Healthcare inflation down, but probably not out

(by Tony Twine, Director & Senior Economist, Econometrix (Pty) Ltd)

This annual review of medical and healthcare inflation begins with a look at the inflation rates for this particular set of goods and services within the Consumer Price Index, comparing it to the inflation rate of all items headline CPI inflation rate.  After 35 years of higher average annual inflation rates than the main basket of consumer goods, the healthcare index has, during 2007, slipped below the rate of escalation of the CPI as a whole, as can be seen in the graph.  
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This is indeed a noteworthy development in terms of the relative rates of inflation of the two indices.  A recent study by the author, used as evidence in a High Court case earlier this year, reveals that if one takes a position in time in any year between 1970 and 2005, there has been a zero historic probability of the premium of compound healthcare inflation being less than one percentage point above the compound rate of headline CPI inflation.  Between 1.00 and 1.99%, the historic probability has been 13.9% of occurrences, while the range of 2.00 to 2.99 percentage points for the premium has been 16.7%.  Then there is a substantial jump upwards in the probability distribution, with a margin of 3.00 to 3.99 percentage points having a probability of occurrence of 22.2%.  The median premium value lies within this last band, at a level of 3.48 percentage points per annum.  But the mode of the premium distribution is clearly in the 4.00 to 4.99 percentage points per annum band, which holds 44.4% of the historic sample.  

What Has Driven Healthcare Inflation Downwards?

It would be most unexpected if government policy-makers did not claim the lion’s share of the credit for the decrease in the rate of healthcare inflation over recent times.  Interventions such as those in pharmaceutical pricing and the blunting of collective bargaining practices, must certainly have contributed, but it is suspected that the generally low rates of inflation in the domestic economic environment between 2004 and mid-2006 played a strong moderating role, and set the scene for government interventions to play very hard.  In particular, the ongoing strength of the Rand’s exchange rate against major currencies between January 2002 and April 2006, probably was also very instrumental in allowing controlled prices in the sector to remain as low as they have done, while contributing to the enabling broad decline in inflation.  

Although the Rand has successfully sustained value against the US Dollar well into 2007, that same Dollar has been losing ground against all major currencies except the Japanese Yen.  General inflation levels have been moving upward in South Africa in the nine months elapsed since September 2006, and wage agreements are now responding to the higher levels of general inflation.  Healthcare is inevitably linked to the costs of imported pharmaceuticals and technology, and the performance of the remuneration of generally highly skilled workers and professionals.  Given the history of healthcare inflation premiums since 1970, the current success of policies aimed at decreasing the inflation rate of this set of consumer goods and services can be suspected of being a lagged response to prices in the bigger inflation picture, and the future could reasonably be expected to hold yet another lag response to the recent upturn in general levels of inflation.  Thus, the Econometrix-house-view is that the healthcare inflation premium within the CPI datasets will gravitate back towards the historic mean level of around 3.5 percentage points over the next few years.  

An Alternative Source Of Data

Apart from the CPI datasets, long-term consistent measures of medical and healthcare price movements are very scarce.  However, one such set is available in annual format, dating all the way back to 1946.  It comes sin the form of data in the SA Reserve Bank national accounts dataset, which provides values for household consumption of medical and pharmaceutical goods (an item included in non-durable consumption spending) and medical services.  Each of these annual datasets are presented in both current and constant price data formats.  

The current price data reflects household spending at the prices ruling from time-to-time.  They therefore represent the value (roughly the equivalent to cash-through-the-till) of consumption over time.  The constant price data adjusts the level of spending to keep prices at the level that they occupied during the base year of the time series, which is currently the year 2000.  The constant price data, therefore, reflects the volume or quantity of the goods and services being consumed.  

Deriving An Alternative Price Indicator

If the current price data in the SARB consumption analysis is made up of fluctuating volumes and prices of goods consumed, and constant price data is made up of fluctuating volumes alone, it is easy to see that the price levels separating the values of the two datasets can be isolated by simply dividing the current price values for each year by the constant price values of the corresponding years.  The resulting price indicator is known as a price deflator, as opposed to a price index, and the reason for the distinction in nomenclature will soon become apparent.  

The second graph accompanying this article plots the value of the CPI for medical and healthcare items alongside the implicit price deflator derived from dividing the current price SARB data by the constant price data.  Both these price indicators have been reset to a level of base year 1970=100, so that their differential performances, should there be any, can be viewed.  
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Why The Differential Behaviour?

While the two price indicators certainly follow the same general pattern of expansion after 1970, and end at levels within 2% of each other in 2006, there are some notable differences between the values of the indicators from time-to-time.  This begs the question of why the two indicators, both of prices of similar sets of data relating to medical and healthcare, should behave differently.  Indeed, there is a pattern of steadily increasing differences between 1970 and 2003, by which time the SARB deflator lies 28% higher than the CPI index for healthcare.  Even more curiously, the gap then begins to recede, closing down to 2% by 2006.  

The Changing Consumption Mix

The explanation for the difference lies in the fact that one of the indicators (the one from the CPI-set) is a price index, while the other is a price deflator.  By definition, price indices contain a constant proportion of constituent weights for the goods making up any particular index.  Thus, the current 2000 base of the medical CPI has a weight of 8.9% for household expenditure on hospitals, while spending on medical schemes is locked in at 20.28%.  These shares do not fluctuate.  

The SARB deflator, on the other hand, allows the mix of goods consumed within the defined categories to alter in line with estimations of reality.  Thus, consumption of 30 aspirins and 1 heart transplant in any year may alter to 5 aspirins and 20 heart transplants at another point in time.  The price deflator should therefore be recognised as reflecting not only the change in prices of goods in the group, but also the change of mix of those goods in the group.  

Examining The Mix Change

Although very general, this mix change in the items making up household spending presents important information to the healthcare sector.  It also presents as a substantial curiosity in terms of finding the answer to have driven the mix change pattern since 1970.  The third graph accompanying this article plots the mix co-efficient, which has been calculated by dividing the SARB price deflator values by the CPI medical and healthcare values and re-basing the resulting indicator to a value of base year 1970=100.  
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The mix co-efficient of medical and pharmaceutical products and services consumed by households can be seen to have been substantially enriched between 1970 and 1983, since when it has gradually diminished, almost returning to its 1970 level by 2006.  Confronted with this phenomenon, the reason for the developments was not initially totally apparent, but has emerged as being fairly straight forward once enough thought had been applied to it.  

Healthcare Funding

A vital clue that has provided a key to unlocking the medical mix mystery has already been referred to in this article.  It takes the form of the share of the CPI healthcare index absorbed by household payments to medical schemes, which had grown to just above 20% by the year 2000.  Back in 1975, however, medical scheme contributions accounted for only a little more than 2% of the CPI basket for medical and healthcare spending by households.  From the mid-1970’s onwards, particularly following the 19% devaluation of the Rand in December 1975, the share of contributions to medical schemes began escalating rapidly, resulting in a steady increase in the number of beneficiaries able to claim against those schemes, particularly for high cost treatments.  

With a lag, this eventually impacted on household spending patterns, and began ultimately to eat away at the medical and healthcare mix indicator after 1983.  This does not mean that the household sector had begun to forego the use of the more costly treatments that have continuously become available in the armoury of medical and healthcare service providers, but simply that the payment for these items has shifted over time from household budgets towards the expenditure patterns of the medical schemes.  Thus, they no longer appear as household consumption items, and their gradual decline in share of consumption spending shows up as a retreat in the mix co-efficient derived from the spending data, even though the benefits of the treatment armoury are still enjoyed by medical scheme beneficiaries.  

