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Health care spending estimates constitute
an important public policy tool, providing a
broad look at historical trends in unique State
health care systems. The State health expendi-
ture estimates presented here detail spending
for the 50 States and the District of Columbia
Jor calendar years 1980-1998. They include
expenditure estimates for specific service types
as well as for two major sources of funding—
Medicare and Medicaid. In this article, the
authors address health care’s role in State
economies, trends in major service sectors and
payers, and factors influencing these trends.

INTRODUCTION

State health expenditure accounts
(SHEA) are measures of personal spend-
ing for health care services and products
by the State in which providers are located.
Levels of spending, growth in spending
over time, and the mix of services pur-
chased with the health care dollar vary
considerably among States and regions.
The SHEA allow researchers and State and
Federal policymakers to track broad his-
torical trends in unique State health care
systems, evaluate the effects of historical
policy decisions on the delivery of health
care services, and envision and model pos-
sible effects of future policy proposals
(Long, Marquis, and Rodgers, 1999).

The SHEA follow the definitions and
draw on many of the data sources used in
producing national health expenditures
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(NHE), although SHEA are more limited
than the NHE in that they include only per-
sonal health care (PHC) expenditures
(refer to the Definitions and Methodology
section). Expenditures for PHC include
spending for hospital care, physician ser-
vices, dentist services, other health profes-
sional services, home health care, nursing
home care, and health care products pur-
chased in retail outlets (such as prescrip-
tion drugs or over-the-counter medicines
sold in pharmacies and grocery stores, and
eyeglasses sold in optical goods stores).
Included in NHE, but not SHEA, are esti-
mates of spending for public health pro-
grams, administration, research, and con-
struction of health facilities.

In this article, we present the latest
SHEA for calendar years 1980-1998 and
update previously published estimates that
contained data through 1993 only (Levit et
al., 1995). Estimates by type of service and
by Medicare and Medicaid are presented,
as well as highlights of State-level varia-
tions in health care spending and financ-
ing. All State health expenditure estimates
can be found at http://cms.hhs.gov/stats/
nhe-oact/stateestimates.

STATE EFFORTS TO MEASURE
HEALTH SPENDING

At least 13 States (Alaska, Colorado,
Delaware, Florida, Kansas, Maryland,
Minnesota, New Mexico, New York,
Oregon, Washington, Wisconsin, and
Vermont) have created current and/or his-
torical measures of health spending.
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Several States have enacted legislation
requiring State agencies to produce health
spending reports for policymaking, and
some have authorized data collection to
provide source data for this activity.
(Legislatures in the States of Florida,
Maryland, Minnesota, and Vermont require
regular reporting on State health expendi-
tures. Maryland and Minnesota both
enacted legislation requiring providers
and/or health plans to report financial
information.) Some States have initiated
efforts to track health spending in an
attempt to create policies to reign in the
fast spending growth in their health care
markets (Alaska State Legislature, 1993;
Blewett et al., 1999). Other States noted
reasons such as a desire to understand and
analyze their own health care industry
(Colorado Department of Health Care
Policy and Financing, 1998), improve
access to care for State residents (Ratledge
and Mrozinski, 1998), improve health care
budget forecasts (Insurance, Securities
and Health Care Administration, 1999),
and gain insight into the provision of care
for special population groups (Agency for
Health Care Administration, 1999).

For State policymakers, these individual
State reports hold certain advantages over
CMS’s uniformly produced State estimates
in that the State reports frequently present
more detailed estimates of health spending
designed to meet specific health policy
needs of individual States (State of New
York Department of Health, 1995;
Washington State Office of Financial
Management, 1997; Reynis, 1998; State of
Maryland Health Care Access and Cost
Commission, 1998). Most States, however,
face severe resource and data constraints
and lack staffing continuity, making it diffi-
cult to produce and maintain their own
health spending accounts (Long, Marquis,
and Rodgers, 1999).

Although SHEA are produced primarily
for Federal policymakers, State policymak-
ers find them useful as well. For States
that produce their own estimates, SHEA
provide a point of comparison; for other
States, they augment or fill health spend-
ing information gaps. And all States bene-
fit from these internally consistent esti-
mates that utilize uniform definitions and
data sources, helping to permit reliable
comparisons among States—a goal that
individual States using different defini-
tions, data sources, and methods cannot
attain.

PROVIDER LOCATION VERSUS
LOCATION OF RESIDENCE

The estimates presented here represent
spending in the State where the provider of
a service is located. Although provider-
based estimates are useful for measuring
demand for health care in a State, they do
not accurately reflect health spending on
behalf of persons residing in that State.
Because people exit or enter the State to
receive services, estimates of spending
based on location of provider can be high-
er or lower than estimates of spending by
location of residence (Basu, 1996). For
example, CMS’s 991 provider-based esti-
mates were 10-36 percent higher than the
residence-based estimates in the District of
Columbia, Minnesota, and North Dakota,
and 11-17 percent lower than the resi-
dence-based estimates in Idaho and
Wyoming. Because of this difference, per
capita calculations will be accurate only if
the health spending of a State reflects
spending on behalf of that State’s popula-
tion, or by location of residence. Therefore,
per capita calculations based on estimates
by State of residence are not presented
here but will be presented in a future
report.
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FACTORS AFFECTING SPENDING

Although many specific factors dis-
cussed in later sections influence the level
and growth in health care spending in spe-
cific services sectors, some general factors
affect overall spending (Table 1). These
include the following:

Population

A State’s population is a large factor in
determining health spending levels. In
1998, the most populous States (California,
Texas, and New York) accounted for 26
percent of both the U.S. population and
U.S. health care spending. Between 1980
and 1998, population grew the fastest (4.4
percent) in Nevada and the slowest (-1.1
percent) in the District of Columbia, with
spending on health care exhibiting similar
differences in growth.

Age Distribution

As age increases, average spending on
health care increases. Non-institutional-
ized elderly persons age 65 or over con-
sume, on average, 6 times the health care of
people under age 18 and almost 3 times that
of people ages 18 to 64 years. (These fig-
ures are CMS tabulations of information for
the non-institutionalized population from
the 1996 Medical Expenditure Panel
Survey [Agency for Healthcare Research
and Quality, 2000].) In 1998, Alaska had the
smallest elderly share of population of any
State (6 percent), and Florida had the
largest (18 percent). In 1998, the median
age in Utah (26.7 years) was 12 years below
the median age in West Virginia (38.5
years). Shifts in the age distribution also
affect spending growth. Between 1980 and
1998, the median age of the population
increased by 5.2 years nationwide, but by
2.5 years in Utah and 8.7 years in Wyoming.

Personal Income

Income of State residents influences the
ability to purchase health care and also
reflects the cost of producing services
(through the wages and salaries of health
care workers—a primary component in the
production of health services). As the
average income across States increases in
any one year, so does the level of health
care spending. However, health care
spending per capita as a share of income
per capita tends to fall in any one year as
income rises among States because the
proportional variation among States in
income is substantially larger than the vari-
ation in health spending (calculated from
estimates in Basu, 1996). This tendency
suggests that above certain threshold lev-
els, increases in income do not result in
proportional increases in spending on
health care.

Insured Status

The uninsured and the partially insured
spend about one-half the amount on health
care as do individuals with full insurance
coverage. Part of the reason why partially
insured and uninsured persons spend less
stems from their lack of health insurance
coverage for some or all parts of the year,
compared with the fully insured, who are
covered every month of the year. In 1998,
uninsured rates varied across States from a
low of 9.0 percent in Nebraska to a high of
24.5 percent in Texas (Table 1). As one
would expect, uninsured persons also used
fewer health care services than did those
with coverage. Compared with the insured,
the uninsured received less preventive care
and were more likely to have skipped med-
ical treatments, not filled prescriptions,
postponed care, or experienced difficulty
getting medical care for a serious ailment
(The NewsHour with Jim Lehrer, 2000).
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PHC EXPENDITURES

Americans spent $S1.0 trillion on PHC in
1998 (Table 2). Spending in five States—
California, Florida, New York, Pennsylvania,
and Texas—accounted for more than 37
percent of PHC expenditures in the Nation.
Between 1980 and 1998, PHC spending
nationwide grew at a 9 percent average
annual rate. The Southeast Region expe-
rienced the fastest average annual growth
(10 percent), increasing from 20 to 24 per-
cent of U.S. health spending. (Refer to
Table 1 for a breakdown of regions.) The
slowest growing region—with an average
annual growth of 8.1 percent from 1980 to
1998—was the Great Lakes, where the
share of U.S. health spending fell from 19
to 16 percent. Among States, Nevada expe-
rienced the fastest average annual growth
in health care spending at 11.2 percent,
while the District of Columbia had the
slowest at 6.4 percent—both figures direct
reflections of these areas’ population
growth over this period.

In 1998, the Nation spent an average of
$3,760 per person on PHC expenditures.
New England led the Nation with an aver-
age PHC expenditure of $4,574, which was
22 percent higher than the U.S. average
(Table 3). The Rocky Mountain Region
continued to have the lowest per capita
health spending, and by 1998, the level
(83,147) was 16 percent below the U.S.
average.

Share of Gross State Product

Gross State product (GSP) measures the
market value of goods and services pro-
duced by labor and property located within
a State (U.S. Department of Commerce,
2000). The SHEA measure the value of
goods and services produced by the health
care industry within the State. As a share
of GSP, the SHEA provide one measure of

the importance of the health care sector in
that State’s economy. In 1998, the SHEA
accounted for almost 12 percent of GSP
nationwide (Table 4). Readers may be
more familiar with the NHE share of gross
domestic product (GDP), which was 13.5
percent in 1998 (Cowan et al., 1999). The
higher share results from differences in
definitions used in the NHE and SHEA.
NHE includes spending for public insur-
ance administration, net cost of private
health insurance, government public
health, medical research and construction,
and some spending in U.S. territories that
are not included in the SHEA.

Among States, Wyoming’s health spend-
ing as a share of its GSP was the lowest at
8 percent, while West Virginia’s share was
the highest at 18 percent. (The District of
Columbia’s health care spending as a share
of GSP was 8 percent.) Wyoming’s low
share was primarily due to lower-than-aver-
age in-State production of health care ser-
vices and a large percentage of out-of-State
health care services provided to Wyoming
residents. West Virginia’s large health
expenditure share of GSP was driven by
the health care demands of its relatively
older population and a GSP per capita that
was the lowest in the Nation in 1998.

From 1980 to 1998, health spending as a
share of GSP nationwide increased from 8
to 12 percent. During this period, health
spending as a share of GSP increased the
most (9.3 percentage points) in West
Virginia and the least (0.8 percentage
points) in the District of Columbia. The
large GSP share increase in West Virginia
between 1980 and 1998 resulted from very
slow GSP growth (4.2 percent average
annual rate), which increased at only two-
thirds the U.S. rate (6.7 percent annually).
The negligible change in the District of
Columbia’s health-spending share of GSP
resulted from that area’s slow health
spending growth (6.4 percent annually—
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United States, Selected Calendar Years 1980-1998

Table 3
Personal Health Care Expenditures per Capita and Average Annual Percent Growth, by Region:

Average

Region and State Expenditures per Capita Annual Growth
of Provider 1980 1985 1990 1995 1997 1998 1980-1998
United States $953 $1,575 $2,454 $3,335 $3,607 $3,760 7.9
New England 1,034 1,730 2,889 3,985 4,341 4,574 8.6
Mideast 1,041 1,765 2,831 3,901 4,201 4,404 8.3
Great Lakes 963 1,573 2,395 3,268 3,548 3,705 7.8
Plains 964 1,571 2,399 3,327 3,654 3,875 8.0
Southeast 827 1,419 2,315 3,231 3,547 3,688 8.7
Southwest 873 1,412 2,187 2,960 3,228 3,350 7.8
Rocky Mountains 811 1,345 2,068 2,741 3,001 3,147 7.8
Far West 1,070 1,697 2,435 3,131 3,280 3,380 6.6

SOURCE: Centers for Medicare & Medicaid Services, Office of the Actuary: Estimates prepared by the National Health Statistics Group.

slower than any other State), as the popu-
lation and the proportion of services pro-
vided to persons living in surrounding
States declined. These statistics show the
increasing importance of health care to the
economy of West Virginia and health care’s
fairly stable importance in the District of
Columbia.

EXPENDITURE HIGHLIGHTS BY
ESTABLISHMENT TYPE

Hospital Care

Hospital expenditures include spending
for all services delivered by hospital estab-
lishments. (Under the SHEA, hospital care
includes hospital-based home health care
and hospital-based nursing care.) Growth
in hospital spending has been slower than
in any other service sector, averaging 7.6
percent annually between 1980 and 1998.
At $380 billion in 1998, this sector is the
largest service provider category (Table
5). Spending for hospital services peaked
at 48 percent of all PHC spending in 1982,
before dropping to 37 percent by 1998.

Two major factors were instrumental in
shaping this trend. The diagnosis-based
prospective payment system (PPS), intro-
duced in 1983, and the many forms of man-
aged care (whose impact was greatest in

the 1994-1998 period), provided incentives
to reduce length of stay and increase effi-
ciency in services delivered in the inpatient
hospital setting. PPS and managed care
also spurred the development of technolo-
gies instrumental in transferring care from
inpatient to outpatient departments and
other ambulatory settings, where costs
were lower. As a result, many areas of the
United States were left with excess hospital
bed capacity. (Hospital occupancy rates
nationwide fell from 75 percent in 1980 to
62 percent in 1998.) This oversupply of
beds allowed managed care organizations
to negotiate substantial discounts for hos-
pital services in some areas—a major fac-
tor in slowing the growth in hospital spend-
ing (Duke, 1996).

There was more than a threefold varia-
tion in beds per capita among States in
1998, ranging from 1.9 beds per 1,000 in
Washington to 6.2 beds per 1,000 in North
Dakota (Table 1). (The District of
Columbia registered 6.8 beds per 1,000.)
States that continued to maintain a higher-
than-average number of beds per person
usually had a share of the population age
65 years and over that was greater than the
U.S. average, reflecting the higher use per
elderly person. These States also tended
to be more rural and have low health main-
tenance organization (HMO) penetration.

HEALTH CARE FINANCING REVIEW/Summer 2001/ Volume 22, Number 4 119



Table 4

Personal Health Care Expenditures, by Region and State, as a Percent of Gross State Product:
United States, Selected Calendar Years 1980-1998

Region and State of Provider 1980 1985 1990 1995 1997 1998
Percent

United States 7.9 9.0 10.7 12.0 11.7 11.6
New England 8.9 9.3 11.2 12.7 12.3 12.2
Connecticut 7.7 8.4 10.1 115 10.8 10.7
Maine 9.1 9.8 11.5 13.9 14.9 15.2
Massachusetts 9.7 9.7 11.9 13.2 12.7 125
New Hampshire 7.4 8.2 10.7 11.7 11.4 11.3
Rhode Island 10.0 11.2 12.6 14.8 14.2 14.8
Vermont 8.0 8.8 10.0 12.6 12.5 12.7
Mideast 8.3 9.3 10.8 12.4 12.0 12.0
Delaware 7.2 7.7 8.5 9.6 9.3 9.2
District of Columbia 71 8.0 8.8 8.6 8.3 7.9
Maryland 8.6 9.1 10.2 12.0 12.0 11.9
New Jersey 71 7.9 9.3 10.9 10.4 10.2
New York 8.4 9.0 10.7 12.6 121 12.1

Pennsylvania 9.0 11.5 13.1 14.2 141 141

Great Lakes 8.3 9.5 111 12.0 11.8 11.8
lllinois 8.0 8.9 10.0 10.8 10.5 10.4
Indiana 7.8 9.4 1.4 12.4 12.3 12.2
Michigan 9.1 9.8 11.6 12.2 12.3 12.1

Ohio 8.2 9.9 11.7 12.6 12.5 12,5
Wisconsin 8.3 9.4 114 125 12.6 12.6
Plains 8.4 9.6 11.4 12.6 12.4 12.6
lowa 7.6 9.1 10.8 11.8 11.6 12.1

Kansas 8.1 8.9 10.7 125 12.2 12.2
Minnesota 8.5 9.7 11.4 12.8 12.4 12.6
Missouri 9.0 10.3 12.1 12.9 12.7 12.8
Nebraska 8.1 8.9 10.5 11.5 11.5 11.8
North Dakota 8.1 10.6 14.0 16.1 15.7 15.6
South Dakota 8.5 9.8 11.6 125 13.2 13.4
Southeast 7.9 9.3 11.6 12.8 12.9 12.7
Alabama 8.7 10.1 12.8 14.3 14.8 14.6
Arkansas 8.7 10.3 12.8 13.3 13.6 13.7
Florida 9.6 11.5 13.9 14.9 14.5 14.3
Georgia 8.0 8.5 10.8 11.4 11.1 10.7
Kentucky 7.4 9.1 11.5 12.9 13.4 13.5
Louisiana 5.6 7.6 105 12.9 12.5 12.8
Mississippi 8.2 9.6 121 13.7 14.2 14.3
North Carolina 7.0 7.4 9.7 11.3 11.6 11.6
South Carolina 7.5 8.5 10.3 12.3 131 13.2
Tennessee 9.0 10.4 12.9 13.8 14.0 13.8
Virginia 7.2 7.8 8.9 9.9 9.9 9.6
West Virginia 8.3 11.2 13.9 16.6 17.4 17.6
Southwest 6.4 7.7 10.2 11.3 10.9 10.9
Arizona 8.1 9.9 124 11.8 11.2 11.0
New Mexico 5.7 7.6 10.7 10.5 10.9 11.2
Oklahoma 6.9 8.2 11.0 13.6 13.3 13.5
Texas 6.1 7.3 9.7 11.0 10.6 10.5
Rocky Mountains 6.4 8.0 10.0 10.5 10.2 10.1

Colorado 7.0 8.5 104 10.4 9.9 9.6
Idaho 6.4 8.2 9.6 10.2 11.0 11.0
Montana 6.9 9.3 12.1 13.8 141 14.3
Utah 6.7 8.1 10.3 10.4 10.0 10.0
Wyoming 3.0 4.5 5.9 7.5 7.4 8.0
Far West 7.7 8.6 9.3 10.7 10.1 9.9
Alaska 3.1 3.7 5.4 7.9 8.4 9.5
California 8.1 8.8 9.3 10.7 10.1 9.8
Hawaii 6.9 8.4 8.5 11.2 11.5 11.7
Nevada 6.9 8.4 8.9 9.1 8.8 8.9
Oregon 7.7 9.6 10.8 11.3 10.4 10.3
Washington 7.3 9.2 9.8 11.1 10.3 10.0

SOURCE: Centers for Medicare & Medicaid Services, Office of the Actuary, National Health Statistics Group.
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In 1998, Alabama, Arkansas, lowa, Kansas,
Montana, Nebraska, North Dakota,
Oklahoma, South Dakota, and West Virginia
exhibited these characteristics; in addition,
all had a larger-than-average share of PHC
spending devoted to hospital care.

The share of PHC expenditures for hos-
pital services was the lowest in the Far
West Region in 1998. This region was
dominated by spending in California,
where the hospital share (32 percent) of
PHC was the lowest in the Nation. The
HMO experience was longer running and
more pervasive in California than in any
other State, and this factor likely played an
important role in the mix of services, over-
all level of health care expenditures, and
slower-than-average PHC growth in that
State. (Analysis by the Office of the
Actuary showed a definitive shift in service
mix from hospital to physician services
when comparing data on Medicare fee-for-
service (FFS) payments with service-
specific rates submitted by HMOs partici-
pating in Medicare on their Adjusted
Community Rating forms.)

Physician and Other Professional
Services

Physician and other professional ser-
vices is a broad-based category that
includes all ambulatory medical services
provided in medical offices and clinics out-
side of hospitals and dentist offices. This
category includes offices of physicians;
HMO medical centers; freestanding ambu-
latory surgical and emergency centers;
offices of chiropractors, podiatrists,
optometrists, mental health practitioners,
therapists and other licensed medical pro-
fessionals; clinics for family planning, sub-
stance abuse, mental health and other out-
patient services; and the portion of free-
standing laboratory revenue generated
from their own billing. Fees paid by hospi-

tals to physicians for contractual work and
other services are subtracted from rev-
enues of these providers to avoid double-
counting. Spending for these services
amounted to $296 billion in 1998 or 29 per-
cent of all PHC expenditures. Annual
growth in spending averaged 13 percent
between 1980 and 1991 but slowed to an
average of 5 percent between 1994 and
1998 as a direct result of the growth in
managed care and changes in the
Medicare payment system. (By 1998, man-
aged care grew to cover 85 percent of per-
sons employed by medium and large
employers who obtained employer-spon-
sored insurance, 54 percent of persons
enrolled in Medicaid, and 17 percent of
persons with Medicare coverage.) As with
hospitals, an oversupply of physicians in
certain areas allowed managed care orga-
nizations to effectively negotiate low pay-
ment rates in exchange for access by
physicians to insured patient groups.
Consequently, spending for these services
grew from 24 to 29 percent of PHC
between 1980 and 1988 and remained at
that level through 1998.

In general, areas with higher physician
concentrations tended to have higher HMO
penetration, as in the New England and
Mideast Regions. The share of PHC spent
for physician and other professional services
was also lower than average in these regions.
In contrast, California, with its large HMO
penetration, contradicts this pattern by
spending a larger proportion (40 percent) on
physician and other professional services
than does any other State. Lower-than-aver-
age shares spent for hospital care, home
health care and nursing home services, and
prescription drugs offset this large share.
Although California’s service mix can be
expected in a market heavily dominated by
well-established HMOs, it also is indicative of
the service mix required of California’s pop-
ulation, which has a younger median age.
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Dental Services

From 1980 to 1998, spending on dental
services grew at an average annual rate of
8.1 percent (S$13 billion to $54 billion).
Dental services were the second-slowest-
growing sector behind hospital care for
this period. Growth in dental spending in
Nevada, Utah, and New Hampshire—
States in which population growth was
above the U.S. average—grew more than
10 percent on average between 1980 and
1998. However, in States where population
growth was lower than the U.S. average for
this period (States such as Michigan, Iowa,
Wyoming, and West Virginia), dental
spending growth was less than 7 percent.

Home Health Care

Expenditures for home health care
include services and products furnished by
freestanding establishments that are pri-
marily engaged in providing skilled nursing
services in the home. Establishments
delivering Medicaid-funded personal care
services in the home are also counted here.
Expenditures for home health services that
are delivered through hospital-based agen-
cies are excluded from this category and
are counted with hospital expenditures.

Home health care spending totaled $29
billion in 1998. Between 1980 and 1998,
this sector was the fastest growing compo-
nent of PHC, averaging increases of 15 per-
cent annually. The Southwest experienced
the fastest average annual growth (19.6
percent).

The home health care industry sus-
tained generally high growth through
1996, but in 1997 and 1998, growth in home
health care spending reversed, falling 2.2
and 4.0 percent, respectively. This slow-
down is largely attributed to actions affect-
ing Medicare, the payer responsible for 35
percent of all home health expenditures.

The implementation of the Balanced
Budget Act of 1997 and its Medicare
Interim Payment System, designed as a
transition between cost-based reimburse-
ment and prospective payment, reduced
the existing Medicare per visit cost limits.
Growth in home health expenditures was
also strongly affected by efforts to reduce
fraud and abuse in the Medicare program,
as evidenced by the reversal in growth
rates even before the Interim Payment
System was implemented in 1998. In addi-
tion, low health sector wages and low State
unemployment rates contributed to worker
shortages and agency closures (and thus
slower growth) in States such as New
York, Pennsylvania, and Maryland (The
National Journal Group, Inc., 2000).

The deceleration of home health care
growth can be seen most explicitly in
States such as Louisiana, Mississippi,
Tennessee, and Oklahoma—States docu-
mented as having high utilization and high
growth prior to the enactment of the
Balanced Budget Act (U.S. General
Accounting Office, 1999). For example,
Louisiana and Oklahoma each experienced
average annual growth rates of 39 percent
between 1990 and 1995, before dropping
by 12 percent and 19 percent, respectively,
between 1996 and 1998. The fluctuation in
these States’ growth was partially an effect
of the high proportion of home health
spending being financed by Medicare in
these States.

Drugs and Other Medical Non-
Durable Products

In 1998, expenditures for prescription
drugs, over-the-counter medicine, and sun-
dries grew to $122 billion, an average annu-
al increase of 10.1 percent since 1980. This
was the second-fastest-growing sector
behind physicians and other professionals.
Between 1980 and 1998, spending for
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drugs and other non-durables as a share of
total PHC increased from 10 percent to 12
percent nationwide.

Expenditure growth was fastest in the
Southeast Region between 1980 and 1998.
This region’s share of total U.S. spending
for drugs and other non-durables increased
2.3 percentage points during this time peri-
od, and its growth averaged 10.7 percent
over this period. The Far West, on the
other hand, grew more slowly. Its share of
total U.S. spending increased only 1.9 per-
centage points and experienced the slow-
est average annual growth (9.3 percent)
between 1980 and 1998.

As in 1996 and 1997, spending on drugs
and non-durables had the highest growth
rate of any PHC category in 1998 (12.3 per-
cent). This rapid increase in spending was
led by the increases in the retail purchase
of prescription drugs. Several causes are
cited as reasons. Changes in the Food and
Drug Administration’s approval process
sped the introduction of new prescription
medicines that tend to be higher priced
than drugs already on the market. As drug
companies increased spending for adver-
tising, consumer demand rose for these
new products. Additionally, private health
insurance companies were covering more
of the cost of prescription drug spending.
Finally, managed care helped to increase
access to physician services, which in turn
led to increased prescription drug utiliza-
tion (Cowan et al., 1999).

Vision Products and Other Medical
Durables

Expenditures for vision products and
other medical durables include items such
as eyeglasses, hearing aids, surgical appli-
ances and supplies, bulk and cylinder oxy-
gen, and medical equipment rentals. In
1998, spending on this category reached
$16 billion, growing at an average annual

rate of 8.2 percent since 1980. In 1998, this
was the smallest PHC category, accounting
for only 1.5 percent of all health spending.

States tending to have a larger propor-
tion of the elderly population exhibited
faster growth than States in which smaller
proportions of the population are over age
65. Nevada, New Hampshire, South
Carolina, and Florida all exhibited average
annual growth of more than 10 percent
between 1980 and 1998, while the District
of Columbia and Wyoming, with average
annual growth rates of 5.7 and 6.6 percent,
respectively, experienced the slowest
growth. Florida is ranked fourth in
durables spending, and it has the largest
percentage of its population over the age of
65 (18.3 percent in 1998).

Among the regions, the Southeast was
the fastest growing (9.3 percent) in the
durables category, while the Plains exhibit-
ed the slowest average annual growth (7.4
percent) between 1980 and 1998. The
Southeast Region’s share of U.S. expendi-
tures increased 4.0 percentage points, and
the Plains’s share dropped 1.1 percentage
points during the same period.

Nursing Home Care

Expenditures for nursing home care
include services provided in freestanding
nursing homes but do not include nursing
home services provided in long-term care
units of hospitals. Like home health care,
services provided in hospital-based nurs-
ing home care units are counted with hos-
pital expenditures.

Nursing home expenditures reached
$88 billion in 1998, increasing at an average
annual rate of 9.3 percent since 1980.
Growth slowed in 1998 to 3.7 percent, com-
pared with 13.3 percent in 1990 and 14.5
percent in 1981. Between 1980 and 1998,
spending for nursing home care grew the
fastest in the Southeast, driven by the
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growth in Florida’s expenditures (14.7 per-
cent annually). The slowest growing
region was the rural Plains, with an aver-
age annual growth rate of 8.1 percent
between 1980 and 1998.

More than one-half (58 percent) of all
nursing home expenditures are paid from
Medicare and Medicaid, and the slowdown
in overall nursing home revenue growth
has been affected by the Medicare conver-
sion to PPS. The conversion from cost-
based reimbursement to PPS started in
July 1998 and contributed to that year’s
deceleration in growth. Some other con-
tributing factors accounting for a decelera-
tion in nursing home expenditures include
declining occupancy rates, increasing
labor costs, and nursing personnel short-
ages (Saphir, 2000).

Other PHC

Expenditures for other PHC cover
spending that is not provided through
either private or public health care estab-
lishments. Other PHC services are pro-
vided through non-medical locations such
as job sites, schools, military field stations,
or community centers where delivery of
medical services is incidental to the func-
tion of the site. Although accounting for
only a small share of total health spending
(3.1 percent in 1998), other PHC has
grown 12.3 percent annually since 1980,
reaching $32 billion in 1998. The slowest
growing States (Mississippi, Indiana, and
the District of Columbia) grew at an aver-
age annual rate of less than 9 percent
between 1980 and 1998, while the fastest
growing States, experiencing average
annual growth above 16 percent, were
Oregon, Kansas, Maine, and Rhode Island.

HIGHLIGHTS BY SOURCE OF
FUNDING

Medicare and Medicaid

Medicare and Medicaid, the largest pub-
licly funded health care programs, paid for
36 percent of all health care spending in
1998, up from 28 percent in 1980. Medicare,
providing coverage for its 38 million aged
and disabled enrollees in 1998, was origi-
nally designed to pay benefits primarily for
hospital care and physician services. In
1998, combined hospital and physician
spending represented 82 percent of the
$209 billion spent by Medicare. Medicaid
largely funds hospital and nursing home
care, accounting for 64 percent of the $159
billion in Medicaid spending in 1998.
Among States in 1998, the Medicare and
Medicaid share of total health spending
was highest in New York (51 percent) and
lowest in Alaska (23 percent).

Medicare

In 1998, Medicare expenditures for PHC
increased only 2.4 percent to $209 billion—
their slowest rate since 1981 (Table 6).
From 1994 to 1998, the annual increase in
Medicare expenditures continually decel-
erated. Between 1980 and 1998, rural Plain
States such as Iowa, Kansas, Minnesota,
and North Dakota grew most slowly,
increasing at an average annual rate of 8.5
percent, compared with 10.2 percent
nationally. In the Southwest, overall
Medicare expenditures grew the fastest
during the same time period (11.8 percent
annually), as a result of faster growth in
spending on home health care and nursing
home services.
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The Medicare share of PHC ranged
from 28 percent in Florida to 8 percent in
Alaska largely because of variations in the
share of each State’s population enrolled in
Medicare. The highest concentration of
Medicare enrollees was in New England
(16 percent of total population) as well as in
Florida and West Virginia (both 19 per-
cent).

Medicaid

In 1998, Medicaid expenditures for total
PHC reached $159 million (Table 7). After
increasing 4.0 percent in 1997, Medicaid
spending grew 4.9 percent in 1998, the first
year since 1993 that growth accelerated.
Medicaid expenditures, like overall health
spending, experienced gradually slowing
growth in the early- to mid-1990s. Slowing
inflation, as well as legislation enacted to
restrict States’ use of Medicaid dispropor-
tionate share hospital (DSH) payments,
contributed to this trend. Though it bot-
tomed out in 1997 when the greatest
impact of welfare-to-work programs was
felt, spending growth increased again in
1998.

Between 1980 and 1998, Medicaid
growth was fastest (13.0 percent annually)
in the Southwest, compared with 10.9 per-
cent nationally. The Great Lakes Region
grew the most slowly (9.7 percent annual-
ly) during the same period. Historical
Medicaid expenditure growth can be par-
tially attributable to growth in the number
of eligible enrollees. Average annual
growth in Medicaid recipients was 6.9 per-
cent in the Southwest between 1980 and
1998, compared with 3.8 percent nationally.
Growth in the number of Medicaid recipi-
ents was slower in regions such as the
Mideast, Great Lakes, and New England
during this same period.

Medicaid expenditures represented 16
percent of total PHC spending nationally in

1998, with New York having the highest
share (31 percent) and Nevada the lowest
(9 percent).

DEFINITIONS AND METHODOLOGY
Health Account Structure

The structure of the SHEA parallels that
of the NHE accounts. The SHEA use the
same definitions and, to the extent possi-
ble, the same data sources as does NHE
(Lazenby et al., 1992). For health services,
this structure clusters spending according
to the establishment providing those ser-
vices.! For retail purchases of medical
products, it groups spending according to
product classification. Thus, the SHEA are
establishment-based, grouping services
together according to place of service or of
product sale, rather than according to type
of service.

The Federal Government maintains an
establishment-based structure for data col-
lection codified in the Standard Industrial
Classification (SIC) Manual (Office of
Management and Budget, 1987). This SIC
structure (Table 8) forms the basis for the
health establishment categories used in
SHEA by defining activities that are prima-
ry to these establishments. In 1997, SIC
was replaced by the North American
Industrial Classification System (NAICS)
(Office of Management and Budget, 1997)
(Table 9).

The newer NAICS is designed to capture
the evolving structure of the economy and
to group establishments into common clas-
sifications based on similar inputs to the
production process. For the health care
and social services industry, NAICS is also

1The U.S. Census Bureau uses accurate and complete informa-
tion on the physical location of each establishment to tabulate
the census data for the States. If a provider did not provide
acceptable information on their physical location, location infor-
mation from Internal Revenue Service tax forms was used as a
basis for coding geographic area.
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Table 8
Selected 1987 Standard Industrial Classification Numbers

Industry Group

Number Industry

801 Offices and Clinics of Doctors of Medicine

802 Offices and Clinics of Dentists

803 Offices and Clinics of Doctors of Osteopathy

804 Offices and Clinics of Other Health Practitioners

805 Nursing and Personal Care Facilities

806 Hospitals

807 Medical and Dental Laboratories

808 Home Health Agencies

809 Miscellaneous Health and Allied Services, Not Elsewhere Classified

SOURCE: (Office of Management and Budget, 1987.)

Table 9
Selected 1997 North American Industrial Classification System Numbers

Industry Group

Number Industry

62 Health Care and Social Services

621 Ambulatory Health Care Services

6211 Offices of Physicians

6212 Offices of Dentists

6213 Offices of Other Health Practitioners

6214 Outpatient Care Centers

6215 Medical and Diagnostic Laboratories

6216 Home Health Care Services

6219 Other Ambulatory Health Care Services

622 Hospitals

6221 General Medical and Surgical Hospitals

6222 Psychiatric and Substance Abuse Hospitals

6223 Specialty (Except Psychiatric and Substance Abuse) Hospitals
623 Nursing and Residential Care Facilities

6231 Nursing Care Facilities

6232 Residential Mental Retardation, Mental Health and Substance Abuse Facilities
6233 Community Care Facilities for the Elderly

6239 Other Residential Care Facilities

624 Social Assistance

SOURCE: (Office of Management and Budget, 1997.)

structured to capture a continuum of med-
ical and social care that often blends seam-
lessly from one type of facility to another.
For example, the structure transitions
from the most acute medical care facilities,
such as offices of physicians and hospitals,
to non-acute medical care facilities, such as
nursing homes, to those facilities providing
little or no medical care, such as certain
residential facilities and those offices pro-
viding social services only.

The transition between SIC and NAICS
is important because some of our data
sources continue to be collected based on
SIC, while other data employ the newer
NAICS. For consistency and continuity, we

group the SHEA according to the SIC
structure and merge together NAICS clas-
sifications to equivalent SIC groupings
wherever possible.

However, using different classification
systems over time to collect data does
introduce special problems into the estima-
tion of State health expenditures. SIC and
NAICS structures are not identical, and
individual SIC categories in one structure
do not map directly into NAICS categories.
For example, some establishments not pre-
viously defined as health establishments in
the NHE are now included as health care
and social services in NAICS (NAICS 62191,
Ambulance; NAICS 62322, Residential
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Mental Health and Substance Abuse
Facilities; NAICS 623312, Homes for the
Elderly; NAICS 6239, Other Residential
Care Facilities; NAICS 624, Social
Assistance). In addition, some parts of
health care establishment categories are
switched from one category to become
part of another. This shift occurs for cer-
tain clinics that were previously classified
as Offices and Clinics of Doctors of
Medicine (SIC 801) but are now grouped
with certain other SIC 809 clinics under
NAICS 6214 (Outpatient Care Centers).
Such switches interrupt the definitional
continuity of a data series and present
unique challenges in devising methods to
realign information to maintain that conti-
nuity. In these SHEA, we have realigned
data from NAICS to SIC so as not to intro-
duce any changes solely as a result of dif-
ferences in classification systems. Because
we could not maintain continuity for the
categories of physician and other profes-
sional services, we have combined the esti-
mates of spending for services in these
establishments, which we previously
reported separately.

For health expenditure accounting, this
establishment-based structure of SHEA
allows us to tap a wealth of State-level
information collected by the Federal
Government for other purposes. This
structure also makes comparisons among
States possible by ensuring uniformity in
concepts, collection methods, and data pro-
cessing across States. When individual
States create their own health accounts
using different concepts and data sources,
such comparisons among States become
more tenuous.

Although collecting data by establish-
ment type eases the data collection burden
and increases uniformity in definitions, it
does not permit the accounts to measure
spending for specific services. This is
especially true for several health care

establishment types that produce a variety
of services. For example, hospitals pro-
duce inpatient and outpatient hospital ser-
vices but may also operate nursing home
units and/or home health agencies
(HHASs) under the same organizational and
establishment structure. Therefore, this
establishment-based structure may not
meet all the analytical needs of researchers
and policymakers who wish to track deliv-
ery of specific services.

For establishment-based expenditures,
spending is located in the State of the
provider rather than in the beneficiary’s
State of residence. Because people are
able to cross State borders to receive
health care services, health care spending
by provider location (which we present in
this article) is not necessarily an accurate
reflection of spending on behalf of persons
residing in that State. Therefore, comput-
ing per capita health spending using State-
of-provider expenditure data and resident
population is not advised because of the
misalignment between State of provider
and State of residence. In the next phase of
SHEA, we will estimate border-crossing for
health care services and apply these esti-
mates to our State-of-provider expendi-
tures, which will produce expenditures
based on location of beneficiary residence.
We will produce per capita expenditures,
as well as interstate comparisons of spend-
ing, that are similar to those produced ear-
lier (Basu, 1996).

For all SHEA estimates, distributions of
expenditures by State are controlled to
NHE totals. However, U.S. expenditure
totals presented in corresponding SHEA
tables will differ occasionally from NHE
totals (Levit et al., 2000; Cowan et al., 1999).
This difference is due to spending in U.S.
territories and for government spending in
foreign nations (for example, U.S.
Department of Defense spending for health
care facilities on foreign military bases).
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The following sections contain further
detail on the data sources and methods
used to produce expenditure estimates by
establishment type and for two large public
sources of funding, Medicare and
Medicaid. Throughout these sections, we
refer to categories of data produced by
government agencies for different health
establishment types. The sources of these
data are business receipts and revenues for
taxable and tax-exempt establishments
from the 5-year Census of Service
Industries (CSI) (U.S. Bureau of the
Census, 1997); resident population (U.S.
Bureau of the Census, 2000a); wages and
salaries (U.S. Bureau of Labor Statistics,
1999); and business receipts for sole pro-
prietorships, partnerships, and corpora-
tions from the Business Master File
(BMF) (U.S. Internal Revenue Service,
1977-1997).

Hospital Care

Hospital care expenditure estimates
(SIC 806/NAICS 622) reflect spending for
all services that are provided to patients
and that are billed by the hospital.
Expenditures include revenues received to
cover room and board, ancillary services
such as operating room fees, services of
resident physicians, inpatient pharmacy,
hospital-based nursing home care, care
delivered by hospital-based HHAs, and
other services billed by the hospital. We
exclude expenditures of physicians who
bill independently for services delivered to
patients in hospitals. These independently
billed physicians are included in the physi-
cian sector.

We estimate non-Federal hospital
expenditures using American Hospital
Association (AHA) Annual Survey (1998)
data that capture information from regis-
tered and non-registered hospitals in the

United States. To meet the definitions of
SHEA, we modify AHA data in four ways.
First, we combine data from each year’s
survey to create a longitudinal file contain-
ing one multiple-year record for each hos-
pital. Second, we impute hospital revenues
from expense data using revenue-to-
expense ratios provided by the AHA.
Third, we convert the individual hospital’s
imputed accounting year revenues to a cal-
endar year basis. Finally, when complete
calendar year data are not available for a
facility through the most current period,
we extrapolate the latest available data
using patterns of acceleration and deceler-
ation observed in AHA (1999b) National
Hospital Panel Survey data.

To estimate spending in Federal hospi-
tals, we use data either from the Federal

agencies that administer those facilities or
from the AHA.

Physician and Other Professional
Services

For reasons stated earlier, we have
grouped physician services with other pro-
fessional services in these SHEA. We esti-
mate the combined expenditures for med-
ical and osteopathic physician services and
other professional services (SICs 801, 803,
804, and 809/NAICS 6211, 6213, 6214, and
parts of 6219) in five pieces: (1) expendi-
tures in private physician offices and clinics,
specialty clinics,? and miscellaneous health
and allied services;3 (2) fees of indepen-
dently billing laboratories; (3) professional
fees received by physicians from hospitals;
(4) expenditures for the services of licensed
professionals; and (5) spending for Medicare
ambulance services.

2 Specialty clinics include alcohol and substance abuse outpa-
tient clinics, mental health clinics, outpatient rehabilitation clin-
ics, respiratory therapy clinics, and kidney dialysis centers.

3 Miscellaneous health and allied services include blood banks
and donor stations, health screening services, childbirth prepa-
ration classes, and insurance physical examination services.
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Expenditures in private physician offices
and clinics, specialty clinics, and miscella-
neous health and allied services are based
on State distributions of business receipts
from taxable establishments and on rev-
enues from tax-exempt establishments, as
reported in the 1977, 1982, 1987, 1992, and
1997 CSI. To estimate the distribution of
expenditures among States between census
years, we use growth in business receipts of
sole proprietorships, partnerships, and cor-
porations for taxable establishments; for
tax-exempt establishments, we use growth
in population. These distributions are then
separately scaled to national totals. To esti-
mate the 1998 distribution of expenditures
in taxable establishments, we extrapolate
using growth in wages and salaries in
offices and clinics of medical and osteopath-
ic physicians, specialty clinics, and miscella-
neous health and allied services. For tax-
exempt establishments, we extrapolate
using growth in population to obtain the
1998 distribution of spending among States.
These distributions are also separately
scaled to national totals.

We separately estimate independently
billing laboratory expenditures, and we
base our distributions by State on business
receipts in taxable physician establish-
ments from the BMFE. These amounts are
scaled to national totals and are added to
the physician and other professional ser-
vices estimates.

We reduce expenditures in physicians
and other professionals for each State by
the amount of professional fees paid by hos-
pitals to physicians. Based on professional
fee expenses from the AHA Annual
Surveys for 1980, 1985, and 1990-1993, we
distribute professional fees to the States.
Using AHA community hospital revenues,
we estimate expenditures by State for inter-
vening years and for 1994-1998 through
interpolation and extrapolation techniques.
Finally, we scale the results to U.S. totals.

To estimate expenditures for the ser-
vices of licensed professionals such as chi-
ropractors, optometrists, podiatrists, and
independently practicing nurses, we use
CSI and BMF data, just as we do for taxable
physician offices and clinics, specialty clin-
ics, and miscellaneous health and allied ser-
vices. (There are no tax-exempt establish-
ments for licensed other professionals.)

Finally, we use Medicare data to esti-
mate spending for Medicare ambulance
services.

Dental Services

Expenditures in Offices and Clinics of
Dentists (SIC 802/NAICS 6212) are based
on State distributions of business receipts
from taxable establishments reported in
the 1977, 1982, 1987, 1992, and 1997 CSI.
(No tax-exempt dental offices and clinic
establishments report in the CSI.) We esti-
mate State distributions for intervening
years using business receipts from the
BMF for sole proprietorships, partner-
ships, and corporations. To estimate State
distributions of 1998 spending, we extrapo-
late the 1997 CSl-based estimates using
growth in wages and salaries in dental
offices. For all years, distributions are
scaled to national totals.

Home Health Care

We base expenditure estimates for care
provided in freestanding HHAs (SIC
808/NAICS 6216) on revenue estimates for
taxable businesses and on receipt informa-
tion from the CSI for tax-exempt business-
es. Because a separate SIC for HHAs (SIC
808) was first created with the release of the
1987 SIC, data for this service category are
available for 1987, 1992, and 1997 only and
serve as a benchmark for private spending
on freestanding home health services by
State. Comparing Medicare reimbursements
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for government-owned HHAs with Medicare
reimbursements for all ownership types of
HHAs, we develop separate estimates of
spending for government-supplied home
health services (not surveyed by the CSI)
for 1987, 1992, and 1997. We then sum
expenditures for services from government
and private HHAs. Next, using expendi-
tures for home health services paid by
Medicare and Medicaid, we interpolate and
extrapolate estimates for 1980-1991. For
1993-1996, we interpolate CSl-based spend-
ing using the growth in private and govern-
ment wages and salaries paid by home
health care establishments. For 1998
expenditures by State, we extrapolate using
the growth in private and government
wages and salaries paid by home health
care establishments. Finally, we control our
State distributions to national estimates of
freestanding home health expenditures.

Drugs and Other Medical Non-
Durable Products

We estimate this category in two parts:
spending for prescription drugs and spend-
ing for non-prescription (over-the-counter)
medicines and sundries. For both parts,
we base our estimates on retail sales data
reported in the 1977, 1982, 1987, and 1992
Census of Retail Trade, Merchandise Line
Sales (U.S. Bureau of the Census, 1998).
We interpolate distributions for interven-
ing years using population data.

In the case of prescription drugs, we
estimate expenditures for 1995 and later
using State data reported in the 1997, 1998,
and 1999 Retail Prescription Method of
Payment Report (IMS Health, 1997-1999),
and for 1993 and 1994, we interpolate
between the census and IMS data sources.
For non-prescription drugs, we extrapolate
for years 1993-1998 using population data.
In both cases, we scale distributions to
national totals.

Vision Products and Other Medical
Durables

Using State data from the Census of
Retail Trade for 1977, 1982, 1987, and 1992
(U.S. Bureau of the Census, 1998), we esti-
mate expenditures for optical goods sold in
retail establishments. To estimate optical
goods sales that occur in optometrist
offices, we use optometrist offices’ business
receipts from the 1977, 1982, 1987, 1992,
and 1997 CSI. We rely on population statis-
tics to extrapolate and interpolate estimates
of optical sales for years when actual retail
sales are not available. Finally, distributions
by State are scaled to national totals.

Nursing Home Care

Expenditures for care provided in free-
standing nursing homes include services
delivered in Nursing and Personal Care
Facilities (SIC 805/NAICS 6231, part of
6232 and part of 6233) but do not include
nursing home services provided in long-
term care units of hospitals. (Nursing
home services provided in hospitals are
contained in the hospital estimates.) We
prepare estimates for four facility types:
private nursing homes, State and local
nursing homes, nursing homes operated
by the U.S. Department of Veterans Affairs
(DVA), and intermediate care facilities for
the mentally retarded (ICFs/MR).

To estimate spending in private facili-
ties, we use revenues for taxable business-
es, and for tax-exempt businesses, we use
receipts that are collected in the CSI for
1977, 1982, 1987, 1992, and 1997. We inter-
polate and extrapolate revenues and
receipts by State using wages and salaries
paid in private nursing home establish-
ments. To estimate expenditures in gov-
ernment nursing homes, we inflate wages
and salaries to revenues for State and local
government nursing facilities. We estimate
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spending for nursing home care in DVA
facilities from State-specific data furnished
by DVA. To estimate spending for
ICFs/MR, we use Medicaid expenditures
for nursing home care in ICFs/MR report-
ed by State Medicaid agencies on Form
HCFA-64 (Health Care Financing Admini-
stration, 1980-1998). For each facility type,
distributions by State are scaled to national
totals.

Other PHC

Privately funded other PHC consists of
industrial inplant services provided by
employers for the health care needs of
their employees. These services may be
furnished either on-site or off-site. We esti-
mate expenditures for industrial inplant
services using the number of occupational
health nurses (American Nurses’ Associa-
tion, 1979; Health Resources and Services
Administration, 1985, 1993, and 1997) and
average annual wages in the health ser-
vices sector (U.S. Bureau of Economic
Analysis, 1929-1997).

Public expenditures include Medicaid
and States’ general medical assistance
spending for health screening services,
certain home and community-based
waivers, case management, and trans-
portation services. Also covered in this
category are expenses for shipboard facili-
ties and field stations operated by the U.S.
Department of Defense; expenditures for
certain services funded through State and
local maternal and child health programs;
school health programs; and Federal
agency programs targeting veterans, mili-
tary personnel, Native Americans, and per-
sons with drug or alcohol dependency or
mental health-related problems. We use
agency-supplied data to estimate govern-
ment spending for each other PHC pro-
gram.

Medicare

We estimate FFS Medicare spending
based on the State-of-provider payments
recorded in Medicare’s National Claims
History (NCH) files (Health Care Financing
Administration, 1991-1993, 1996). These
detailed claim records, which were tabulat-
ed for 1991-1993 and 1996 only, permit us
to assemble expenditures for each SHEA
service category. Using unpublished tabu-
lations of Medicare reimbursements by
State for separate Medicare program ser-
vice categories, we extrapolate payments
for each type of service from 1980-1990,
1994-1995, and 1997-1998. When State-of-
provider data are unavailable, we perform
extrapolations using State-of-beneficiary
reimbursement information. Finally, we
adjust State distributions for each year to
equal NHE expenditure estimates.

We separately determine Medicare esti-
mates for services provided to Medicare
enrollees in managed care plans. Based on
information from Adjusted Community
Rating forms submitted to CMS, we obtain
capitated Medicare payments by type of
service. We then distribute the service
totals to each State.

Medicaid

Our Medicaid estimates include both
Federal and State-reported funds. Addi-
tionally, because of the nature of the
Medicaid program, in which States pay
only for residents of their State, we assume
that Medicaid estimates primarily reflect
spending by State of residence.

We base our calendar year Medicaid
estimates on the fiscal year Medicaid State
Financial Management Reports (Form
HCFA-64) (Health Care Financing Admini-
stration, 1980-1998) that are filed by the
State Medicaid agencies. The HCFA-64s
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show total and service-specific program
expenditures. However, we adjust report-
ed program data to fit the estimates into
the framework of SHEA. The first adjust-
ment splits home health care spending into
two parts: (1) expenditures flowing to hos-
pital-based home health care establish-
ments, and (2) expenditures flowing to
freestanding home health care establish-
ments. This split is based on ratios sup-
plied from Medicare program data. We
remove the hospital-based home health
care estimate from Medicaid home health
care expenditures and add that estimate to
Medicaid hospital care expenditures.

The Medicaid nursing home estimate
includes expenditures for freestanding
nursing homes and nursing home
ICFs/MR. Another adjustment removes
expenditures flowing to hospital-based
nursing homes from Medicaid nursing
home spending and includes them with
Medicaid hospital expenditures. We also
remove hospital-based ICF/MR spending
from Medicaid nursing home expenditures
and add the hospital-based ICF/MR spend-
ing to Medicaid hospital expenditures.

For the purposes of the SHEA, we
exclude part of Medicaid DSH payments to
hospitals. These partial DSH payments are
offset either by taxes and donations paid
by the receiving facilities or by intergov-
ernmental transfers from the receiving
facilities and State governments. Such pay-
ments are excluded because they do not
contribute additional State funds to overall
hospital operations (Coughlin, Ku, and
Kim, 2000).

We then estimate the administrative
expenses of Medicaid managed care
providers. We multiply Medicaid premi-
ums by national ratios of benefits to premi-
ums for HMOs and non-HMO private
health insurance plans to obtain an esti-
mate of Medicaid managed care benefits.
We subtract these managed care benefits

from total Medicaid managed care expen-
ditures to determine the administrative
cost of Medicaid managed care, which we
then add to Medicaid administrative expen-
ditures.

Finally, we allocate Medicaid managed
care premiums among services in a manner
similar to the way we allocate FFS expendi-
tures for acute care services. Sometimes
spending for certain categories such as
drugs are “carved out” of HMO premiums
and are administered separately. (Medicaid
agencies frequently carve out drug benefits
to retain rebates that some manufacturers
are mandated to pay. If drugs are not carved
out of the HMO premium, the HMO can
negotiate their own rebates with the manu-
facturer.) We remove drugs from the HMO
premium allocation for all known cases of
drug carve-outs.

CONCLUSION

The health care sector is an important
part of most States’ economies, accounting
on average for S$1 out of every $9 of goods
and services produced. The demand for
services in a State varies for many reasons,
including population size and demograph-
ics, insurance status and income, the gen-
erosity of public health care programs, and
the extent to which services are exported
or imported to residents of other States.
The cost of providing these services varies
as well and is influenced by the extent of
HMO and other managed care penetration
and the supply of providers and facilities.
The complex interactions of these and
other factors have created many unique
natural experiments in subnational juris-
dictions across the United States.

As the costs of providing services and
products to an increasingly aged and unin-
sured population rise, each State will face
special challenges. These challenges may
involve funding care for Medicaid and the
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uninsured in the State, determining the
most appropriate way to supply chronic
and rehabilitative services to an aging pop-
ulation, regulating insurance premium
growth, or providing incentives to close
excess hospital beds. With the baseline
estimate of health care spending presented
here—which provides an overview of lev-
els and trends in State spending—public
and private decisionmakers can begin to
frame responses to the important ques-
tions they face.
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