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Health Care Spending Trends:

Medicare and Private Health Insurance
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Slowing the growth of health care spending continues to be a major domestic policy challenge. In 2010, total
U.S. health expenditures reached $2.6 trillion — 18 percent of gross domestic product (GDP).! Although
health care spending has slowed in recent years, it is projected to grow faster than GDP over the next
decade.? Medicare, the nation’s largest health insurance program, accounts for one in five health care dollars,
and in 2010 accounted for 15.1 percent of the federal budget — a figure that is expected to reach 17.4 percent

by 2020.3¢

There are many drivers of national health care spending, ranging from rising prices for medical services and
increasing reliance on new and more expensive medical technologies to our growing elderly population and
imperfections in the market for medical goods and services. While per capita spending for both Medicare and
private health insurance has increased in recent years, Medicare’s costs appear to have grown more slowly,
according to national health expenditure data compiled by the Centers for Medicare & Medicaid Services’
(CMS) (Figure 1).° The data indicate that Medicare expenditures since the enactment of the Balanced Budget
Act of 1997° have grown by an annual average of 4.1 percent, compared to 6.4 percent for private health

insurance.
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Figure 1. Annual Percentage Growth in Spending Per Capita for Medicare and
Private Health Insurance (PHI)
Average Medicare Growth Rate, 1997-2010: 4.1%
Average Private Health Insurance Growth Rate, 1997-2010: 6.4%
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Source: Centers for Medicare & Medicaid Services, Office of the Actuary, National Health Statistics Group.
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It is important to note that this data is not age-adjusted, although it is not clear what the impact of doing so
would be on the difference between private insurance and Medicare growth rates. The aging of the baby
boom generation has increased the average age of the population covered by private health insurance and
therefore increased health care utilization. In the near term, the reverse will be true for Medicare: the initial
waves of Medicare-eligible boomers will lower the average age and improve the average of health status of
the Medicare population and therefore slow the growth of Medicare per capita spending. Since there is a
significant correlation between age and health care utilization, demographic factors account for some
unknown portion of projected health care cost growth rates, now and in the future.

Regardless of the age-effect, the apparently lower rate of growth of the Medicare program compared to plans
in the commercial market raises concerns among some about proposals to move from the current system to
one that would increasingly rely on competing private plans to provide Medicare coverage.

Figure 2. Private Health Insurance Growth Exceeds Medicare (1997 - 2010)
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Source: National Academy of Social Insurance Analysis of CMS National Health Expenditures and CMS Enrollment Reports.

e If Medicare expenditures had grown at the same rate as private health insurance, Medicare
expenditures in 2010 would have been 37 percent higher, or an additional $2,876 per enrollee per
year by 2010, as shown in Figure 2.’

e In 2010 alone, Medicare spending would have been $136 billion greater if the program had grown at
the same rate as private health insurance.
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Reasons that Medicare Spending Grew More Slowly than Private Health Insurance
Comparing the spending of Medicare and private health insurance is difficult given the different populations
served by each. Nevertheless, two factors are particularly worth noting:

e Provider Payments. Medicare’s payments in 2010 for physician services averaged 81 percent of
private payments, according to the Medicare Payment Advisory Commission (MedPAC).? Private
insurers pay doctors and hospitals higher rates than Medicare because the insurer lacks the
government’s regulatory power to limit price increases.’ Throughout Medicare’s history, the federal
government has developed varying reimbursement methodologies based on actual input prices. For
example, the Inpatient Prospective Payment System implemented in 1983 limited spending by
moving from a fee-for-service cost reimbursement system to a system that pays a fixed rate per
hospital discharge.™

e Administrative Costs. Administrative costs for Medicare include costs incurred directly by
government agencies that collect revenue for Medicare (including for participating private plans such
as Medicare Advantage plans, Medicare prescription drug plans and Medicaid health maintenance
organizations) or contribute to its administration. For private health insurers, administrative costs
also include taxes, profits and marketing expenses. Most estimates of Medicare administrative
expenses range from two to five percent of program expenditures, while private health insurance
administrative expenses range from 12 to 30 percent."

Implications for Future Health Care Spending

Projections of future Medicare spending are highly uncertain due to the likelihood of legislative changes in
the near term and concerns about the effectiveness of existing policy. According to the Congressional Budget
Office (CBO), Medicare spending is projected to increase an average of 5.7 percent annually between 2012
and 2021." However, CBO projections are based on current law, which would reduce physician
reimbursement by 27 percent starting on January 1, 2013 as part of a policy known as the sustainable growth
rate (SGR). When Medicare reimbursement to physicians has exceeded spending targets in the past,
Congress has enacted last-minute legislation to avoid cuts called for by the SGR. Few experts believe that the
physician reimbursement cuts scheduled for January 2013 will actually be implemented.

Another concern with current CBO spending projections involves the Patient Protection and Affordable Care
Act (ACA) provisions that reduce Medicare market basket productivity adjustments for most providers other
than physicians. The ACA reduces the annual reimbursement increases for most providers by an amount
equal to the expected increase in productivity. Although projected productivity increases may indeed occur,
many experts are doubtful, or are skeptical that Congress will fully implement reductions in market basket
updates if payment rates fail to keep up with providers’ input costs.

Medicare is of course not the only area of health care for which it is difficult to forecast future costs. Private
sector health expenditures for the next decade are equally difficult to project, because of uncertainty over the
impact of coverage expansion under the ACA, the consolidation of providers currently taking place in the
hospital sector, the development of private-sector equivalents to Accountable Care Organizations and any
spillover effect from repeal of the SGR. All of these will have significant but difficult-to-predict effects both
on public and private insurance payments and on negotiating between health insurers and providers.
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