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ospitals are a basic element of America’s health care sys-
tem. U.S. hospitals adopt much of the state-of-the-art
medical technology, train most new physicians, and are
often the point of access to health care for the uninsured.

In 1991, hospitals were the single largest category of health
spending at 38 percent of national health expenditures (NHE), al-
though other services have increasingly accounted for a greater
share of health outlays (8). Hospital expenditures for acute care—
the focus of this chapter—equaled 33 percent of NHE in 1991
(table 8-1). Payments for hospital-based acute care rose by about
one and one-half times between 1981 and 1991, growing consis-
tently faster than general inflation and contributing substantially
to the overall increase in NHE during that period (8,15) (table
8-1). These trends and the substantial amount of money devoted
to acute care in the United States have focused cost containment
efforts on hospital expenses and payments. 

Because of the greater focus on hospital costs in recent years
and especially on inpatient services, acute inpatient hospital ex-
penditures have increased much more slowly than spending on
hospital outpatient care (8) (table 8-1). This trend has two main
causes. Changes in payment methods for inpatient services and
increased monitoring of inpatient care by public and private
payers have motivated hospitals to reduce costs through more
careful screening of admissions, reductions in lengths of stay, and
closures of empty hospital beds. The other important cause for the
decline in acute care inpatient expenditures as a share of total hos-
pital outlays has been the displacement of inpatient care to outpa-
tient sites (15).

The organization of the hospital system in the United States is
unique and complicated. No other country has such a heteroge- | 135
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Hospital expenditures 1981 1991 Change (in percent)

Total hospital expenditures $119,6 $288.6 + 141
Acute care hospital expenditures

(inpatient and outpatient care) $100.9 $249.4 + 147
Acute care hospital expenditures as of

share of NHE 35% 33 % -5.7
Acute inpatient hospital expenditures $87.5 $186.5 + 113
Acute outpatient hospital

expenditures $13.5 $63.0 + 367

SOURCE: S.W. Letsch, H.C. Lazenby, K.R. Levit, et al., “National Health Expenditures, 1991” Health Care Financing Review
14(2),1 -30, 1992.

neous collection of hospitals, payers, or payment
methods for hospital services (6). U.S. hospitals
can be classified as short-term (acute care) hospi-
tals, teaching hospitals, or long-term care institu-
tions; as public, private nonprofit, or private for-
profit; or designated by the main type of services
provided, such as general, specialty, or referral
services. Financing for hospital services comes
from a multitude of private insurers as well as the
joint federal-state Medicaid program, the federal
Medicare program, and out-of-pocket costs paid
by insured and uninsured people. The various
third-party insurers pay hospitals through an even
wider assortment of methods, including retro-
spective cost-based reimbursement, discounted
charges, and prospective payment based on diag-
nosis-related groups (DRGs) of cases or based on
groups of hospitals with similar costs (peer groups).

STRUCTURE OF THE HOSPITAL SECTOR
The dominant type of hospital in the United States
is the community hospital, of which there were
5,342 in 1991 (6) (table 8-2). Community hospi-
tals are nonfederal, short-term facilities serving

the general public, in which the majority of the
hospital’s patients are admitted to units where the
average length of stay is less than 30 days. Com-
munity hospitals can be private nonprofit (3,175,
or almost 60 percent of all community hospitals in
1991), private for-profit (738 in 1991), or owned
by state and local governments (1,429 in 1991) (6)
(table 8-2). Nonprofit hospitals are operated by or-
ganizations such as universities, churches, and
other charities, and they are exempt from taxes on
surplus revenues. For-profit hospitals are oper-
ated by individuals, partnerships, or corporations
and pay taxes on their surplus income. Public
community hospitals are owned and operated by
state or local governments, and they provide care
for large numbers of uninsured patients.

In addition to community hospitals, there are
hospitals owned and operated by the federal gov-
ernment (serving active military personnel, veter-
ans, and Native Americans), specialty long-term
hospitals (e.g., psychiatric, long-term care, reha-
bilitation), and teaching hospitals. Teaching hos-
pitals, which are more complex than community
hospitals, supply primary and tertiary care, pro-

Number of Percentage of Percentage of Percentage of
Type of hospital hospitals all hospitals acute care beds admissions

Private nonprofit 3,175 59.4 71,0 73.9
Private for-profit 738 13,8 10,8 9.7
State and local government 1,429 26.8 18,2 16.4

Total community hospitals 5,342 100 100 100

SOURCES: J.K. Iglehart, “The American Health Care System, ” The New England Journal of Medicine 329(5).372-376, 1993; American Hospital
Association, American Hospital Association Hospital Statistics, 1992-93
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vide clinical education, and conduct biomedical
research. There are a considerable number of “hy-
brid” hospitals that combine features of communi-
ty and teaching institutions (6).

U.S. hospitals deliver a wide variety of ser-
vices. Some hospitals serve mainly as referral cen-
ters for the most highly specialized diagnostic and
treatment modalities; others mainly provide rou-
tine acute care and few intensive care services. In
between are hospitals that provide an assortment
of medical and technologically sophisticated ser-
vices.

Public and private hospitals can serve any pa-
tient and receive reimbursement from any payer,
with the exception of certain population-based
hospitals, such as federal military and veterans’
hospitals. Most acute care admissions (74 percent
in 1991) are to private nonprofit hospitals, which
contain almost three-quarters of the total acute
care beds in community hospitals (table 8-2).
Community hospitals delivered 86 percent of all
hospital care in 1991, a proportion that has re-
mained stable throughout the last decade (8).

PHYSICIANS
Physicians play an important role in the work of
all types of hospitals. The relationship between
private-practice physicians and hospitals in the
United States contrasts with that of most Euro-
pean countries. In general, European hospitals are
staffed primarily by full-time, salaried specialists
who limit their practices to inpatient care for pa-
tients referred by office-based physicians. In con-
trast, U.S. physicians are office-based; they not
only provide outpatient ambulatory care but also
follow their patients into hospitals to provide in-
patient services. Hospitals in the United States
typically operate according to the “open-staff”
model, under which physicians in the community
are free to treat their patients in any number of dif-
ferent hospitals that grant them admitting privi-
leges. U.S. hospitals exist mainly as locations for
physicians to provide inpatient services, with ac-
cess to nursing and ancillary services. Relatively
recent cost containment approaches adopted by
private payers, such as utilization review, often

now limit the ability of physicians to hospitalize
their patients without prior approval by the pa-
tient’s insurer except in emergency situations.
This review of physician decisions is an important
component of “managed care.”

U.S. doctors most often bill for hospital ser-
vices on a fee-for-service basis. Physician reim-
bursement for hospital-based services are subject
only to the limitations of fee schedules imposed
by each insurer. Only a very small number of phy-
sicians are salaried employees of hospitals (typi-
cally in academic medical centers). No reimburse-
ment differences exist for physicians working
primarily in a hospital (e.g., anesthesiologists)
and those working in the community, except that
hospital-based procedures have historically been
more lucrative. Changes in payment—such as
Medicare’s relative value scale, which increased
fees for evaluation and management services and
reduced fees for surgeries and procedures—have
started to redress perceived inequalities in fees for
different services and incomes for different physi-
cian specialties.

Most hospital-based physician services in the
United States are not included in a hospital’s fi-
nancial planning. This has intensified the tension
between physicians and hospitals as third-party
payers increasingly adopt prospective payment
methods (e.g., case-based payment, capitation
payment) that encourage hospitals to reduce ser-
vices in general and expensive medical technolo-
gies in particular. For example, under Medicare’s
prospective hospital payment system, the fixed
payments for particular patient diagnoses place
hospitals at greater financial risk for the clinical
services provided by their medical staffs, motivat-
ing hospitals to reduce the cost of inpatient ser-
vices and lengths of stay. However, physicians,
who largely control these decisions, were left un-
touched by Medicare’s new hospital payment
scheme and still frequently have incentives to pro-
vide more care (6).

Other factors also influence the relationship be-
tween hospitals and physicians. One of these is
hospitals’ increasing competition for market
share. To ensure a large base of referrals needed to
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maintain admission levels, hospitals actively
court physicians and their practices. This is espe-
cially true for primary care physicians, who are in
limited supply in the United States and who in-
creasingly act as the “gatekeepers” for hospital
services in private managed care organizations.
Competition among hospitals for these providers
has led to a variety of financial arrangements with
physicians, including joint ventures and income
guarantees. Hospitals sometimes purchase physi-
cian practices outright, put clinicians on salary,
and manage the administration of the practices, in
order to recruit and retain needed providers.

HOSPITAL OPERATING COSTS1

❚ Financing Model
There is no uniform payment system or rates for
hospitals in the United States. Although Medicare
pays all hospitals using a common rate-setting
methodology (with different hospitals receiving
different rates), Medicaid rates and payment
methods are determined by individual states, and
private insurance companies and managed care
plans are free to set their own hospital rates and
payment arrangements within the constraints es-
tablished by antitrust laws. Maryland is the only
state that has retained an all-payer, prospective
rate-setting system for hospital care, under which
services are paid for by multiple third-party payers
but all payers must adopt the same methods and
hospital-specific rates. A few states have less
comprehensive forms of rate-setting systems.

The plethora of payers and payment methods
creates considerable complexity for U.S. hospi-
tals. Hospitals must design intricate administra-
tive mechanisms to track services eligible for re-
imbursement for different patients, the amount of
money that a hospital will receive for those ser-
vices, and the method of payment for each pa-

tient’s care. This complexity imposes high admin-
istrative costs on the U.S. system as a whole,
including its hospitals, and creates opportunities
for cost shifting among payers and services (17).

Medicare
Because Medicare’s payments to hospitals ac-
count for a substantial share of their revenues
(about 25 percent in 1991), its payment system
and rates have a large impact on hospitals’ finan-
cial condition. When Medicare was first estab-
lished in 1965, mainly to pay for health care for the
elderly population, hospitals were reimbursed for
inpatient services on the basis of “reasonable cost”
plus 2 percent. (By definition, these costs in-
cluded both patient-related direct costs and indi-
rect costs.) Essentially, once costs were estab-
lished by Medicare’s intermediaries, hospitals
billed Medicare for whatever services they pro-
vided. In response to concerns about rising Medi-
care expenditures—Medicare spending for inpa-
tient hospital services rose between 12 and 20
percent yearly during the early 1980s—between
1972 and 1983 a number of constraints were
introduced to control Medicare’s hospital outlays
(15). These included changing Medicare’s pay-
ment method for hospital services away from ret-
rospective payments to a prospective payment
schedule with hospital rates set in advance (10).

Beginning in 1983, Medicare implemented the
hospital prospective payment system (PPS). This
system changed the basis of Medicare’s payments
for inpatient hospital care from retrospective costs
to a prospective fixed rate per discharge. Under
PPS the basis of payment for each hospital dis-
charge is the national standardized payment
amount, which represents the average payment for
the typical Medicare case. Cases are categorized
by diagnosis-related groups (DRGs), which are
groups of medically similar cases that require
comparable resource use by hospitals. Each DRG

1 Hospital operating expenses are the costs that a hospital incurs for its day-to-day operation, such as staff salaries, electricity bills, and medi-

cal supplies. They also include depreciation expenses (i.e., costs that represent capital equipment’s fall in value, which in turn represents at least
part of the cost of replacing the equipment) and interest expenses (i.e., the costs of borrowed funds) which are related to previous capital invest-
ments.
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is assigned a weight based on its cost relative to
the national average cost for all cases. Relative
DRG weights reflect the relative rates that Medi-
care pays for patients’ admissions for each DRG
case. Basic DRG payments are adjusted so that
they reflect the hospital’s location (i.e., large ur-
ban, other urban, or rural) and local wage rates as
well as the mix of the hospital’s Medicare cases.
Payments are also adjusted for cases with unusu-
ally long stays or extraordinarily high costs, for
hospitals that operate graduate medical education
programs, and for hospitals that serve a dispropor-
tionate share of patients with low incomes (15).
Charges for outpatient services are not included in
the DRG payment.

PPS is intended to lower Medicare’s inpatient
hospital expenditures by giving financial incen-
tives to hospitals to improve efficiency in provid-
ing inpatient services, including reducing lengths
of stays and the quantity and cost of services pro-
vided during hospital stays. Hospitals that provide
care for a patient at less cost than the prospective
DRG rate are allowed to keep the surplus, whereas
those whose costs exceed the rate must bear the
loss. Medicare’s increased emphasis on utilization
review and the implementation of Peer Review
Organizations have also encouraged doctors and
hospitals to reduce hospital costs (15).

Some hoped that PPS would promote more em-
phasis on cost-saving (as opposed to cost-increas-
ing) technologies, although this does not seem to
have taken place (10). According to the Congres-
sional Prospective Payment Assessment Com-
mission (ProPAC), which oversees Medicare’s
prospective rate system, Medicare expenditures
for inpatient care have continued to climb despite
its cost containment efforts, mainly because of
technological innovations that have changed the
types of services provided and thus increased the
cost of complex cases (15).

During its first year PPS led to pronounced de-
creases in the average length of stay for Medicare
patients as well as declines in admissions, short-
stay hospital beds, and occupancy rates (9). After
PPS was introduced, the rate of growth in Medi-
care’s hospital expenditures declined substantial-
ly from previous annual spending increases (10).

However, because hospital costs for Medicare pa-
tients have grown faster than Medicare’s payment
updates, hospitals’ Medicare operating margins
(the difference between Medicare payments and
Medicare-allowed inpatient operating costs) have
steadily declined (10). (Because of the diversity in
DRG payments, individual hospital experiences
vary from the average.)

PPS’s savings maybe less than indicated if one
observes only changes in hospital inpatient ser-
vices and spending. PPS is often cited as one rea-
son for the accelerated shift of treatment from
inpatient settings to hospital outpatient sites, free-
standing outpatient centers, and physicians’ of-
fices (10). Medicare’s expenditures for post-acute
care services, for home health care, and for Medi-
care’s part B program have risen markedly over
the past decade (15). Payments for outpatient hos-
pital services constitute an increasing percentage
of the revenue that hospitals receive from Medi-
care, which still pays for the majority of outpatient
services based on their costs. In response to these
trends, in 1986 Congress first directed the Health
Care Financing Administration (HCFA; the
agency that administers Medicare) to propose a
prospective payment system for outpatient ser-
vices and provided a list of requirements for the
system to meet. Developing a viable method
turned out to be much more difficult than design-
ing the DRG system for inpatient care, and only
now, in 1995, is the proposal finished and ready to
make its way through a review process. Imple-
mentation of an outpatient PPS may still be years
off (13).

Medicaid
Medicaid is the second-largest public payer, tar-
geting low-income families, poor elderly, and the
blind and disabled populations. HCFA’s Medicaid
Bureau oversees state administration of individu-
al Medicaid programs. The federal government
defines certain guidelines that states must meet to
receive federal funding, but states are free to de-
velop their own Medicaid programs within these
guidelines. The guidelines include restrictions on
provider reimbursement methods and rates, which
must be consistent with efficiency, economy, and
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lity of care, and they must be sufficient to at-
tract adequate numbers of providers by geograph-
ic region and ensure that Medicaid beneficiaries
have access to care (providers are not required to
serve Medicaid patients). Payment amounts are
supposed to be set such that Medicaid beneficia-
ries have access to care equal to that of the general
population.

In the 1970s and early 1980s, many private and
public health insurers (including most Medicaid
programs) paid hospitals on a cost-reimbursement
basis. This payment method, under which hospi-
tals passed on the costs of providing services to
third-party payers, encouraged the provision of
more, and more costly, services. Public insurers
were the first to implement major payment re-
forms during the 1980s to overcome these nega-
tive incentives for cost containment. Before 1980,
Medicaid programs were required to use the same
methods as Medicare in paying for inpatient hos-
pital services. Legislative changes in 1980 and
1981 allowed states to develop their own payment
arrangements with hospitals. States have made
use of the legislation to adopt a wide variety of re-
imbursement mechanisms. In general, there are
two major payment types, as described below:

Retrospective Payment
Within this type, payment levels are based on the
actual costs of care incurred by the provider. Re-
imbursement is therefore determined after ser-
vices are rendered, based on the exact number and
cost of services delivered. Retrospective or cost-
based payment usually takes into account depreci-
ation of capital and equipment costs by distribut-
ing them as a percentage of the charge for each
service.

Prospective Payment
With this type, rates of reimbursement are set in
advance of the time period to which they apply.
Prospective rates, regardless of how they are de-
termined, may be paid according to various units,
such as per service, per month, per day, per dis-
charge, or per episode of illness for each patient
served. Rates may or may not include capital costs

and often leave the provider with the risk that costs
will exceed payments. Conversely, providers who
keep costs down may be able to collect payments
in excess of their actual costs.

Many states have also introduced prospective
limits or caps on retrospective spending to encour-
age cost-consciousness. Hospitals are given a pre-
determined limit on spending for a particular peri-
od, and Medicaid will retrospectively reimburse
hospital charges up to this limit. All charges above
the limit become the hospital’s liability. The
state’s aggregate Medicaid expenditures are there-
fore limited to the lesser of the prospective spend-
ing limit and hospitals’ actual costs of treating
Medicaid patients.

States have three general methods for deter-
mining either prospective limits or prospective
rates:

■ Trending. A rate or limit is established for the
base year using historical cost-based data. For
future years the base rate is trended forward us-
ing a projection of costs to reflect inflation.
Rates and limits may be specific to each indi-
vidual hospital or statewide.

■ Peer Groups. Hospitals are statistically
grouped into peer groups based on the similari-
ty of their costs to the costs of other hospitals
in their group. Peer groups may be determined
by populations served, number of beds, size
and type of hospital, geographic location,
teaching facilities, state or private ownership,
or special services provided. The peer group’s
average costs are used to determine reasonable
rates or limits for each hospital in that group.
Hospitals that exceed the group’s average costs
are reimbursed only for the average limit or
rate; hospitals with lower-than-average costs
receive full reimbursement.

■ Negotiation or Selective Contracting. A com-
petitive bidding or negotiation process is used
to select Medicaid providers. The bidding or
negotiation process establishes the payment
rates for each individual hospital. Medicaid
beneficiaries are then restricted to receiving
services from facilities that have contracts with
Medicaid.
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Several states are also reforming their Medic-
aid programs by enrolling Medicaid participants
in managed care plans ranging from health main-
tenance organizations (HMOs) to primary-care
case management systems.2 Eleven states enacted
major new Medicaid managed care initiatives in
1993 as a way to contain costs, broaden coverage
to uninsured people, and improve access and dis-
ease prevention (7). The most dramatic of the state
measures was Florida’s mandate that established a
minimum enrollment level of Medicaid recipients
in all state-licensed HMOs. Other state measures
directed the development and implementation of
Medicaid managed care systems or authorized
Medicaid managed care demonstration projects.
Oregon, for example, is implementing a contro-
versial program that eliminates coverage for cer-
tain services deemed to be of lower priority to gen-
erate savings for expanding coverage to everyone
who is uninsured and whose income is at or below
100 percent of the federal poverty level. In addi-
tion, all recipients are required to enroll in some
form of managed care arrangement. Eight other
states enacted laws in 1993 that addressed existing
Medicaid managed care programs (7). Medicaid
managed care enrollment more than doubled be-
tween 1987 and 1992, to 12 percent of the Medic-
aid population (15).

Medicaid managed care programs are still in
their infancy. As yet there is no clear evidence
whether these programs have actually extended
coverage to a broader population; whether current
and new beneficiaries have better access to and
quality of care; whether provider capitation rates
(per person payments) are sufficient to ensure ac-
cess, quality, and provider participation in the pro-
grams; or whether managed care networks and
tools (e.g., provider networks, gatekeeper sys-
tems, utilization review programs) in some states
are adequate to meet the challenges of serving the
Medicaid and uninsured populations.

The changes in Medicaid programs and pay-
ment methods affect how hospitals are paid and
the amount of Medicaid expenditures. From 1985
to 1993, Medicaid benefit payments tripled (15).
Much of this growth is attributable to rising en-
rollment, expanded coverage to additional popu-
lations, and improvement in payments to hospi-
tals that serve a disproportionate share of
low-income people. Because of these confound-
ing effects and the relatively recent adoption of al-
ternative Medicaid payment methods and man-
aged care requirements, it is difficult to discern the
effects on Medicaid hospital expenditures of dif-
ferent states’ policies for Medicaid cost contain-
ment.

Private Sector
One of the most dramatic changes in private health
care and health insurance markets during the past
decade has been the rapid increase in managed
care organizations (MCOs) and the continuing va-
riety of organizational forms adopted by MCOs.
MCOs include HMOs, preferred provider orga-
nizations (PPOs), and other more recent forms of
integrated service networks that combine insur-
ance functions with the delivery of a complete
continuum of inpatient, ambulatory, and post-
acute care services. In contrast to traditional insur-
ance plans, which allowed members to choose any
hospital at which their doctor had admitting privi-
leges, MCOs often limit member choice to specif-
ic hospitals even for urgent care. If MCO members
seek care from providers outside their plan, they
often must bear a larger share of the cost of that
care. Even most traditional fee-for-service plans
now use some of the managed care tools (e.g., uti-
lization review, pre-admission certification to use
services, primary care referral requirements) to
control health care costs.

The joining of groups of providers and insur-
ance companies into integrated health plans has

2 Health maintenance organizations provide a comprehensive set of health services in exchange for a predetermined payment per enrollee.
Fee-for-service reimbursement is retained under case management systems, but recipients must obtain prior approval for services from a physi-
cian, who receives an additional fee to monitor individuals’ service usage.
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been in part a reaction to increased cost contain-
ment pressure from individual employers and
large employer purchasing cooperatives. In re-
sponse to rising health insurance costs, more large
employers have also chosen to self-insure, which
allows them to avoid state benefit mandates and
premium taxes and reduce their premiums by as-
suming financial risk themselves (15).

The substantial changes in health care markets
have in turn altered the way in which private insur-
ers and health plans interact with and pay hospi-
tals. For example, HMOs either have their own
hospitals or contract with specific hospitals. Many
MCOs have been successful in negotiating favor-
able contract terms with hospitals, including dis-
counts from the standard billed charge, fixed pay-
ment per admission, and per diem hospital rates
(fixed payments per day of hospital care pro-
vided). HMOs and other managed care plans as
well as traditional private insurance companies
also use nonfinancial methods to control inpatient
utilization, including prior authorization and sec-
ond opinions, concurrent review and discharge
planning for hospitalized members, case manage-
ment services, and programs aimed at identifying
physicians with patterns of unnecessarily high use
of inpatient services.

❚ Sources of Funding
The largest payer of hospital costs remains private
insurance, which paid over 35 percent of hospi-
tals’ operating revenues in 1991 (8) (table 8-3). At

the end of 1985, over 1,000 private insurance
companies were writing individual or group plans
(4). Private insurance, which covers most inpa-
tient and outpatient hospital care and physician
services, has historically been linked to employ-
ment. Almost 60 percent of the U.S. population
receives health insurance through employers, al-
though employers are not required to provide in-
surance coverage (15).

Private policies often place upper limits on the
amount of benefits available per day or per illness.
Individual deductibles, co-insurance, and copay-
ments are now considered standard, although
most plans place a maximum limit on patients’
annual out-of-pocket expenses. Many employers
who provide coverage are trying to limit their
costs by changing the types of plans offered, in-
creasing employees’ share of premium payments,
raising copayments and deductibles, or dropping
benefits altogether. As a result, individual out-of-
pocket spending for all health services has in-
creased in recent years. Employers are also in-
creasingly offering managed care plans in
addition to or instead of traditional fee-for-service
insurance coverage (15).

Health insurance benefits increasingly con-
sume a larger proportion of employee compensa-
tion in relation to wages (18). Consequently, the
number of employed persons covered by volun-
tary employer/employee-funded private insur-
ance has been shrinking. By 1993, the proportion
of the population covered by employer plans and

Hospital operating revenues in 1991 Population covered in 1993
Source of funds (in percent) (in percent)

Private insurance 35.2 64.5
Medicare 25.4 12,8
Medicaid 15,0 8.1
Other government funds 15,9 NA
Miscellaneous funds 5.1 NA
Out-of-pocket 3 4 NA
NA= Not applicable

SOURCES. SW. Letsch, H.C. Lazenby, K.R. Levit, et al., “National Health Expenditures, 1991” Health Care Financing Review 14(2) 1-30, 1992, Pro-
spective Payment Assessment Commission, Medicare and the American Health Care System Report to the Congress (Washington DC: ProPAC,
June 1994)
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individually purchased insurance had declined to
58.5 and 6 percent, respectively, down from 66.3
and 6.9 percent in 1980 (15).

The second-largest source of hospital funds is
the federal Medicare program, which is financed
mainly through a payroll tax on employers and
employees. In 1993, Medicare covered approxi-
mately 12.8 percent of the population (15) and
paid over one-fourth of aggregate hospital operat-
ing revenues in 1991 (9) (table 8-3). Individuals
over the age of 65, some people with disabilities,
and people with end-stage renal disease are eligi-
ble to participate in the Medicare program. Eligi-
ble persons are enrolled at no charge in Medicare
part A, which covers inpatient acute care, recov-
ery in a skilled nursing facility following hospital-
ization, limited home health visits, and hospice
care (10). Medicare patients pay deductibles and
copayments, although many beneficiaries pur-
chase private “Medigap” policies to cover their
share of costs and uncovered services, such as out-
patient prescription drugs and some skilled nurs-
ing care. Part A accounts for about 66 percent of
total Medicare payments. Medicare part B pro-
vides coverage for physician and outpatient ser-
vices, for which beneficiaries pay a share of the
premium (25 percent of total outlays). There is no
limit on the amount of cost sharing for which
beneficiaries are theoretically liable (10).

The third major source of hospital revenues is
the Medicaid program, which pays hospital ex-
penses for many low-income and disabled people.
Medicaid enrolled 8.1 percent of the population in
1993 (15) and accounted for 15 percent of spend-
ing on hospital services in 1991 (8) (table 8-3).
Medicaid is a joint state-federal program financed
from general tax revenues. Each state sets its own
eligibility and coverage standards within guide-
lines established by the federal government. The
federal government provides each state with funds
that range from 50 percent to 83 percent of the
state’s total Medicaid expenditures. Both the size
of state programs and the restrictiveness of their
eligibility policies vary. Some states require bene-
ficiary cost sharing.

The share of hospital care financed by consum-
ers out of pocket has been gradually declining

over the past three decades (6). Patients directly
paid 3.4 percent of 1991 hospital operating reve-
nues. Hospitals generate additional revenues
through investments and private philanthropy and
by operating cafeterias, parking lots, and gift
shops. These miscellaneous funding sources
amounted to 5.1 percent of hospital operating rev-
enues in 1991 (8) (table 8-3).

Because approximately 37 million people were
not covered by any form of third-party insurance
in 1993—representing 14.7 percent of the U.S.
population (15)—hospital charges to insured
people partially pay for the “bad debts” of those
who cannot pay for their own care. In addition,
public insurers appear to pay less than the actual
hospital costs of their beneficiaries. In 1991,
Medicare paid on average 88 percent of hospitals’
actual costs of treating Medicare patients, and
Medicaid paid 82 percent for their beneficiaries
(6). Despite the growth in aggregate hospital
costs, below-cost payments from Medicare and
Medicaid, and losses from uncompensated care,
hospitals have sustained their aggregate total mar-
gins (the difference between total revenues and to-
tal expenses as a percentage of revenues) by in-
creasing income from other sources, particularly
through higher payments from some privately in-
sured patients (15). In 1991, private insurers paid
an estimated 130 percent of the actual hospital
costs for their insured patients (6).

❚ Allocation of Operating Funds
Labor accounts for just over half (54 percent in
1993) of hospital expenses, making it a natural tar-
get for cost containment efforts. Nonlabor ex-
penses (including pharmaceuticals, food, energy,
malpractice insurance, and surgical and medical
instruments) other than capital-related costs were
responsible for 38 percent(6), and capital depreci-
ation and interest expenses constituted about 8
percent of aggregate hospital costs (15) (figure
8-l).

Largely in response to Medicare’s PPS, estab-
lished in 1983, hospital staffs declined and wage
growth slowed dramatically from 1983 through
1985 (15). Beginning in 1985, however, hospital
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Capital-related costs
8%

Labor costs Non-labor costs

54% 38%

SOURCES:J.K. Iglehart, “The American Health Care System,” The New
England Journal of Medicine 329(5):372-376, 1993; Prospective Pay-
ment Assessment Commission, Medicare and the American Health
Care System. Report to the Congress (Washington DC: ProPAC, June
1994).

employment again climbed steadily, with the
number of full-time-equivalent employees in-
creasing from 3 million to 3.5 million between
1981 and 1991 (6,15). According to Iglehart (6),
more staff was required to care for sicker patients
admitted for inpatient care and to handle the in-
crease in outpatient business. Preliminary data in-
dicate, however, that hospitals were more conser-
vative in their hiring in 1992 and 1993 (15).

❚ Operating Expenditures
Spending for acute care hospitals (both inpatient
and outpatient care) totaled $268.9 billion in
1991, constituting a 12.1 percent growth over
1990 levels. Unusually large increases in Medic-
aid payments to hospitals of almost 50 percent ac-
counted for much of the growth. In 1991, commu-
nity hospital expenditures accounted for 33
percent of national health expenditures and 4.4
percent of the U.S. gross domestic product (8).

The rate of growth in inflation-adjusted total
and inpatient hospital expenditures slowed signif-

icantly during the mid- 1980s, but outpatient ex-
penditures continued to rise at a high rate through-
out that period. In addition to rapid growth of
private managed care systems, changes such as
Medicare’s adoption of PPS, Medicare’s and
Medicaid’s liberalization of coverage rules for
nursing home and home health services, greater
utilization review of inpatient procedures, and
emerging forms of technology that favor the out-
patient setting have fostered a strong shift in ser-
vices from inpatient acute care settings to less ex-
pensive outpatient care sites (15). (Outpatient
sites include outpatient care provided in hospitals,
doctors’ offices, freestanding health care centers,
and nursing homes and home care.) In 1984 only
half of all community hospitals had outpatient de-
partments; by 1991 that proportion had risen to 87
percent (6). In 1981 only 16 percent of surgical op-
erations were performed in an outpatient setting,
but that figure had risen to 52 percent a decade lat-
er (6). Payments for nursing facilities, home
health agencies, and physicians’ services in-
creased at higher rates than did payments for inpa-
tient hospital care (15).

According to ProPAC, substitution of outpa-
tient services for inpatient services is not the only
reason for the growth in outpatient expenditures
(15). Some of the increase is due to greater patient
demand for new technologies that have made out-
patient procedures less costly, less time consum-
ing, and less invasive for patients.

HOSPITAL CAPITAL COSTS

❚ Relationship of Capital and Operating
costs
Operating and capital expenses have a direct

relationship in U.S. hospital financing. Capital
depreciation amounts and interest expenses are
frequently reimbursed by third-party payers
through their payments for hospital services, al-
though that arrangement is changing. Additional-
ly, even though capital represents in the aggregate
less than 10 percent of total U.S. hospital costs,
capital expenditures may generate additional op-
erating costs. For instance, when a hospital de-
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cides to expand its capacity by opening new beds
or a new specialty unit, it must often employ more
people to staff those beds. The full long-term ef-
fect of U.S. hospital capital investments on oper-
ating expenses is not completely understood (2).

❚ Capital Financing ModeI
As with hospital operating costs, there is no single
financing mechanism for hospital capital invest-
ments. All U.S. third-party payers contribute in
varying proportions to the cost of hospital capital
spending. Under cost-based reimbursement, capi-
tal expenses for property, plant, and equipment are
passed through to patient charges by including in
the billed amount both capital depreciation
amounts and interest expense on debt. However,
cost-based reimbursement is increasingly being
phased out as a method for paying hospitals. Pro-
spective payment methods, which are growing,
restrict the ability of hospitals to fund unlimited
capital purchases; for the most part, these limita-
tions are only now beginning to be felt by hospi-
tals.

When Medicare adopted PPS, capital costs
were excluded from the formula, retaining their
pass-through status. Until 1992, Medicare reim-
bursed hospitals for the “reasonable” cost of new
medical equipment by allowing them to bill for
depreciation, interest payments, and lease or rent-
al expenses. Medicare’s share of hospital capital
costs was determined by its share of inpatient
days. For instance, Medicare paid half of a
100-bed hospital’s reasonable capital costs even if
only two beds were occupied all year, as long as
one of those beds was occupied by a Medicare pa-
tient (5). That payment arrangement essentially
provided a federal subsidy for acquisition of new
equipment and encouraged hospitals to substitute
capital equipment for operating expenses such as
labor. Policymakers also feared that Medicare’s
capital reimbursement method paid for excess in-
patient capacity and discouraged hospitals from
decreasing unused beds (5).

To phase in their inclusion in DRG payment
calculations, the proportion of new capital costs
that could be directly passed through charges de-

creased over several years prior to 1992. Begin-
ning in 1992, Congress established a new method
of paying for capital costs through Medicare (to be
phased in over a 10-year period) that added a fixed
capital cost payment to each DRG payment. Hos-
pitals that spend more on capital investments no
longer receive higher payments from Medicare to
cover these capital costs; thus, a financial incen-
tive to introduce expensive technologies that do
not reduce longer term hospital costs has been re
moved (14). Other payers may increasingly re-
strict the amount of capital spending that they will
reimburse under prospective payment methods.

Determining Capital Requirements
Each hospital in the United States determines its
own capital needs (within regulatory confines)
through a capital budgeting process. Capital
budgeting is ongoing and linked to the strategic
planning of an institution, but it is usually not
summarized separately in the hospital’s annual
budget. Each hospital carefully analyzes the costs
and benefits of a capital project, choosing among
competing demands. Expenditures for replace
ment capital usually do not undergo a lengthy de-
cisionmaking process, as they are often viewed as
essential for continuing operations.

Medical staff demands for capital are a unique
problem for U.S. hospitals. Because physicians
are typically not employees of any one hospital,
they are free to treat their patients at whichever
hospital offers the best facilities. Administrators
face pressure from staff physicians to invest in
new technologies and hospital bed capacity. Al-
though physicians strongly influence a hospital’s
profitability, they generally do not have a long-
term financial interest in the hospital itself. Corn--
petition for physicians has encouraged hospitals
to purchase expensive medical technologies, fur-
ther driving up health care costs in the United
States.

There is no collective planning process for the
allocation of capital among or within hospitals.
Few state governments exert direct control over
the capital decisionmaking process, although rate
setting by states and other payers may limit the
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profitability of hospitals, which in turn affects the
amount of retained earnings available to fund cap-
ital projects. In the past, cost-based reimburse-
ment payment encouraged capital spending by
mitigating the risks involved with hospital in-
debtedness. However, prospective payment has
increased those risks, as hospitals may have a
more difficult time recovering capital costs
through charges to patients.

There are currently no fixed guidelines govern-
ing the purchase of capital equipment in privately
owned hospitals. Many public hospitals are sub-
ject to governmental contracting procedures that
require competitive bids for the provision of prod-
ucts or services. Public hospitals are usually al-
lowed to raise private funds for capital purchases
through bond issues, although often an indepen-
dent authority is created to raise and administer
such funds. Public and private hospitals indepen-
dently purchase and use capital equipment but are
free to arrange shared purchase agreements.

The most prominent attempt by the federal
government to control the introduction, diffusion,
and allocation of hospital capital is generally per-
ceived to have failed its mission. In 1974 Con-
gress passed the National Health Planning and Re-
sources Development Act, which required each
state to establish a mechanism for reviewing and
approving hospital purchases of expensive
technologies and other capital expenditures
through a certificate-of-need (CON) process as a
condition for obtaining federal money. States
were directed to design health planning programs
that created comprehensive, areawide health plans
and to establish CON programs to review and ap-
prove capital expenditures. Some states, such as
California, had very permissive CON programs;
others established rigorous limits within their
states and, in some cases (e.g., New York), states
combined the CON program with hospital rate
regulation.

The perception is widespread that CON laws
failed to control health care costs and were usually
ineffective in promoting the rational introduction
and use of new technology. CON efforts to control
the supply of acute care beds may have been more
successful, and more stringent programs may

have affected some technologies. For example,
CON programs have been credited with slowing
the purchase of magnetic resonance imagers
(MRIs) in hospitals but not the total number of
MRI facilities. In New York state, regulatory poli-
cies related to cardiac surgery facilities may have
reduced inappropriate procedures (16).

One problem with the state CON programs is
that the agencies that approved CON applications
did not control the actual allocation of capital
funds and thus lacked the proper incentives to take
account of the aggregate amount of expenditures
approved when considering new applications.
Many of the programs were highly political and
subject to manipulation by special interests. In ad-
dition, CON laws applied to purchases of hospital
equipment but did not apply to medical technolo-
gies in outpatient settings. Because of the relative
ineffectiveness of the CON process and the elimi-
nation of federal funding in 1986, many states
abandoned or substantially weakened the process,
although about 30 states have continued without
federal support (15,18).

Sources of Capital Funds
Individual hospitals determine their need for
funds and desired method of funding capital with-
in the confines of current reimbursement methods
and the law. Once a hospital has identified a need
for capital, it must seek financing from retained
earnings, from charitable contributions, or
through borrowing in private financial markets. In
the U.S. hospital industry, approximately 50 per-
cent of assets are financed through equity and 50
percent through debt. Equity capital is generated
either through the retention of the hospital’s prof-
its or through charitable contributions. Long-term
debt financing is available from at least four major
sources: tax-exempt revenue bonds, Federal
Housing Administration insured mortgages, pub-
lic taxable bonds, and conventional mortgage fi-
nancing.

A large influence on capital spending is the
availability of funds, either through excess reve-
nues or from investors. To obtain debt financing,
hospitals must maintain a certain level of financial
performance as measured by various ratios of as-
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sets to liabilities or income to expenses. Investors
often specify the required levels for these ratios in
covenants that are included in the bond contract.
Some types of funding also require the creation of
fund balances in escrow accounts to be held by the
bond trustee, usually equal to at least one year’s
worth of principal and interest payments.

The sources of payment for capital funds for
hospitals are roughly proportional to those of op-
erating expenses, as charges for hospital services
incorporate costs for interest and depreciation.
The exception is that many nonprofit hospitals
seek philanthropic donations to support capital
improvements. In 1991, private philanthropic
donations accounted for only 4.9 percent of capi-
tal expenditures, however.

❚ Capital Expenditures
Estimates by the Health Care Financial Manage-
ment Association place capital spending at 10 per-
cent of U.S. hospital expenditures annually. In
1991, approximately $27 billion was devoted to
capital spending, including both plant and equip-
ment. Between 1985 and 1989, inflation-adjusted
capital expenditures increased greatly (3). The
value of real fixed capital in hospitals grew 6.9
percent per year from 1976 to 1987, compared to
only 3.5 percent yearly for the gross stock of fixed
private, nonresidential capital for the U.S. econo-
my as a whole (12).3 From 1980 to 1987, capital

costs grew substantially faster than operating
costs, thus contributing more to total hospital
costs (12). Since 1987 the ratio of capital costs to
total hospital costs has declined slightly.

HOSPITAL INDICATORS AND TRENDS
Reflecting continued pressures to reduce inpatient
costs, inpatient admission rates, procedures, and
lengths of stay declined over the most recent dec-
ade, as did the number of community hospitals
and patient beds (6,18). According to the Ameri-
can Hospital Association, the total number of in-
patient days fell between 1981 and 1991 as annual
admissions to community hospitals dropped from
36.4 million to 31.1 million and the average
length of stay declined from 7.6 days to 7.2 days
(6) (table 8-4). In response to the decreased use of
inpatient beds, between 1980 and 1992 approxi-
mately 8 percent (642) of community hospitals
were either closed or acquired by other hospitals
(6). The number of beds staffed for use in U.S.
hospitals subsequently fell from 988,000 in 1980
to 933,000 in 1990, a 6.2 percent decline (18).
Nevertheless, the reduction in the number of hos-
pitals and hospital beds did not keep pace with the
fall in the use of inpatient services. Thus, hospital
occupancy rates decreased from an average of 76
percent of beds filled in 1980 to 61 percent in 1993
(15).

Characteristic 1981 1991 Change (in percent)

Number of hospitals 5,813 5,342 -8.1
Number of beds (thousands) 1,003 924 -7.9
Admissions (millions) 36.4 31.1 -14,7
Average length of stay (days) 7.6 7,2 -6.1
Inpatient days (millions) 278.4 222.9 -20.0
Occupancy rate (%) 76.0 66.1 -13,1
FTE employees (millions) 3.0 3.5 +16,7

SOURCE: J.K. Iglehart, “The American Health Care System,” The New England Journal of Medicine 329(5):372-376, 1993.

3 Fixed real capital is buildings, machinery, and equipment; it excludes land, working capital, and goodwill.  Gross stock is the value of fixed

real capital; net stock would subtract accumulated depreciation.
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In a reversal of earlier trends, the growth rate of
inpatient and aggregate hospital expenditures be-
gan to climb after 1987. ProPAC asserts that this
acceleration is explained in part by the greater in-
tensity of services resulting from the complexity
of inpatient cases combined with the introduction
of new technologies to treat such cases. The possi-
bilities for cost shifting among payers, which has
allowed hospitals to avoid any serious reduction
in costs, is also responsible for the return to higher
growth rates, according to ProPAC (15).

The most recent data show a somewhat im-
proved picture. According to data from the Ameri-
can Hospital Association’s National Hospital
Panel Survey, inflation-adjusted costs per ad-
justed hospital admission4 declined from a 5 per-
cent growth rate in 1992 to 1.8 percent in 1993
(15). It is not yet clear, however, whether this a
short- or long-term phenomenon, as hospital costs
often vary widely from year to year (15). The drop
might be due to public and private payers’ efforts
to contain costs or to transitory effects from the in-
tense health reform debate that took place in 1994.
Moreover, U.S. hospital costs per admission are
still higher than in most other industrialized coun-
tries (18).

FUTURE DIRECTIONS
The U.S. hospital system has myriad owners, mis-
sions for care, third-party insurers, and payment
methods for both hospital operating and capital
expenses. On the positive side, such diversity has
allowed for an enormous amount of experimenta-
tion by the federal government, as evidenced by
the use of DRGs to pay for inpatient care; by state
governments, as evidenced by the wide variety of
methods used to reimburse hospitals for Medicaid
patients; and by the private sector, as evidenced by
the growth and variety of managed care organiza-
tions. On the negative side, the complexity and
lack of uniformity probably raises hospital admin-

istrative costs above those of many other countries
(17) and makes it difficult to efficiently allocate
and use hospital resources, such as expensive
medical technologies. The variety of payers also
makes cost shifting among payers possible, blunt-
ing incentives for hospitals to contain costs and in-
crease efficiency.

Increasing and high hospital expenditures, like
all sectors of health care, combined with the large
and increasing number of uninsured people, led
President Clinton and Congress to consider major
reform of the health care system in the past con-
gressional session. Although this consideration
did not focus explicitly on constraining hospital
costs and expenditures, proposed changes to the
entire health care system undoubtedly would have
affected hospitals. The two main goals of most
congressional proposals were to control growth in
total health expenditures and to provide universal
coverage, or at least broader insurance coverage to
the population.

Although Congress ultimately did not pass any
health reform legislation, the two basic strategies
under consideration tended to lie at opposite ends
of the spectrum. One set of strategies was market
oriented, with the major strategy being termed
“managed competition.” Managed competition is
a concept that describes an environment in which
a “sponsor” (e.g., employer, government entity,
purchasing cooperative), acting on behalf of a
large group of subscribers, purchases health ser-
vices from networks of providers that compete for
members on the basis of price and quality. In re-
sponse to greater price competition, health plans
or provider networks could be expected to reduce
health care costs by using the tools of managed
care. Other components of managed competition
proposals included limitations on employer con-
tributions to the cost of low-priced plans, standard
benefit packages, community rating with open en-
rollment and limited underwriting and exclusions

4 Adjusted admissions are a measure of total patient care activity undertaken in a hospital, both inpatient and outpatient care. Adjusted ad-
missions are equivalent to the sum of inpatient admissions and an estimate of the volume of outpatient services. This estimate is calculated by
multiplying outpatient visits by the ratio of outpatient charges per visit to inpatient charges per admission (15).
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for insurance, “report cards” on health plan quali-
ty, and limits on the tax deductibility of premium
contributions. Other market-oriented proposals
included health vouchers, tax credits, or medical
savings accounts to put medical care and insur-
ance purchasing power in the hands of individual
consumers.

The other major competing proposal was a
single-payer or national health insurance ap-
proach. The single-payer approach contained in
most proposed legislation encompassed a system
of tax-financed universal coverage with govern-
ment as the sole purchaser of health services. Sev-
eral of the reforms were closely modeled after the
Canadian health care system but also included
legislated limits on the rate of growth of national
health expenditures.

The central features of current Republican pro-
posals for health system reform focus on changing
the rules for marketing insurance to individuals
and to businesses with 50 or fewer workers. Cur-
rent insurance reform proposals would prohibit
insurance companies from rejecting employers
that look like bad risks; require insurance compa-
nies to guarantee policy renewal; limit exclusion
of coverage for pre-existing conditions; and nar-
row variations in premiums charged different buy-
ers for the same insurance policy.

Absence of major reforms at the federal level
does not mean that the U.S. health care system is
standing still. Restructuring of the system by state
governments and by private insurers and provid-
ers has greatly affected, and will continue to af-
fect, health care organization, access, quality, and
financing. 

The substantial rise in state health expendi-
tures, particularly for the Medicaid program, and
the growing number of people without health in-
surance induced states to address health care is-
sues more intensely. Over the last five years, every
state has enacted some type of health reform legis-
lation. Several state legislatures recently passed
comprehensive reforms that combine cost con-
tainment and health care coverage goals. States
have also attempted to increase the purchase of
private insurance by reforming the health insur-
ance market for individuals and small businesses.

In 1993, 46 states passed some form of “small
market” reform that included guaranteed issuance
or renewal of insurance policies, community rat-
ing laws that prohibit or limit the use of health sta-
tus or prior utilization of health care services to de-
termine premiums, and encouragement of small
businesses to form purchasing pools to gain better
access to the large group insurance market (15).
Various states have reinvigorated their health
planning programs, focusing more on reviews of
major medical equipment purchases and develop-
ment of specialized services than on construction
of new facilities (15). Some states’ reforms ex-
pand Medicaid eligibility to uninsured persons,
move more people into managed care plans, or re-
configure their entire health care systems. Be-
cause several states had been waiting to see what
might occur at the federal level before proceeding
with their reforms, there is likely to be even more
activity at the state level in the coming years.

State legislation encouraging the formation of
managed care plans supports the changes in pri-
vate health care markets that have occurred at a
quick pace over the past decade. Perhaps the most
important trend affecting the future of the U.S.
health care system is the phenomenal growth of
managed care organizations and the increasing
tendency of purchasers to form large buying
groups. These purchasing groups, along with oth-
er large employer and government purchasers, ei-
ther contract selectively with managed care orga-
nizations that pay for services and arrange for the
provision of those services (e.g., health mainte-
nance organizations and preferred provider orga-
nizations) or contract directly with networks of
providers to supply health care services to the
group’s members (e.g., physician-hospital orga-
nizations).

In response to greater purchaser collaboration,
providers are increasingly cooperating to form in-
tegrated networks or systems of care that can bar-
gain with purchasing groups directly. Health care
mergers have included a great deal of restructuring
in the hospital sector during the 1980s and early
1990s. Hospitals merged with, acquired, or affili-
ated with other institutions to create larger sys-
tems to compete effectively for patients under
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managed care contracts (15). After four for-profit
hospital chains complete their mergers, the result-
ing two hospital chains will control 61 percent of
the for-profit beds in the United States, although
they will still include less than 10 percent of the
nation’s hospitals (11). Some analysts contend
that consolidation in the health industry is neces-
sary for squeezing out excess capacity among hos-
pitals and specialists and for more efficient alloca-
tion and use of expensive medical technologies;
others fear that consolidation may lead to higher
prices and less quality and choice for consumers.

Changes by private and public payers over the
last decade appear to have reduced inpatient uti-
lization of services and have had some impact on
slowing the rate of increase in inpatient costs. Al-
though hospital staffing increased in 1993, it did
not match the growth in hospital output. Hospital
staff wages and benefits grew more slowly than
wages and benefits in all industries (15). Inpatient
admission rates, procedures, and lengths of stay
have continued to decline over the most recent
decade, as did the number of community hospitals
and patient beds. Low occupancy rates continue to
be a problem, however, as the number of beds has
not declined as rapidly as hospital use. In part this
may be a consequence of hospitals’ ability to shift
costs from patients with third-party payers who
have more strict payment controls to patients with
fewer payment restraints, thereby reducing hospi-
tals’ incentives to constrain costs. The willingness
of private payers to continue to underwrite hospi-
tal cost increases may be limited, though, which
will add to the pressure on hospitals to reduce costs.

Changes in government programs and in pri-
vate health care insurance and provider markets
have also encouraged the use of less costly provid-
ers and sites of care. Care has been shifting from
inpatient acute care settings to less expensive out-
patient settings. These trends have led to substan-
tial declines in the use of hospital inpatient ser-
vices and rapid growth in spending for services
furnished in other settings. Consequently, the
share of national health spending attributable to
hospital inpatient care dropped from about 29 per-
cent in 1983 to slightly less than 24 percent in

1991. Meanwhile, the share of spending for hospi-
tal outpatient services increased from about 5 per-
cent in 1983 to 8 percent in 1991 (15).

Although hospital cost growth appears to have
slowed in 1993, it is difficult to determine whether
this is a long-term trend or only a transitory effect
of the recent health reform discussions at the na-
tional level. Overall, public and private reform ef-
forts implemented over the past decade appear to
have had only a limited impact on the upward
trend in aggregate health spending in the United
States. Although the delivery system has been re-
configured, advances in medicine continue to
drive up the demand for and costliness of care. At
the same time, rising health insurance premiums
and changes in employment patterns have resulted
in higher numbers of uninsured people (15).

Effective control of overall health care expen-
ditures may require that the set of cost contain-
ment strategies used be comprehensive in terms of
the types of services and providers covered, the
payers included, and the control of both prices and
volumes of services. Current U.S. reforms are not
moving in that direction, but are being implement-
ed on an incremental basis for specific parts of the
U.S. health care system, by individual states, or
are occurring independently within private mar-
kets. It remains to be seen whether such reforms
will solve the dual problems of health expenditure
growth and increases in the uninsured or underin-
sured population.
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