures designed to improve efficiency in
the health care system. B
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Tracking Health Care Costs: Spending Growth Slowdown Stalls in First Half of 2004
Supplementary Table

Supplementary Table 1

Prescription Drug Spending Trend,! by Price and Utilization, 1998-2004
(Change per Capita)

SPENDING ON PRESCRIPTION PRESCRIPTION
PRESCRIPTION DRuG PRICES DruG
Druas UTILIZATION?
JAN. - JUNE 1998 13.1% 2.7% 10.1%
Jury - DEC. 1998 15.0 4.8 9.7
JAN. - JUNE 1999 : 17.2 : 5.5 : 11.1
JuLy - DEC. 1999 : 19.5 : 5.9 : 12.9
JAN. - JUNE 2000 : 15.3 : 5.0 : 9.8
JuLy - DEC. 2000 : 13.7 : 3.8 : 9.5
JAN. - JUNE 2001 : 15.3 : 4.8 : 9.9
Jury - DEC. 2001 12.4 6.0 6.1
JAN. - JUNE 2002 : 13.0 : 5.6 : 7.0
JuLy - DEC. 2002 : 13.4 : 4.8 : 8.2
JAN. - JUNE 2003 8.5 3.5 4.8
JuLy - DEC. 2003 : 9.6 : 2.7 : 6.7
JAN. - JUNE 2004 : 8.8 : 3.1 : 5.5

! Each row indicates the percentage change for the period indicated compared with the corresponding months in the previous
year.

2 Calculated as the residual of the prescription drug spending and price trends.

Sources: Data on prescription drug spending are from the Milliman Health Cost Index ($0 deductible). Prescription drug prices
are from the Bureau of Labor Statistics’ Consumer Price Index (CPI) for prescription drug and medical supplies. Data accessed
on Oct. 7, 2004.



