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Another Theory About Healthcare 
Expenditures and Inflation 

Refuted by the Facts

Bernard S. Bloom, PhD

Healthcare costs in the United States are back
in the daily news. The new presidential
administration is concerned because it wants

to give a prescription payment benefit to Medicare
recipients. Patients, employers, and insurers say
they are feeling the pinch of reignited medical cost
inflation in their pocketbooks. Rising prescription
pharmaceutical prices are accused this time of being
the prime culprit, with annual double-digit inflation
since 1995.1 Sadly, this is another example in which
the logic of medical practice and healthcare systems
analysis is flawless, but the assumptions are nearly
all wrong. In fact, a case can be made that real, as
opposed to nominal, expenditures for prescription
medications have declined for 50 years. The manner
in which costs are viewed is, not surprisingly, based
on one’s perspective.

In 1950, medication costs were 16% of all health-
care expenditures; by 1993, these costs had fallen to
5.6%. From 1995 on, costs of prescription pharma-
ceuticals have been the fastest growing segment of
the healthcare budget, and currently account for
about 8% of national US healthcare spending.1

Expenditures for medications have exhibited
increases and decreases as a portion of total health
costs throughout the previous 5 decades, however,
even though their long-term trend has been down.
Certainly declines cannot continue indefinitely, for
surely an asymptote will be reached, and it becomes
increasingly difficult to obtain additional reductions
in expenditures.  

Medication expenditures currently remain the
smallest portion of the national health expenditure
budget among the 4 main sectors—hospitals (33%,
near 40% a decade ago), physician care (20%, and
relatively constant over time), nursing homes (8%,
doubling since 1965), and pharmaceuticals (8%).1

This is not to suggest that inflation-adjusted prices of
individual medications have not risen, for surely
they have. At the same time, however, expenditures
for all other sectors have usually risen faster than for
pharmaceuticals during most time periods.  

Expenditure inflation in other healthcare sectors,
though, rose more slowly than for medications since
1995. The effects of managed care in reducing inpa-
tient care and length of stay have been the main
forces for moderating overall annual healthcare
inflation, and hospital sector expenditures specifical-
ly, from 1995 through 1998. Reductions of annual
inflation rates are, not unexpectedly, losing momen-
tum, and annual inflation rates in all sectors are ris-
ing again. This should not be surprising, for the same
trends occurred following 2 previous successful
efforts to reduce medical cost inflation.  President
Nixon’s price controls in 1971 and the implementa-
tion of a hospital payment system based on diagno-
sis-related groups in 1983 effected short-term
declines of annual inflation rates that lasted about 2
years and were then followed by annual inflation
increases back to historical levels. Thus, the waning
of recent inflation declines wrought mainly by man-
aged care with added impetus from employers
should not be surprising. At the same time, short-
term annual inflation reductions are not to be belit-
tled no matter how small they appear, as the lower
base from which future inflation then rises saves bil-
lions each year into the future.
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In this issue of The American Journal of
Managed Care, Chernew and colleagues2 have
countered with real data (as opposed to personal
anecdote and broadly held opinion) the erroneous
assumptions (and conventional wisdom) about caus-
es of increasing expenditures for prescription phar-
maceuticals. The authors demonstrated clearly that
recent increases of drug expenditures were due
overwhelmingly to expansion in volume and chang-
ing mix (new versus existing medications) of pre-
scriptions written and filled. Price increases
accounted for minor effects. In addition, Chernew et
al estimated quantity and price effects in the main
types of organizations: traditional fee-for-service,
preferred provider organizations, and health main-
tenance organizations (HMOs).

While some important differences were apparent
by type of organization, the overall results were con-
sistent. Between 1996 and 1998, prices for prescrip-
tion pharmaceuticals rose similarly across
organizations, between 3.5% and 4.1% over the 2-
year period; but the contributors of expenditure
increases differed by organizational type.  The tradi-
tional fee-for-service plan experienced a 17.3%
increase of pharmaceutical expenditures with near-
ly all growth due to use of new medications. Overall
quantity of prescriptions actually declined by 8.6%,
and thus substitution of new for old (core) products
was the primary driver of expenditures. 

Preferred provider organizations experienced a
30.7% increase of expenditures during the 2-year
period. Only about 15% of this increase was due to
rising prescription prices for existing medications
and approximately 85% to increased volume of pre-
scriptions filled plus use of new medications.
Number of prescriptions for existing (core) products
remained essentially unchanged.  

It was among HMOs that the most dramatic
changes were found. HMOs experienced a 34.8%
increase of expenditures with a concomitant 6.4%
increase of number of prescriptions for existing
medications. Changes in quantity and mix of pre-
scriptions accounted for about 90% of expenditure
increases, while increased prices accounted for only
about 10%.

An earlier study tantalized when it found, based
on analysis of data for only 7 disease/medication cat-
egories, that increased quantity of prescriptions far
outweighed increased prescription prices in overall

medication expenditure increases.3 The results of the
new study by Chernew et al overturn the convention-
al wisdom about the current role and relative impor-
tance of rising pharmaceutical prices. The study sets
a new standard by quantifying the distribution of
pharmaceutical expenditure increases between
prices and volume, new and existing medications,
type of healthcare delivery system, plus effects on per
member per month insurance premiums.

The results of the study by Chernew et al must
now serve as one important basis for further public
debate by government, insurers, employers,
providers, and consumers about policy options
regarding healthcare expenditures and realistic
means to control future expenditure growth. First,
we must discard our existing ill-informed opinions
about the nature and causes of increasing pharma-
ceutical expenditures. At present, prescription
prices have but a minor impact while volume of pre-
scriptions has the major effect. Second, we must
also be aware of the important proven benefits of
pharmaceuticals. Unlike any other type of medical
service, federal laws require proof of safety and effi-
cacy before any medication can be widely pre-
scribed by physicians. On the other hand, many
researchers have for years noted that upwards of
85% of all medical services are of unknown benefit.
We must consider clearly the option of stopping or
reducing use of, or ceasing payment for, interven-
tions of unknown, low, or no benefit while increas-
ing use of and payment for care of known benefit.  

We too often forget the goal of healthcare is to
improve individual and population health within
existing resource constraints, not to save money.
Efficiently allocating existing resources among ben-
eficial care first must remain our primary objective.
Providing payment for prescription pharmaceuticals
for those with insufficient income or insurance cov-
erage is easy to do, if not easy to implement. 
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