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Health Care Spending Growth
and State Policy Options

ance marketing/pricing cycle.

SUMMARY

Increases in both private and public health care spending raise anxieties among consumers and policy-

makers alike, forcing difficult choices at both levels.

* Public and private health care spending has grown significantly over the past few years because of
a sluggish economy and increased demand for health care.

* Private health insurance premiums are rising even more than covered health costs due to the insur-

» While many Kansans can afford these increases, some may lose health insurance coverage, while
others may forego care because of increased co-payments or deductibles.

« Policymakers may be faced with the difficult challenge of reducing Medicaid spending precisely
when the state of the private insurance market is increasing demands on public insurance coverage.

Introduction

“Health insurance premiums are rising at dou-
ble-digit rates,” wrote Henry Aaron of the
Brookings Institution recently. “Drug prices are
skyrocketing. Employers are curtailing health
insurance benefits and boosting the share of
cost employees must shoulder. ...A genuine
mess is in the making, and no one is doing
anything about it.”* Total spending on health
care at the national level, which had plateaued
as a percentage of Gross Domestic Product
(GDP) during the 1990s, is once again on the
rise and is projected to grow from 14.1 percent
of GDP in 2001 to 17 percent of GDP in the
next six years.>®* Of more direct concern to
employers and consumers, however, is the
recent and sometimes dramatic rise in private
health insurance premiums at the large group,
small group, and individual levels. Large
groups, such as the Topeka public school sys-
tem and Kansas state employees, are facing
increases of 19 percent and 16 percent, respec-
tively, for plan year 2003.* The state’s major
carrier of small group policies, Blue Cross
Blue Shield of Kansas, anticipates that premi-
um increases for small groups will average 30
percent to 35 percent for 2003 (Andy Corbin,

personal communication, Jan. 8, 2003). A
review of rate increases on record with the
Kansas Insurance Department indicates that
premiums for individual policiesin the state
are increasing by an average of about 16 per-
cent for the 2003 plan year. There is also great
concern over increases in government health
spending, especially for the Medicaid program,
which provides public health insurance to
many poor, near-poor, and disabled Kansans.
Asin other states, Kansas has experienced con-
sistent double-digit growth in Medicaid expen-
ditures just as state revenues have been hit by a
sluggish economy.

Increases in health care spending raise anxi-

eties among consumers and policymakers alike,

forcing difficult choices at both levels and lead-

ing to a number of important questions

addressed in this Forum Brief.

* Why is health care spending rising so quickly?

* When will these rapid increases end?

* Are high health care costs redlly a problem?
For whom?

» What can policymakers do about rising health
care costs?
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Why is health care spending rising so quickly?
To address the question, it may be helpful to
think of health care spending in terms of three
main components:
* Prices paid for health care goods and services
» Utilization, which represents the quantity of
goods and services that individuals receive
* The number of individuals receiving services
The recent rise in health care spending is the
combined effect of increases in each of these
three components.

Medical prices

Price increases have often been blamed for
increases in health care spending. For example,
hospital prices are rising partly because of the
increased wages that hospitals must pay in
competition for a dwindling supply of nurses
and other health professionals.>¢ Historically,
prescription drug prices have received attention
for their role in overall health spending. Howev-
er, since the early 1990s, prescription drug
prices have increased at only a modest incre-
ment over general medical prices. Overall, med-
ical prices appear to be rising faster than gener-
al inflation, but only by a small amount,” and
new research casts doubt on even these reported
levels of medical priceinflation. Many

200"
Utilization of health care
If there is skepticism about the
role of price inflation as a cause
of the recent increase in health
care spending, there appears to
be genera agreement about the prominent role
of technology and individual utilization of
health care goods and services. Over the 1999-
2002 period, average utilization of health care
Services on a per-person basis rose more than
health care prices.® Normally, higher prices will
lead consumers to purchase fewer items. How,
then, can recent increases in both health care
utilization and spending be explained? Com-
mon sense suggests, and research confirms, that
consumers have a very high demand (willing-
ness to pay) for health care.® Prevailing levels
of co-payments and deductibles enhance
demand for health care even further, prompting
consumers to spend more than they would if
they didn’'t have insurance. Indeed, thereisa
long list of deficienciesin the market for health
care that may lead consumers to purchase more
health care than they would otherwise, not least
of which is the option that many employees
have to purchase job-based health insurance
using pre-tax dollars. These deficiencies, how-
ever, are longstanding and do not explain the
recent and continued growth in both prices and
utilization. Prices and quantities of health care
purchased could increase together only if con-
sumer demand increases, or if the goods and
services being compared change over time.
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Both dynamics may be affecting the market for
health care. Many analysts believe, for example,
that consumer demand for prescription drugs
has increased due to the introduction of direct-
to-consumer marketing. In addition, new med-
ical technologies that result in potentially better
care often prove to be in great demand by con-
sumers.**> These new technologies, in effect,
expand the definition of health care and present
consumers with another opportunity to spend
more on health care and less on other things.

Rising Medicaid enrollments

Part of the recent growth in Medicaid spending
is attributable to increases in the number of par-
ticipants. Enrollments in Medicaid are subject to
a“counter-cyclical” pattern, which means that
they tend to increase when the economy is doing
poorly, sinceit is during these times that the
greatest number of individuals will meet the
program’s income ligibility criteria. Increasing
enrollment, however, may not be the driving
force behind increasing Medicaid expenditures.
Enrollment increases have been concentrated
among low-income women and children, while
Medicaid directors across the country attribute
most of the current increases in Medicaid spend-
ing to elderly and disabled enrollees.”® The fac-
tors driving these costs appear to be the same as
those affecting private health costs: increased
consumer demand leading to higher utilization
and, to alesser extent, higher prices. In particu-
lar, spending on prescription drugs is rising due
to increases in both reimbursement and demand.

While increases in medical prices and Medic-
aid enrollment help to explain recent increases
in health care spending, increased consumer
demand for health care has had the most sig-
nificant effect on private and public health care
expenditures.

Private health insurance premiums

The single most important health care expendi-
ture for most consumersis their health insurance
premium. As documented above, health insur-

ance premiums have risen significantly over the
last few years. Part of these increases result
directly from increased spending on health care.
However, premiums have risen faster than cov-
ered hedlth care costs due to arecurring pattern
called the “underwriting cycle” Even after tak-
ing account of changes in underlying hedlth
costs, health insurance premiums periodically
fall asinsurers seek to increase market share and
then rise as they attempt to generate profits on
the resulting client base. For much of the 1990s,
health insurance premiums did not keep pace
with underlying health care costs. This “soft”
marketing phase of the underwriting cycle was
followed by the current period of accelerated
growth in premiums, during which premium
increases have exceeded growth in underlying
health costs by as much as 3 to 4 percentage
pointsin asingle year.*

When will the rapid increases end?

Two of the current primary spending pressures
— the economic downturn and the private insur-
ance premium cycle — are cyclica in nature
and should be expected to subside relatively
soon, while the fundamental impetus of new
technology is not expected to go away.” The
Center for Studying Health System Change in
Washington, D.C., predicts possible premium
rate relief as soon as the 2004 plan year. Howev-
er, government actuaries predict that health care
gpending will continue to rise as a percentage of
GDP for severa years to come. In addition, both
national experts and the state’'s Consensus Case-
load Estimates suggest that Medicaid costs may
continue to grow at unusually high rates through
at least 2003.%

What do higher costs mean for Kansas?
Whatever the reasons, many Kansans have been
faced with significant increases in health care
spending, and the state itself is facing a budget
crisisdue in part to double-digit increasesin
Medicaid spending. Already in state fiscal year
2003, there have been emergency reductionsin
Medicaid benefits to help address the current
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budget crisis. A large budget gap remains to be
filled, and Medicaid benefits may be targeted for
additional reductions. Medicaid cutbacks could
have both short- and long-term effects on bene-
ficiaries health and access to care. For example,
programmatic changes intended to help meet a
short-term budget shortfall may remain in place
indefinitely if the Legidature does not take posi-
tive action to restore benefit levels when the
budget crisis subsides.

What impact might health care cost increases
have on Kansans who do not participate in Med-
icaid? Will increases in private health insurance
premiums and reductions in employer-sponsored
insurance benefits have a significant impact on
access to hedlth care services? We may not
know the full implications of these cost increas-
es until after the fact, when data on health insur-
ance rates and access become available. Howev-
er, John Knack, president of Blue Cross Blue
Shield of Kansas, contends that the number of
uninsured Kansansiis already on the rise due to
the increase in premiums” and a continued eco-
nomic sowdown could further increase the
ranks of the uninsured.

Not every Kansan is at equa risk for becoming
uninsured or losing access to hedlth care. If the
driving force behind health care spending has
been consumer demand for new technologies
and treatments, then many, if not most, con-
sumers are apparently both willing and able to
spend more on health care. Most Kansans will
continue to be insured, even if their out-of-pock-
et costs increase. A minority of Kansans, howev-
er, may not be able to afford access to the grow-
ing menu of expensive health care technologies.
Some may |ose hedlth insurance coverage, while
others may forego care because of increased co-
payments or deductibles.

What can policymakers do?

State policymakers face two interrelated prob-
lems: 1) Medicaid spending increases that have
contributed to the state's current budget crisis,

and 2) increases in private health spending that
are associated with arise in numbers of unin-
sured and reductions in access to health care for
those least able to pay.

Addressing high Medicaid costs

With projections of double-digit growth until at
least 2004 [see Figure 1], policymakers are con-
sdering further Medicaid spending reductions as
they attempt to bring the state into fiscal bal-
ance. Potentia mechanisms for reducing the
growth in Medicaid spending include reducing
payments to providers, restricting Medicaid €li-
gibility, increasing cost sharing, or limiting cov-
erage of certain types of care.

For each of these savings mechanisms, there are
anumber of practical, legal, and political con-
Sderations that must be taken into account. Fed-
eral ruleslimit Medicaid's ability to require
cost-sharing by beneficiaries and specify cover-
age for many specific health care services. Also,
while the state Medicaid program usually pays
providers directly and, to a degree, can impose
price constraints, this ability is limited.
Providers are not obliged to contract with the
state and may refuse Medicaid clientsif state
payments do not meet their expectations. The
low number of providers willing to accept Med-
icaid is already an issue in many aress of the
state. The state might also consider reducing
enrollment by tightening Medicaid eligibility
criteria. However, families who have recently
enrolled because of job loss are generaly the
healthiest and least costly. Reduced enrollment
of higher cost elderly and disabled beneficiaries
would produce more significant savings, though
at apotentially high cost to beneficiaries and
their families.

Before enacting spending reductions, legidators
may want to take into account the impact of
potential cuts on those affected by the stagnant
economy and the concurrent rise in private
health costs. Were it not for the state budget cri-
sis, policymakers might otherwise have consid-
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ered proposals to expand public hedth insurance
programs in an attempt to reach out to those
affected by the economy and rising health costs.

Addressing private health costs

Increases in private health spending have put
some Kansans at risk of losing their insurance
and, potentially, their access to needed care.
Policymakers could respond to the problem
through interventions that attempt to control
expenditures or through policies that cushion
the effects of rising health cost on those losing
private sources of coverage. Alternatively, poli-
cymakers could decide not to intervene and thus
to allow the private health care market to find
its own equilibrium.

To control expenditures, policymakers might
consder explicit market interventions that affect
the supply or demand of services or that limit
prices directly. Price controls have not been
applied on awidespread basis since President
Nixon's Economic Stabilization Program during
1972-1974. The federd government has gained
significant experience in its administration of
regulated prices under the Medicare program.
However, policymakers may worry about the
potential for unintended consequences. Price
controls at the state level could, for example,
threaten the supply of hedlth care providers will-
ing to do business in the state. Furthermore,
since hedlth care prices haven't been the princi-
pal driver behind the recent increase in health
spending, price controls might not be the most
effective way to reduce spending in the short run.

One option to reduce utilization of private health
services isto relax insurance regulations that
mandate certain types of benefits. However,

since the origina basis for enacting mandates
was political pressure by congtituents, thereis no
assurance that relaxed mandates would reduce
premiums, since policy holders might continue to
demand that insurers offer policies that cover
currently mandated benefits.

States might aso try to control the supply of pri-
vate health services by regulating hedth care
capital investment through certificate of need
regulation or by cutting back on the supply of
medical professionds through reductionsin
training dots or tightened certification require-
ments. Such regulation would have few short-
term effects on costs since it would be difficult to
divert resources from capital projectsthat are
already underway and from trainees in the midst
of their education. Moreover, limiting the supply
of hedlth care services without a concurrent
decrease in demand creates the risk of shortages,
which could drive up future prices. If the state
were more concerned about the lack of access
among those least able to pay, it could instead
attempt to expand the supply of medica services
by relaxing licensure requirements or by expand-
ing the license of existing providers such as
nurse practitioners who might administer awider
range of health services. However, concerns
about quality may limit how far these require-
ments should be rel axed.

To reduce the hedlth cost burden on vulnerable
congtituents, expanded digibility for public
insurance programs, subsidized private insurance
premiums or cost sharing for individuals or small
groups, or mandated community rating to spread
the impact of increasing premiums may each
hold some promise. However, these policy inter-
ventions would themselves be costly and may
risk distorting the private insurance market by
reducing efficiency and increasing prices for
other consumers.

Policymakers might ultimately decide to extend
or reform public involvement in the hedlth care
system to address its many shortcomings.
Among the most commonly discussed reforms
are those that provide health insurance to the oth-
erwise uninsured. Nevertheless, controlling
hedlth costs and addressing other weaknesses of
the current system may not be a matter of flip-
ping a switch, passing anew law, or changing a
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few rules. Even countries that have nationalized
their health care system have found that main-
taining a balance between cost, quality, and
access is an ongoing chalenge. Such systems
resolve these trade-offs in the political ream,
where providers plead for more resources, con-
sumers request reduced waiting times for care
and greater access to technology, and the overall
tax burden for the system is till contentious.

Conclusion

Public and private health care spending has
grown significantly over the past few years
because of a sluggish economy and an

increased demand for health care services.
Potential solutions involve complex choices
among options with significantly different
impacts on various groups of Kansans. In par-
ticular, policymakers may be faced with the
difficult challenge of reducing Medicaid spend-
ing precisely when the state of the private
insurance market is increasing demands on
public insurance coverage. Policy discussions
may ultimately focus on wider health system
reforms, especially when tax revenues increase,
but the demands placed on policymakers to
maintain balance between cost, quality, and
access will be ongoing.
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