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Excess Administrative Costs
Burden the U.S. Health Care System
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Anyone interacting with the U.S. health care system is bound to encounter examples
of unnecessary administrative complexity—from filling out duplicative intake forms
to transferring medical records between providers to sorting out insurance bills. This
administrative complexity, with its associated high costs, is often cited as one reason
the United States spends double the amount per capita on health care compared

with other high-income countries even though utilization rates are similar.'

Each year, health care payers and providers in the United States spend about

$496 billion on billing and insurance-related (BIR) costs, according to Center for
American Progress estimates presented in this issue brief. As health care costs con-
tinue to rise, a logical starting point for potential savings is addressing waste. A 2010
report by the National Academy of Medicine (NAM) estimated that the United
States spends about twice as much as necessary on BIR costs.” That administrative

excess currently amounts to $248 billion annually, according to CAP’s calculations.

This issue brief provides an overview of administrative expenditures in the U.S.
health care system. It first explains the components of administrative costs and then
presents estimates of the administrative costs borne by payers and providers. Finally,
the issue brief describes how the United States can lower administrative costs
through comprehensive reforms and incremental changes to its health care system.
Many of the universal health care plans being discussed to expand coverage and
lower costs would lower administrative costs through rate regulation, global budget-
ing, or simplifying the number of payers.’ Each of these financing changes deserves

consideration—even in the absence of major systemwide reform.

Components of administrative costs

The main components of administrative costs in the U.S. health care system include
BIR costs and hospital or physician practice administration.* The first category, BIR
costs, is part of the administrative overhead that is baked into consumers’ insur-
ance premiums and providers’ reimbursements. It includes the overhead costs for

the health insurance industry and providers’ costs for claims submission, claims
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reconciliation, and payment processing. The health care system also requires admin-
istration beyond BIR activities, including medical record-keeping; hospital manage-
ment; initiatives that monitor and improve care quality; and programs to combat

fraud and abuse.

To date, few studies have estimated the systemwide cost of health care administra-
tion extending beyond BIR activities. In a 2003 article in The New England Journal of
Medicine, researchers Steflie Woolhandler, Terry Campbell, and David Himmelstein
concluded that overall administrative costs in 1999 amounted to 31 percent of

total health care expenditures or $294 billion’—roughly $569 billion today when
adjusted for medical care inflation. A more recent paper by Woolhandler and
Himmelstein, which looked at 2017 spending levels, placed the total cost of admin-
istration at $1.1 trillion.”

Billing and insurance-related costs

Many studies of administrative costs limit their scope to BIR costs. The BIR compo-
nent of administration is most relevant to systemwide reforms that seek to reduce
the expenses related to claims processing, billing rates, or health insurance. The larg-
est share of BIR costs is attributable to insurance companies’ profits and overhead
and to providers® where BIR costs include tasks such as record-keeping for claims

submission and billing.

The costs associated with BIR administration can extend beyond the chief par-

ties involved in receiving and submitting claims. The process of claims denials has
become an industry unto itself, with private firms squeezing dollars out of Medicaid
programs.” One study estimated that the aggregate value of challenged claims ranges
from $11 billion to $54 billion annually.'” Claims can also be manipulated to boost
providers’ or insurers’ profits by recording services rendered in maximum detail and
exaggerating the severity of patients’ conditions—a practice known as upcoding."!
Upcoding costs Medicare Advantage billions of dollars in excess expenditures,'> and

in many cases the practice constitutes fraud."

The NAM published one of the most thorough reports on U.S. administrative costs
related to billing and insurance in 2010. In a synthesis of the literature on admin-
istrative costs, the NAM report concluded that BIR costs totaled $361 billion in
2009—about $466 billion in current dollars—among private insurers, public pro-
grams, and providers, amounting to 14.4 percent of U.S. health care spending at the
time. The NAM estimated that BIR costs account for 13 percent of physician care
spending; 8.5 percent of hospital care spending; 10 percent of spending on other
providers; 12.3 percent of spending on private insurance; and 3.5 percent of public

program spending, including Medicare and Medicaid."*
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Applying the NAM’s percentages of BIR costs to recent projections of national
health expenditures from the Centers for Medicare and Medicaid Services (CMS),
CAP estimates that BIR costs will amount to $496 billion for 2019.'5 (see Table 1)
According to CAP’s calculations, this includes $158 billion in overhead for private
insurance; $56 billion for administration of public insurance programs; and $282
billion for the BIR costs of hospitals, physicians, and other care providers. CAP’s
estimate does not include the administrative costs associated with retail sales of

medical products, including prescription drugs and durable medical equipment.

TABLE 1
Administrative costs in the U.S. health care system

Estimated costs related to billing and insurance, 2019

Category Annual cost in billions
Providers (physicians, hospitals, and others) $282
Private insurers $158
Public programs $56
Total $496

Source: Authors' calculations based on National Academy of Medicine, “Excess Administrative Costs,’in

Pierre Yong, ed., The Healthcare Imperative: Lowering Costs and Improving Outcomes: Workshop Series Summary

(Washington: National Academies Press, 2011); Centers for Medicare and Medicaid Services, “National Health

Expenditure Data," available at https://www.cms.gov/research-statistics-data-and-systems/statistics-trends-
and-reports/nationalhealthexpenddata/nhe-fact-sheet.html (last accessed January 2019).

Even the most inclusive studies of administrative costs have not included at least

one key piece of the U.S. health care system, namely, patients.'® The administrative
complexity of the U.S. system also burdens patients, whether they are deciphering
bewildering bills or shuttling records between providers. Three-quarters of consumers
report being confused by medical bills and explanations of benefits.'” A Kaiser Family
Foundation survey of people newly enrolled in the health insurance marketplace
found that many were not confident in their understanding of the definitions of basic
terms and concepts such as “premium,” “deductible,” or “provider network.”'® Insurers
and employers spend an estimated $4.8 billion annually to assist consumers with low

health insurance literacy, according to the consulting firm Accenture.”

Excess administrative costs

While U.S. administrative care spending is indisputably higher than that of other
comparable countries, it’s unclear how much of the difference is excess and how much
of that excess could be trimmed. The NAM report estimated that excess BIR costs
amount to $190 billion—$245 billion in current dollars—or roughly half of total BIR
expenditures in a year.” The NAM report estimated that 66 percent of BIR costs for
private insurers and 50 percent of BIR costs among providers are excess.”' Based on
these percentages, $248 billion of the total $496 billion BIR costs in CAP’s updated

estimate are excess administrative costs.
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Most studies that have attempted to identify excess costs in the American health care
system rely on comparisons between the United States and Canada.”” In their 2010
review of the literature on the difference between the two countries” health expendi-
tures, economists Alexis Pozen and David M. Cutler looked at the sources of the gap
between U.S. and Canadian health spending. They found that 62 percent of the differ-
ence between the two countries was attributable to prices and intensity of care, and
38 percent was linked to administrative costs.”> Compared with Canada, the United
States has 44 percent more administrative staff, and U.S. physicians dedicate about

50 percent more time on administrative tasks.”* Inflated to current dollars and today’s
population, Pozen and Cutler’s estimate of per capita administrative excess in the

United States, when compared with Canada, translates into a gap of $340 billion.**

Woolhandler and Himmelstein estimate that the United States currently spends $1.1
trillion on health care administration, and of that amount, $504 billion is excess.?
Woolhandler and Himmelstein rely on surveys of physicians’ time use and utilized
physician income data to translate the share of time physicians spend on administra-
tive tasks into monetary value; their estimate of excess costs is the difference between
U.S. and Canadian administrative spending.*” Woolhandler and Himmelstein’s original
2003 article estimated that Canada spent $307 per capita on health system administra-
tion, compared with $1,059 per capita in the United States. Assuming this difference is
excess requires an assumption that a Canadian-style health care system would achieve

an identical level of administrative costs in the United States.

A separate criticism of the original 2003 Woolhandler and Himmelstein estimates,
as articulated by Henry J. Aaron, an economist at the Brookings Institution, is that
their methodology failed to account for differences in prices.”® Woolhandler and
Himmelstein arrive at their national total administrative costs by tallying up costs in
each country for items such as rent and salaries. As a consequence, the U.S.-Canada
comparison captures not just the differences in the quantity of resources devoted to
administration—such as physician time or office space—but also the differences in
office rates, wages, and salaries. Taking Woolhandler and Himmelstein’s estimate of
total administrative costs as a given and then making standard adjustments for price
differences, Aaron argues that the two researchers exaggerated U.S. administrative
spending in their 2003 report and that the true portion of excess would be about one-

quarter less than what they estimated.

All estimates of administrative costs are inherently sensitive to what portion of health
care spending one considers administrative.”” For example, time spent recording
diagnosis or prescription information used in billing may also be vital for patient care,
allowing medical teams to share up-to-date information or avoid harmful drug interac-
tions. A recent study of an electronic health records (EHR) system estimated that on
average, half of a primary care physician’s day is spent on EHR interaction, including
billing, coding, ordering, and communication.* Such tasks, however, can fall into a gray

area between administrative and clinical. In a separate study, economist Julie Sakowski
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and her fellow researchers reported finding varying attitudes among physicians about
whether interaction with electronic medical records—a subset of EHR—represented
administrative or clinical time. As Sakowski and co-authors wrote, “Some felt they spent
extra effort adding documentation that was needed only for billing. Others seemed to

feel that nearly all of that information was needed for accurate clinical records.”"

Administrative costs for payers

Within the U.S. system, the share of expenditures that are attributable to administra-
tive costs varies greatly by payer. The BIR costs for traditional Medicare and Medicaid
hover around 2 percent to S percent, while those for private insurance is about 17
percent.*> Some public finance experts, including Robert Book, have argued that the
low levels of Medicare overhead are deceptive. Because seniors have relatively high
health expenditures, the argument goes, administrative costs make up a relatively small
share of their total health care spending. However, Medicare’s per capita administrative
expenditures are higher than those in other forms of insurance.”® Even if one compares
higher-end estimates of Medicare administrative costs to low-end estimates of costs for
private insurance, the gulf between administrative costs for Medicare and private cov-
erage is large.** Organisation for Economic Co-operation and Development (OECD)
data also show that other nations are able to achieve low levels of administrative costs

while maintaining universal coverage across all ages of the population.*

International health system data demonstrate that the United States is a clear outlier
on administrative spending. And while the OECD’s definition includes administra-
tive costs to government, public insurance funds, and private insurance, but not

those borne by hospitals, physicians, and other providers, the stark difference is still
informative. In 2016, administration accounted for 8.3 percent of total health care
expenditures in the United States—the largest share among comparable nations.

(see Figure 1) Countries with single-payer systems are among those with the lowest
administrative costs. For example, administrative spending accounts for just 2.7 per-
cent of total health care expenditures in Canada.*® OECD data also show that within a
country, administrative costs are higher in private insurance than in government-run

programs.’’

Countries that have multipayer systems with stricter rate regulation also achieve
much lower administrative costs than the United States. Administrative expenditures
account for 4.8 percent of total health care expenditures in Germany, 3.9 percent in
the Netherlands, 3.8 percent in Switzerland, and 1.6 percent in Japan, according to
the OECD. If the United States could reduce administrative costs down to Canadian
levels, it would save 68 percent of current administrative expenditures; reducing to
German-level administrative costs would save 42 percent of current administrative
expenditures. However, to assume that by simply adapting another country’s health

care system—whether it is Canada’s single-payer Medicare, Germany’s sickness funds,
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or Switzerland’s heavily regulated private plans—the United States would automati-
cally achieve the same level of administrative costs may ignore other fundamental
differences between countries, including the market power of health care providers,
political systems, and attitudes toward health care. Nevertheless, the experience of
other multipayer systems such as those in Germany and Switzerland suggests that
the United States could substantially reduce both administrative expenditures and
overall health care spending by bringing down reimbursement rates and regulating
insurance—even while continuing to allow multiple payers and private health care

providers.

The lowest possible level of administrative spending for the U.S. health care system

is not necessarily the optimal level of spending. As researchers Robert A. Berenson
and Bryan E. Dowd have noted, administrative spending in Medicare may in fact be
too low; the program would be more efficient with greater investment in initiatives to
lower costs and improve quality.*® Many reforms that could generate overall savings
require administrative resources to design and implement. Innovations such as bun-
dled payments—the practice of paying providers a lump sum for an episode of care
such as a knee replacement or childbirth rather than reimbursing each individual com-
ponent—involve upfront investment in development. Increasing resources to combat
fraud and abuse would also lower overall spending. While the U.S. Department of
Health and Human Services (HHS) boasts that it sees a $5 return on every $1 it puts
toward fraud and abuse investigations, that number indicates that the government may

be underinvesting in those efforts.*”

FIGURE 1
Administrative costs comprise a larger share of health care spending
in the United States than in other high-income countries

Administrative spending as a percentage of total health expenditures, 2016*
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*Note: Data for Australia and Japan are for 2015; data for all other countries are for 2016.

Source: Organisation for Economic Co-operation and Development, "Health expenditure and financing," available at
https://stats.oecd.org/index.aspx?DataSetCode=SHA (last accessed January 2019).
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Administrative costs for health care providers

A number of studies have focused on the administrative costs borne by providers.
Beyond BIR expenses, hospitals, physician practices, and other health care institutions
house departments that are complementary to clinical services such as medical librar-
ies, public relations, and accounting.** A study of administrative costs in California
found that administrative costs represented about one-quarter of physician revenue
and one-fifth of hospital revenue, and BIR costs accounted for roughly half of adminis-
trative expenditures for physician and hospital services covered by private insurance.*!
(see Figure 2) In a separate study, Himmelstein and others reported that one-quarter
of U.S. hospital spending went toward administration; they found little difference
between nonprofit hospitals and for-profit institutions, where administrative spending

was 25 percent and 27.2 percent of total spending, respectively.*

On a per-encounter basis, BIR costs vary as a proportion of overall cost depending

on the type of visit. In a 2018 study of an academic health care system, Phillip Tseng
and others found that professional billing costs amounted to $20.49 for a primary care
visit, $61.54 for an emergency department visit, and $124.26 for a general inpatient
stay.” Relative to the professional revenue associated with each encounter studied, the
emergency department visit ranked the highest, with billing costs equal to 25.2 per-
cent of revenue. Inpatient visits were the lowest, at 8 percent of a general inpatient stay
and 3.1 percent for inpatient surgery.* Encounters involving hospital care incurred

additional facility-level billing costs. (see Figure 3)

FIGURE 2
About half of providers' administrative costs are billing- and
insurance-related expenses

Administrative costs for private insurers, physician groups, and hospitals in
California as a share of total revenue
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Note: The billing- and insurance-related cost shown for hospitals represents the midpoint of the range reported by Kahn et al.

Source: James G. Kahn and others, "The Cost Of Health Insurance Administration In California: Estimates For Insurers, Physicians, And
Hospitals," Health Affairs 2 (6) (2005), available at https://www.healthaffairs.org/doi/10.1377/hlthaff.24.6.1629.
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In addition to the dollar cost of BIR activity, the study also reported the time spent on
administration for typical encounters. The average processing time was 13 minutes for
a primary care visit, 32 minutes for an emergency department visit, and 73 minutes for

a general inpatient stay.*

Among other research on provider BIR costs, a 2009 study by Larry Casalino and
others estimated that the cost of the time physicians spend on interactions with health
plans is about $23 billion to $31 billion per year.*d A 2011 study by Dante Morra of
the University of Toronto and others estimated that interaction with payers costs the
equivalent of $22,2085 per physician annually in Canada and $82,975 per physician
annually in the United States, suggesting that the United States would save $27.6 bil-

lion annually if U.S. administrative costs could be brought down to Canadian levels.*

As with BIR costs, provider administrative costs in the United States are higher than
those in other comparable countries. Hospital administrative costs in the United States
far exceed those of other nations. In their comparison of hospital administrative costs
among eight Western nations, Himmelstein and co-authors found that the United
States had the highest levels, at 25.3 percent of total hospital expenditures.* They con-
clude that in nations where hospital administrators have minimal responsibilities for
procuring financing and where the hospital reimbursement system is least complex,
administrative costs can be reduced to 12 percent of expenditures.”’ These findings
suggest that reforms that introduce global budgeting or limit the need to bargain with
multiple payers could potentially bring down excess hospital administrative costs in
the United States.

FIGURE 3
Billing- and insurance-related costs per patient encounter

Examples from an academic health care system, 2016-2017
Inpatient surgery
Ambulatory surgery

General inpatient stay
Emergency department visit

Primary care visit
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Source: Phillip Tseng and others, "Administrative Costs Associated With Physician Billing and Insurance-Related Activities at an Academic
Health Care System," Journal of the American Medical Association 319 (7) (2018): 691-697, available at https://jamanetwork.com/journals/-
jama/fullarticle/2673148.
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Lower administrative costs in single-payer and multipayer systems

Although administrative costs contribute to the high expenditures in the United
States, they are not the primary reason for the health care spending gap. As economist
Uwe Reinhardt and others candidly put it, “It’s the prices, stupid.”*° The United States
pays more for care than other countries do—both for administrative services and for

other components of health care.

Policies that target administrative costs alone would not necessarily bring overall U.S.
health care expenditures in line with other countries. As economists Sherry Glied and
Adam Sacarny observed, “there are very substantial variations in administrative costs
among countries with universal health insurance, which do not translate directly into
variations in overall costs.”*' Comparative evidence from U.S. states also suggests that
America’s multipayer system explains some, but by no means all, of the discrepancy
between the United States and other developed nations. Harvard University research-
ers Joseph P. Newhouse and Anna Sinaiko observe that “there is considerable variation
across the states in spending levels, with the lowest quintile of states spending approxi-
mately the same percentage as the higher spending OECD countries other than the
U.S. This implies that the [United States’] pluralistic financing system may not be an
important cause of the large percentage of GDP that the U.S. devotes to health care.”>

Systemwide reforms to lower administrative costs

Health care financing experts believe that changes to how Americans pay for coverage
could dramatically reduce administrative costs. Researchers simulating the effects of
single-payer programs have assumed that administrative costs would be brought down
substantially. The Urban Institute set administrative costs at a “plausible” 6 percent of
health care claims for their simulation of the single-payer plan proposed by Sen. Bernie
Sanders (I-VT), noting that they “do not believe that administrative costs can fall far
below this level; far too many administrative functions must be conducted.” In its
analysis of a single-payer system for New York state, the RAND Corporation assumed
administrative costs at 6 percent of total health expenditures in its base case, represent-
ing a reduction from 18 percent among commercial insurers and 7 percent in New
York’s Medicaid program. RAND specified administrative costs at 13 percent and 3
percent in its alternative scenarios. * In a separate column, however, RAND researcher
Jodi Liu cautioned that achieving the administrative expenditure levels of other coun-

tries “may be aspirational and is not guaranteed” under a single-payer system.*

Exactly how such lower costs could be achieved is another question. Reducing BIR
costs requires simplifying the billing and payment process, which could be accom-
plished in a number of ways. Two avenues for reducing administrative costs as well
as overall health costs are global budgeting and uniform rate-setting.’ These two
concepts are central to health systems around the world and are also responsible for

keeping administrative costs lower, whether a country has a multipayer or single-payer
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system. Another paperwork-reducing option would be a centralized claims clearing-
house to allow providers to submit all claims to a single entity, as they do in Germany

and Japan.*’

All-payer rates and global budgeting

Setting all-payer reimbursement rates would eliminate the need for providers to
negotiate rates with individual private insurers, while also giving policymakers better
leverage for controlling overall health care cost growth. In the current U.S. system,
providers charge different rates to different payers, and the billing process is compli-
cated and opaque. The list prices that hospitals are now required to publish bear little
connection to what individual patients—or those patients’ insurers—actually pay.*®
Setting all-payer rates would simplify billing and improve transparency by establish-
ing a single set of rates for each provider, while also giving regulators a tool to protect

consumers from exorbitant rates.”

Global budgeting—the practice of paying providers revenue based on their expected
costs—also holds promise for both lowering administrative spending and overall
costs. As opposed to traditional fee-for-service payments, which reward providers for
doing more, global budgeting incentivizes providers to deliver care more efficiently.®
Global budgeting is a feature of many countries with much lower health care adminis-
trative costs, including Scotland, Wales, and Germany.®' As Woolhandler, Campbell,
and Himmelstein point out in their 2003 article, “The existence of global budgets in
Canada has eliminated most billing and minimized internal cost accounting, since
charges do not need to be attributed to individual patients and insurers.”®> As Germany

shows, both single-payer and multipayer systems can use global budgets.

A system combining all-payer rates and global budgeting is already partially in place in
the state of Maryland, where each hospital has a single set of rates it bills to Medicare,
Medicaid, commercial insurers, and other payers. Maryland’s system is keeping overall
cost growth lower than the national trend.®® According to RAND analysis of hospital
costs, Maryland hospitals have administrative costs that are 9 percent lower than the
national average and not far off from the 13 percent savings RAND assumed providers

would achieve under a single-payer system. ¢

Centralized claims processing

Germany and Japan both have multiple payers but centralized claims processing.*®
Despite having more than 3,000 health plans,® Japan’s administrative expenditures
were a stunningly low 1.6 percent of overall health care costs in 2015, one of the lowest

among OECD member nations.”

In their analysis of three universal health care options for Vermont, including single
payer, researchers William C. Hsiao, Steven Kappel, and Jonathan Gruber estimated
substantial savings from administrative simplicity from each option. The two single-

payer options they examined would result in even greater administrative savings of
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between 7.3 percent and 7.8 percent, depending on the rate-setting mechanism.% The
group estimated that a third scenario, which would establish a centralized claims clear-
inghouse while allowing multiple payers, could generate savings equal to 3.6 percent
of total expenditures.% This suggests that about half of the total administrative savings

from a single-payer system could be obtained within a regulated multipayer system.

Policy proposals directed at administrative costs

While major changes to the U.S. health care system have the greatest potential to bring down
costs, more incremental changes could reduce administrative waste. A recent bill proposed

by Sens. Bill Cassidy (R-LA) and Tina Smith (D-MN) would direct the HHS secretary to

set goals to cut “unnecessary costs and administrative burdens” throughout the health care
system by 50 percent over the next 10 years. It would also provide grant money for state-based
efforts to bring down administrative costs.”’ Some possible avenues for achieving those kinds
of reductions include changes to payment rules, improvements to facilitate electronic record-

keeping and information exchange, and simplification of public insurance programs.

In their 2009 article in The New England Journal of Medicine, David Cutler, Elizabeth
Wikler, and Peter Basch proposed one such package of reforms. The authors estimated
that providers could save $17.9 billion to $23 billion annually with several, more incre-
mental changes to the system, including greater adoption of EHR systems; integrated
administrative and clinical systems; national and standardized reporting requirements
and credentialing of providers; streamlined enrollment in public insurance programs;
and greater automation.” In a separate report, the same authors proposed additional
reforms that they estimated could reduce excess administrative costs by $40 billion, or

25 percent of total health care expenditures.”

In a 2010 study published in Health Affairs, Bonnie B. Blanchfield and other
Massachusetts researchers concluded that the administrative burden on physician
organizations could be reduced by a “single transparent set of payment rules for a sys-
tem with multiple payers.” The authors recommended that the United States adopt “a
standard set of payment requirements, increased payment-rule transparency, standard-
ized forms, and a standard set of data exchange requirements.” Doing so could save

$7 billion in billing costs for physician and other clinical services, according to the

authors’ estimates.”
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Conclusion

Although estimates vary, a large body of evidence shows that the United States is
spending about twice as much as needed on the administration of health care. Other
nations enjoy world-class health care systems while spending a fraction of what the

United States does on governance, billing, and insurance.

A structural overhaul of how health care is financed and priced that includes key
features of other countries’ systems—whether one payer or many—would go a long
way toward eliminating excess administrative costs. Simplifying the payment system
should be an essential part of future health reform and would make the U.S. system

work better for taxpayers and patients alike.

Emily Gee is the health economist of Health Policy at the Center for American Progress.
Topher Spiro is the vice president for Health Policy and a senior fellow for Economic Policy
at the Center.
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