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About HSC

* Objective research on changes in the
organization and delivery of care — and their
impact on people

* Emphasis on market dynamics

* Combination of data collection and research
strategies

* www.hschange.org
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The Community Tracking Study (CTS)
Sites

* Site visits and surveys

o Survey only
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Overview

Cost of health care cost growth

What we buy

Federalism and health care finance

Medicaid budget pressures

Why health care costs are growing now

* How we finance care for the uninsured now
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The “Real” Cost of Health Care Cost
Growth
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Implications of “Real Cost”...

* Opportunity cost of health care services is
rising

* Hidden cross-subsidies are more expensive
and harder to hide

* Increasing fraction of our work force cannot
afford US health care
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Trends in Expenditure Shares by
Health Service
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What Specific Payers Buy
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E Drugs
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Federalism and Health Care Finance

* Theory ‘
» Government “should” do only what the market cannot
» Redistribute wealth at the national level
» Tailor programs to fit local needs vs. national standards

* Medicare

* Too great a burden for individual states

» Financed by payroll and income taxes, premiums
* Medicaid

* Federal requirements and matching payments

* Most spending is “optional”

Nichols

Federalism, Financing, and Cost
Growth
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History of Medicaid and State
Budgets
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Medicaid-specific cost growth factors

* Enroliment

» Aged, blind, and disabled (60% of costs, and
growth in enroliment)

» Children and families (recession-induced)
* General system cost pressures
» use (roughly 60-40)
¥ prices
» drugs
* Overall: 40% enrollment, 60% services/prices

Source: Smith et al, 2002; Urban Institute 2002.
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Medicaid Budget Shortfalls

* Driven by entitlement vs. appropriations

45
40
351

30+

251 B number of
nu

20 states

1511
10+
51

o N i P
2000 2001 2002 2003*
Nichols Soruce: Smith et al, 2002. 14




Growth of Health Service
Expenditure Categories

14
N
12 \ —
10 g\\ ——NHE
8 -~ hospital
\ -z physician
6 =>¢&drugs
4 =¥ nh+hh
2
0

1980s 1990s 2000s*

Source: Author’s calculations, annual compound growth rate by decade,

A using CMS National Health Account data, 2002.
Nichols 15

What’s Driving Cost Growth Now?

* Managed care loosening
* Provider capacity constraints
* Provider consolidation and push-back

¢ Information-fueled consumer demand

Nichols 16




Evidence of Capacity Constraints

e Patients reporting more delays, unmet need
 Physicians working longer hours
* ER overflow, patient diversion

* Shortages of nurses and staffed hospital
beds

Nichols
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Evidence on growth in hospital use

VS. price
10
9
8
7
: © | ||®@price
4 | ||@quantity
3 L
2 .
1 .
0 .

1998 1999 2000 2001

. Source: Strunk, Ginsburg, and Gabel, Health Affairs, 2002.
Nichols

18




Other Potential Sources of Cost
Growth

* Technology

* Aging

* Transactions Costs
* Mandates

* Inappropriate care

Nichols 19

How Risks and Costs are Spread

* Private insurance pools
» Large groups, self-insured
» Small groups, commercial risk pools
» Individuals in the non-group market
» State high-risk pools

* \What about the uninsured?

Nichols 20




Who Pays for the Uninsured?

percent paid by
uninsured

TOTAL Hospital Drugs

Nichols
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Who Helps Pay for the Uninsured?

* Taxpayers
* Medicaid and Medicare
» Direct subsidies to safety net providers

* Providers

* Privately insured

Nichols
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Tracking Health Care Costs: Growth
Accelerates Again In 2001

Hospital costs have secured their place as the leading driver of health
care cost increases, for the second straight year.

by Bradley C. Strunk, Paul B. Ginsburg, and Jon R. Gabel

ABSTRACT: For the first time in more than a decade, health care spending per capita rose
at a double-digit rate in 2001, growing 10 percent. Spending on hospital services (both in-
patient and outpatient) surged by 12 percent in 2001, reflecting increases in both hospital
payment rates and use of hospital services. Hospital spending was the key driver of overall
cost growth, accounting for more than half of the total increase. Prescription drug spending
growth declined for the second straight year and was overtaken by spending on outpatient
hospital services as the fastest-growing component of total spending. Driven by these cost
trends and other factors, premiums for employment-based health insurance increased
12.7 percent in 2002—the largest increase since 1990. But taking account of the sizable
amount of “benefit buy-down” in 2002, the true increase in the cost of health insurance for
employers and employees was about 15 percent. Early evidence from 2002 suggests that
health care cost trends are now beginning to slow, possibly setting the stage for more mod-
erate premium growth in the future.

RENDs IN health care spending re-

I turned to the national spotlight during
the past year. One year ago in this jour-

nal, we reported that growth in health care
costs underlying private health insurance
reached its highest level in a decade in 2000,
driving rising premiums.! The effect of rapidly
rising costs on premiums was exemplified
more recently by the announcement of the
California Public Employees Retirement Sys-
temn (CalPERS)—the nation’s second-largest
purchaser of health insurance after the federal
government—that premiums for its health
maintenance organization (HMO) and two
preferred provider organization (PPO) offer-

ings would rise by 25 percent, 22 percent, and
19 percent, respectively, in 2003.2 As other
employers across the country face large pre-
mium increases, cost control has become the
top priority of employee benefit managers.
Meanwhile, health care affordability has
quickly become one of the top health issues
on the minds of the nation’s voters.*

Health care cost trends not only drive long-
term premium trends but also influence the
types of health insurance products employers
offer their employees, benefit design, and
workers’ out-of-pocket costs. Cost trends also
affect employers' decisions to offer any insur-
ance at all and employees’ decisions to take up

Bradley Strunk is a health research analyst at the Center for Studying Health System Change in Washington, DC,;
Paul Ginsburg is its president. Jon Gabel is vice-president, health system studies, at the Health Research and

Educational Trust, also in Washington.
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HeEarLTH TRACKING

coverage. For these reasons, rapid growth in
health care costs threatens to undercut health
coverage in America from a number of fronts.

The problem of rising costs intensified in
2001. Using the most recent cost trend data
available, we report that annual growth in
health care spending accelerated yet again,
reaching double digits for the first time in
more than a decade. Growth in spending on
hospital services was by far the largest con-
tributor to overall cost growth. Employers’
health premium trends accelerated to their
highest level since 1990, although the cost of
insurance to employers and employees was
even higher because of widespread “benefit
buy-down,” or reduced benefits and increased
employee cost sharing.

Data Sources

We use a variety of data sources to examine
the health care cost trends that underlie pri-
vate health insurance and the implications for
employer coverage premiums and consumers’
out-of-pocket spending. We chose data
sources based on a given source’s ability to
provide reliable estimates with a short time
lag, as we have done in prior analyses.

H Cost trend data. To examine recent cost
trends, we used the Milliman USA Health
Cost Index (HCI), which measures the health
care spending increases that underlie private
health insurance premiums’ Milliman USA
constructs this index from both publicly avail-
able and proprietary data on provider revenues
(a proxy for spending on services) gathered
through surveys of providers. Since the index
is designed to reflect claims expenses experi-
enced by private insurers for a typical policy,
the HCI is limited to measuring health services
that tend to be insured: inpatient and outpa-
tient hospital services, physician services, and
prescription drugs.S Because these provider
revenue data reflect all patients, Medicare
payments to providers are removed in an effort
to arrive at a series more closely representing
the population covered by private health in-
surance. Milliman USA is unable to remove
revenues attributable to Medicaid and unin-
sured patients, which is a limitation in the

HCT's ability to track spending for privately in-
sured patients.

Because the HCI contains proprietary data,
Milliman USA does not release detailed infor-
mation about how the index is constructed.
However, we assessed its ability to measure
cost trends by comparing it with the National
Health Accounts (NHA) maintained by the
Centers for Medicare and Medicaid Services
(CMS), which is widely considered to be the
“gold standard” for tracking health spending.
More specifically, we compared the HCI with
the private personal health care spending se-
ries, minus spending for services not usually
covered by the HCI, such as dental and nurs-
ing home care. We found that the HCI tracks
this NHA series closely. Over the ten-year pe-
riod 1990-2000, both the HCI and the NHA
series grew by an average annual rate of 4.8
percent. In any given year, growth in the two
health care spending measures differs by an
average of 1.2 percentage points. Therefore, the
HCl is a good measure of health care costs, and
we use it because it is available with a shorter
time lag than is true for the NHA data.

To gain insight into the factors driving
growth in spending on hospital services, we
broke down the HCI’s hospital spending trend
into price and quantity components. We used
the Bureau of Labor Statistics (BLS) Producer
Price Index (PPI) for hospitals to measure
changes in hospital prices. More specifically,
we used the “all other payers” series for “gen-
eral medical and surgical hospitals” (hereafter
referred to as the “hospital PPI"), to exclude
the direct effect of changes in Medicare and
Medicaid reimbursement rates. The hospital
PPI series we used reflects negotiated pay-
ment rates rather than billed charges. When
collecting baseline price quotes at each hospi-
tal in its sample, the BLS randomly selects hos-
pital patient bills for a predetermined set of
diagnosis-related groups (DRGs) and outpa-
tient services. Using these patient bills, the
BLS then records the nature of the hospital
stay or outpatient service, the reimbursement
method and payer type, and the full reim-
bursement of the stay or service (that is, the
base period price quote). When the BLS re-

W300
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turns in future periods to obtain new price
quotes, it attempts to reprice the original pa-
tient bills. Since the sample of patient bills
(and therefore the characteristics of those bills
in terms of what services are delivered, length-
of-stay, method of reimbursement, and so on)
remains constant over time, the hospital PPl is
not usually affected by changes in length-
of-stay” However, depending on the method of
reimbursement, the PPI is vulnerable to being
influenced by changes in resource intensity.*

We calculated a hospital “quantity” index
as the residual of the Milliman HCI for hospi-
tal services (inpatient and outpatient com-
bined) and the hospital PPL This component
is driven by factors that influence the quantity
and mix of services used by consumers and,
therefore, measures the impact of changes in
hospital use and length-of-stay on spending.

We analyzed the trend in spending on phy-
sician services in similar fashion. We used the
BLS’s “offices of physicians” PPI series (hereaf-
ter referred to as the “physician PPI”) to mea-
sure changes in the price of physician services.
This series includes the effect of changes in
Medicare reimbursement rates; however, we
used data on Medicare updates for physicians
to remove this effect so that the series was
more reflective of price changes that affect the
privately insured population. The physician
PPI methodology is similar to that of the hos-
pital PPL The quantity index is again calcu-
lated as the residual of the HCI for physician
services and the physician PPL

‘We used data on payroll costs for hospitals
to understand changes in their largest input
cost factor. These data, compiled monthly by
the BLS and known as the Employment,
Hours, and Farnings (EHE) series, are useful
for their reliability and very short time lag.
Both private and public employers are in the
sample, which excludes nonsalaried health
professionals, such as physicians or contracted
workers from temporary agencies. Payroll
costs are the product of total production
(nonsupervisory) workers, average weekly
hours per worker, and the average hourly
wage. We report BLS payroll data per capita.
This is the most relevant measure for policy-

makers; it is directly comparable to the HCI
data and to data on premiums (what is charged
to cover an individual or family).®

B Premiums and cost sharing. Data on
premiums and consumer cost-sharing require-
ments for employment-based health insurance
come from the Henry J. Kaiser Family Founda-
tion/Health Research and Educational Trust
(HRET) Survey of Employer-Sponsored
Health Benefits and its predecessor surveys.
The 2002 Kaiser/HRET survey is based on a
stratified random sample of 2,014 employers
with three or more workers selected from Dun
and Bradstreet’s listing of private and public
businesses that have entered the credit mar-
ket. Kaiser/HRET surveyors collected data
through telephone interviews with employee
benefit managers conducted during January-
May 2002. Respondents were asked to report
premium information that was in effect at the
time of the interview. The survey continues the
health benefit surveys conducted since 1987 by
the Health Insurance Association of America
(HIAA) and KPMG Peat Marwick. The core
questions in these surveys are virtually identi-
cal. For the years 1991, 1992, 1994, and 1997,
only firms with 200 or more workers were
sampled.

Health Care Spending Trends

Total health care spending per capita in-
creased 10 percent in 2001—2.2 percentage
points higher than in 2000 (Exhibit 1). This
marked the fifth straight year that growth in
spending exceeded the previous year's rate.
This long period of accelerating annual spend-
ing growth is in stark contrast to the mid-
1990s, when annual spending growth was low
and decreased from one year to the next. With
the economy in recession during the last three
quarters of 2001, health care spending growth
for the year exceeded that of gross domestic
product (GDP) per capita by more than eight
percentage points.

M Hospital spending. Growth in hospital
spending now stands out as the key driver of
growth in total spending. Spending on hospi-
tal inpatient services increased 7.1 percent in
2001—nearly three times the 2000 rate of in-

HEALTH AFFAIRS - Web Exclusive
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EXHIBIT 1

Annual Percentage Change Per Capita In Health Care Spending And Gross Domestic

Product, 1991-2002

Spending on type of health care service

Gross
All Hospital Hospital Prescription domestic

Year services inpatient outpatient  Physician drugs product (GDP)
1991 6.9% 3.5% 16.8% 5.4% 12.4% 1.8%
1992 6.6 2.8 13.9 5.9 11.7 4.2

1993 5.0 4.8 8.9 33 74 3.8

1994 21 -2.0 8.7 1.7 5.2 4.9

1995 2.2 -3.5 79 1.9 10.6 3.7

1996 2.0 -4.4 7.7 1.6 11.0 4.4

1997 33 -5.3 9.5 3.4 11.5 5.2

1998 5.3 -0.2 75 4.7 14.1 4.3

1999 71 1.6 10.2 5.0 18.4 4.4

2000 7.8 2.5 115 6.3 14.5 4.7

2001 10.0 7.1 16.3 6.7 138 1.4

2002° 8.8 6.2 13.6 5.7 13.0 1.8

SOURCE: Health care spending data are from the Milliman USA Health Cost Index (HCI), zero deductible. GDP is from the U.S.

Department of Commerce, Bureau of Economic Analysis.

NOTES: GDP is in nominal dollars. Milliman USA HCI data reflect the August 2002 revision. As a result of this revision by
Milliman USA, some estimates for 1998-2000 changed from what we have reported in the past.
2 Data through June 2002, compared with corresponding months in 2001.

crease and by far the largest increase in more
than a decade. Moreover, the 2001 growth rate
represented a remarkable reversal compared
with five year ago, when spending on inpatient
services actually declined by 5.3 percent.
Meanwhile, spending on outpatient services
grew at such a high rate—16.3 percent in
2001—that it overtook prescription drug
spending as the fastest-growing component of
total spending. Taken together, growth in
spending on hospital inpatient and outpatient
services accounted for more than half of the
growth in total spending (Exhibit 2).

The accelerating trend in hospital spending
is attributable in part to higher prices being
paid for hospital services. Growth in hospital
prices (for both inpatient and outpatient ser-
vices, as measured by the hospital PPI) has,
like hospital spending, accelerated each year
since 1997, reaching 3.6 percent in 2001 (Ex-
hibit 3). This represents a reversal of the trend
from 1994 to 1997, when annual hospital price
increases slowed steadily from 4.0 percent to
1.7 percent.

Over the past few years hospitals have re-
gained a sizable amount of negotiating lever-
age over health plans and have used it to de-
mand large payment rate increases.® The shift
in the balance of power between hospitals and
health plans is the result of consumers’ de-
mand for broad networks, consolidation in the
hospital industry, and recent hospital capacity
shortages. Hospitals’ subsequent “pushback”
for higher payment rates reflects, in part, an ef-
fort to reverse the effect of agreeing to increas-
ingly discounted payment rates during the
mid-1990s. A recent surge in hospital wage
rates is likely another factor driving hospitals
to demand large payment rate increases (see
below). Finally, hospitals may be attempting
to gain higher rates for privately insured pa-
tients to make up for a recent decline in mar-
gins for Medicare patients.!

The other, and indeed more important, fac-
tor driving up hospital spending is rapid
growth in the use of hospital services. During
the mid-1990s hospital utilization (as mea-
sured by our residual hospital quantity index)

W302
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EXHIBIT 2

Shares Of Overall Health Care Spending Growth, 1999-2001

B Physician services
Prescription drugs

Percent
100

80

60

40

20

1999

2000

M Hospital inpatient
& Hospital outpatient

2001

SOURCE: Milliman USA Health Cost Index (HCI), zero deductible.
NOTES: Milliman USA HCI data refiect the August 2002 revision. As a result of this revision by Milliman USA, some estimates for
1999 and 2000 changed from what we have reported in the past.

declined from year to year by as much as 2.8
percent, probably reflecting efforts by man-
aged care to reduce hospital admission rates,
lengths-of-stay, and outpatient procedures.
Since that time, however, the utilization trend
has increased steadily, and in 2001 it surged by
an annual rate of 8.0 percent. The 2001 in-
crease in hospital use accounted for about
two-thirds of the total increase in hospital
spending.

Much of this growth in hospital use is likely
associated with the recent retreat from tightly
managed care. Recent evidence from the Cen-
ter for Studying Health System Change's Com-
munity Tracking Study (CTS) site visits sug-
gests that health plans have reduced their
reliance on various tools, such as precertifi-
cation requirements, to tightly manage utiliza-
tion and are introducing new, less restrictive
products, such as those that allow “direct ac-

EXHIBIT 3

Decomposition Of Hospital Spending Trends, Annual Percentage Change, 1994-2002

Spending on hospital services Hospital prices Quantity”
1994 1.8% 4.0% -2.2%
1995 0.8 3.7 -2.8
1996 0.5 1.8 -1.2
1997 1.3 1.7 -0.4
1998 3.4 1.9 15
1999 5.8 25 3.2
2000 71 3.3 3.6
2001 12.0 3.6 8.0
2002° 11.2 4.1 6.8

SOURCES: Data on hospital spending are from the Milliman USA Healith Cost Index (HC), zero deductible, and include both
hospital inpatient and outpatient services. Hospital prices are from the Bureau of Labor Statistics’ “other payers” Producer

Price Index (PPI) series for general and surgical hospitals.

*Calculated as the residual of the hospital spending and hospital price trends.
®Data through June 2002, compared with corresponding months in 2001,

HEALTH AFFAIRS - Web Exclusive
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cess” to specialists.? There also has been a re-
treat from provider risk contracting, which
may have reduced incentives for providers to
control utilization.”® Data from the Kaiser/
HRET employer survey corroborate these
findings. For example, the percentage of em-
ployees in indemnity, PPO, and point-of-
service (POS) plans who are subject to con-
current review of hospital stays has fallen from
79 percent in 1996 to 62 percent in 2002. Also,
the percentage of workers who are enrolled in

H Spending on physician services.
Spending on physician services increased 6.7
percent in 2001, which was 0.4 percentage
points higher than the 2000 increase. Like
spending on hospital services, spending on
physician services has been trending upward
since the mid-1990s, but at a much slower
pace. The 2001 increase in spending on physi-
cian services accounted for about 28 percent of
the growth in overall spending,

Breaking the trend in spending on physician

HMO and POS plans that re-  ——— s———————————  S€Ivices into price and

quire a referral from aprir.na’ry “For the second year in quantity components re-
care doctor to see a specialist veals that both components
and are subject to utilization a row, the rate of have contributed to physi-
review to obtain diagnostic increase in drug cian spending growth. Over
tests (such as magnetic reso- spending slowed the three-year period 1998~
nance imaging, or MRI) de- compared with the 2001, spending on physician
clined by eleven percentage previous year.” services grew by an average
points over the past three annual rate of 6 percent.
' L e

years. It is possible that the
hospital utilization trend may also reflect a
more difficult case-mix (sicker patients), but
this is unlikely to have had such a large impact
in such a short time.

M Prescription drug spending. The
Milliman HCI indicates that for the second
year in a row, the rate of increase in prescrip-
tion drug spending slowed compared with the
previous year. Spending on prescription drugs
in 2001 increased 13.8 percent—0.7 percentage
points lower than the rate of increase in 2000
and 4.6 percentage points below the 1999
growth rate. Moreover, the 2001 increase in
drug spending accounted for only about 21
percent of the growth in overall spending,
compared with 34 percent two years earlier,
although much of this change is attributable to
the higher growth in hospital spending. The
continuing increase in the use of three-tier
drug copayment structures in health benefit
offerings has likely been an important factor in
slowing drug spending growth.” Other impor-
tant factors in the slowdown likely include a
continuing decline in the number of “block-
buster” drugs that have been brought to mar-
ket in recent years and a number of recent and
important drug patent expirations (most no-
tably for the drug Prozac).'6

During this period the
price of physician services (that is, payment
rates) grew by an average annual rate of 17
percent, and quantity factors, by 4.2 percent.
In contrast to the hospital sector, however, nei-
ther physician prices nor use of physician ser-
vices has exhibited a clear change in trend.

H Early evidence for 2002. Although to-
tal spending per capita grew at a double-digit
rate in 2001, this may prove to be a peak in the
cost trend. Through the first six months of
2002 (compared with the same months in
2001), the increase in total spending per ca-
pita, while still high, slowed to 8.8 percent.
This reflects a slowdown in the trends for all
four spending components.

Two potential mechanisms may explain
this slowing of cost trends. One, which is ex-
amined later in this paper, is a sharp increase
in cost sharing for employer coverage plans in
2002 over 2001. Increased cost sharing slows
the rate of growth in use of services. A second
potential mechanism is the completion of the
adjustment to more loosely managed care. If
the retreat from tightly managed care has in
fact been responsible for an important portion
of higher usage trends, then completion of this
transition will lead to a return to more moder-
ate trends in the longer term.
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B Role of aging. Many people assert that
the aging of the U.S. population, largely a re-
sult of the baby-boom generation, is a major
driver of health care cost growth for people
under age sixty-five. However, two of the au-
thors (Strunk and Ginsburg) have analyzed
this and found that population aging has less
impact than is popularly believed.” This analy-
sis estimated that aging of the population un-
der age sixty-five contributed about 0.7 per-
centage points to the cost trend in 2001
Viewed in relation to the 2001 overall cost
trend of 10 percent, the impact of population
aging is small.

Payroll Trends For Hospitals

Data on payroll costs from the BLS (which,
unlike the Milliman HCI, reflect services for
patients covered by all payers, including
Medicare) illustrate that hospitals are facing
large increases in their most important input
cost factor (Exhibit 4). Hospitals’ payroll costs
grew by 8.6 percent in 2001—more than dou-
ble the increase in the previous year.

Hospital workers’ average hourly wages
rose substantially and were a major factor be-
hind the steep acceleration in the hospital pay-
roll cost trend. In 2001 these wages grew by 6.1
percent—nearly double the annual rate of in-
crease in 2000 and much higher than growth
in wages for all industries combined. In con-
trast, the wage trend changed little from 1997
to 2000.

The surge in hospital wage rates is likely at-
tributable to the severe labor shortage—partic-
ularly of nurses—that has plagued the hospital
industry for a number of years."® Hospitals have
been forced to offer much higher wages to at-
tract nurses and other skilled personnel. The
magnitude of the increase likely exceeded what
hospitals expected when they signed contracts
with health plans for payment rates in 2001. As
a result, hospitals will likely seek even larger
rate increases in 2002 to cover sharply higher
wage rates.

The trend in hospital workers’ total num-
ber of hours worked also accelerated in 200L
In particular, total hours worked increased 2.4

EXHIBIT 4

Annual Percentage Change In Hospital Payroll Costs, Hours Worked, And Underlying

Wage Rates, 1991-2002

Average hourly wage

Year Payroll* Total hours worked”  Hospltals All industries
1991 8.2% 2.1% 6.0% 3.1%
1992 6.4 2.2 4.2 24
1993 3.4 0.1 33 25
1994 1.2 -1.5 27 2.7
1995 2.4 -1.0 34 2.8
1996 25 -0.3 2.8 34
1997 4.2 19 2.3 3.9
1998 4.1 1.2 29 4.1
1999 2.6 -0.6 3.2 3.6
2000 3.7 0.4 3.3 3.9
2001 8.6 24 6.1 4.1
2002° 79 24 5.3 34

SOURCE: U.S. Department of Labor, Bureau of Labor Statistics, Employment, Hours, and Earnings series (data accessed 9

August 2002).
NOTE: Data are calculated on a per capita basis.

s Product of total hours worked and average hourly hospital wage.
® Product of total production workers (excludes executives and managers) and average hours per week of production workers.
°Data through June 2002 compared with corresponding months in 2001.

HEALTH AFFAIRS - Web Exclusive

W305



HeEarLTH TRACKING

percent compared with 04 percent in 2000.
This surge in hours worked was likely con-
nected to growth in hospital use associated
with the retreat from tightly managed care, as
discussed in the previous section.

Although the increase in payroll costs in
2001 was very large, it may actually understate
the true increase. The BLS data do not reflect
the impact of hospitals’ increased contracting
for temporary nurses or other personnel. From
1996 to 2000 the number of temporary agency
nurses working in hospitals rose from about
15,000 (1.2 percent of all registered nurses) to
about 26,000 (2 percent).” More recent anec-
dotal evidence suggests that the use of nurses
from temporary agencies has increased further.?

Early evidence for 2002 suggests that the
nursing shortage and other factors may still be
exerting pressure on hospital payroll costs.
Through the first half of 2002 the trends of
both average hourly earnings and hours
worked continued as payroll costs grew by an-
other 7.9 percent compared with the same
months in 2001

Health Insurance Premium Trends

Premiums for employment-based insurance
increased 12.7 percent from 2001 to 2002 (Ex-
hibit 5). This was the largest increase in premi-
ums since 1990 and the sixth consecutive year
of accelerating premium increases. Small firms
(those with fewer than 200 workers) had in-
creases similar to those of large firms (13.2 per-
cent versus 12.5 percent). Since 1998, premi-
ums for different types of plans have increased
by remarkably similar amounts, ranging from
394 percent for POS plans to 44 percent for
HMOs. The retreat from tightly managed care
has probably affected HMOs’ ability to control
costs more than it did other plans.

During the past few years the health insur-
ance underwriting cycle, along with under-
lying cost trends, has played an important role
in premium increases.? For a few years insur-
ers have been raising premiums more rapidly
than underlying costs have been rising; this is
known as “catch-up pricing.” Catch-up pric-
ing is one characteristic of the “hard” phase of
the underwriting cycle, when insurers focus

EXHIBIT 5

Annual Percentage Change In Employment-Based Insurance Premiums And
Underlying Health Care Spending, 1991-2002

Premiums
Underlying health

Year Large firms" All firms care spending
1991 11.5% -8 6.9%

1992 10.9 ~b 6.6

1993 8.0 8.5% 5.0

1994 48 -0 2.1

1995 21 23 22

1996 0.5 0.8 2.0

1997 2.1 -0 33

1998 33 3.7 5.3

1999 4.1 48 7.1

2000 75 8.3 7.8

2001 10.2 11.0 10.0

2002 12,5 12.7 8.8°

SOURCE: Health care spending data are from the Milliman USA Health Cost index (HCI), zero deductibie. Premiums are from
the Henry J. Kaiser Family Foundation/Health Research and Educational Trust Survey of Employer-Sponsored Health Benefits
for 1999-2002 and from the KPMG Survey of Employer-Sponsored Health Benefits for 1991-1998.

“Firms with 200 or more workers.

®Survey covered only firms with 200 or more workers in this year.
¢Data through June 2002, compared with corresponding months in 2001.
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on restoring and solidifying their profitability
rather than gaining market share.

It appears that the health insurance indus-
try continues to be in the hard phase of the un-
derwriting cycle. Second-quarter 2002 earn-
ings reports from managed care organizations
indicate that profits continue to rise at rates
exceeding analysts’ estimates.? Such strong
profitability reflects insurers’ continuing abil-
ity to raise prices more rapidly than their costs
are rising. In addition, there is little evidence
that insurers are entering

profits, employers became more aggressive in
reducing the richness of their health benefit
plans.

The large benefit buy-down in 2002 was
driven by two cost-sharing changes in particu-
lar: (1) a large increase in in-network PPO de-
ductibles, and (2) increases in drug copayment
amounts. From 2001 to 2002 the average in-
network deductible among PPO plans in-
creased from $201 to $276, or about 37 percent.
More employers used tiered drug copayments,
and the average copay-

| —
new n'xarkets The absegce of “While employers ment requirement f.or a
entry into new markets is an- brand-name drug with a
other characteristic of the increased cost-sharing generic substitute rose
hard phase of the underwrit- amounts, they did not from $20 to $26. Many
ing cycle, whereas active en- change the proportion other forms of employee
try would signal a turn to- of the total premium cost sharing, such as pro-
Warld th; “soft” phase of the that employees are vider copayments a:& e
cycle, when insurers engage ” insurance, rose as well, but
in fierce price competition to required to pay. the effect of each was

.

increase membership.

Implications For Consumers

To control rising health insurance premium
expenses, many employers “bought down” the
price of health insurance in 2002 by reducing
benefits and increasing patient cost-sharing
requirements.”* According to calculations per-
formed at our request by John Bertko, vice-
president and chief actuary of Humana, Inc.,
using data on employee cost-sharing require-
ments from the Kaiser/HRET employer survey,
benefit buy-down in 2002 was 2-3 percent.*
Therefore, the increase in the cost of health in-
surance for employers and employees was ac-
tually in the area of 15 percent. Bertko re-
ported that his informal discussions with
other industry actuaries indicate that this
buy-down was notably larger than it was in
200L

Changing economic conditions made buy-
downs possible. Between 1996 and 2001 a tight
labor market had insulated employees from
rising health insurance premiums. The econ-
omy fell into recession during the spring of
2001, however, and the unemployment rate
rose from 4.1 percent to 6.0 percent in April
2002. With looser labor markets and lower

much less important than
the two discussed above.”

While employers increased cost-sharing
amounts to control rising premiums, they did
not change the proportion of the total pre-
mium that employees are required to pay. In
both 2001 and 2002 employees paid about 15.5
percent of the cost of single coverage and 27.3
percent of the cost of family coverage. More
importantly, these figures remained well be-
low the peak of employee contributions in
1993, when employees contributed 20 percent
and 32 percent of single and family coverage,
respectively.

Outlook For The Future

The most recent trends in private health
care costs provide new and more concrete evi-
dence that costs are back to where they were
before managed care began to dominate the
health insurance landscape. In retrospect, one
of the most important effects that the managed
care revolution had on health care costs was its
success in.slowing the growth in hospital
spending, Managed care did this by getting
providers to accept discounted payment rates,
reducing admission rates and lengths-of-stay,
and controlling growth in the rate at which
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certain outpatient procedures were per-
formed. It is clear, however, that managed
care’s ability to constrain payment rates for
and use of hospital services has diminished.
Meanwhile, hospital wages are rising, presum-
ably to address shortages of nurses and other
skilled workers, and hospitals’ prices will
likely reflect these increases.

There appear to be few innovative ap-
proaches to cost containment being discussed
to take the place of the managed care tech-
niques that are being abandoned. Some now
single out disease management programs as an
innovative new way to control costs, but little
evidence of the impact of these programs ex-
ists. Moreover, there is little information about
what proportion of people who could benefit
from these programs are actually enrolled in
them, nor is it clear the extent to which disease
management principles can be applied to other
diseases beyond the few now targeted by these
programs, such as asthma, diabetes, and heart
disease.

Nevertheless, developments are afoot that
make it unlikely that cost trends will acceler-
ate further, if at all. Lacking a new silver bullet
to control costs, health plans and employers
across the country are returning to familiar
territory. They are now moving to shift a
greater portion of the health care bill to pa-
tients and to create more powerful and trans-
parent incentives that will influence where,
with whom, and how often patients obtain
health care. This movement is characterized by
both basic increases in deductibles and
copayments and more sophisticated innova-
tions such as tiered provider networks and
“consumer-driven” health plans Indeed, the
increased cost sharing introduced for 2002
could explain almost half of the reduction in
the trend in health spending in the first half of
that year.?

There are other reasons to believe that the
early 2002 slowdown in cost trends could con-
tinue. One reason—the completion of the
transition to more loosely managed care—was
discussed earlier. Also, the recent slowdown of
the U.S. economy will surely slow the rate of
growth in health care costs, albeit with a sub-

stantial lag, Reflecting these and other factors,
the CMS recently forecast a slowdown in pri-
vate personal health care spending growth
starting in 20032

If health care cost trends continue to slow,
premium trends will eventually reverse course
as well. The increase in health insurers’ profit-
ability can go only so far before the underwrit-
ing cycle turns to its soft phase and insurers
become more aggressive in attempting to ex-
pand their market share. We have not yet,
however, seen many signs of insurers’ shifting
their strategic focus toward growing market
share, entering new markets, and engaging in
fierce price competition to attract new mem-
bership, so we would not expect to see much
moderation in premium growth until the 2004
plan year.

Rapid growth in costs and premiums will
make it difficult for the nation to continue the
modest gains in insurance coverage achieved
during 1999 and 2000. Research has shown
that when health care spending exceeds
growth in income, more people lack health in-
surance coverage.”® Indeed, recent trends in
spending are likely to be a powerful force
against efforts to expand coverage.

The authors aregrateful to John Cookson of Milliman
USA for permission to use the Health Cost Index. They
gratefully acknowledge the Robert Wood Johnson
Foundation (Strunk and Ginsburg) and the Henry |.
Kaiser Family Foundation (Gabel) for their financial
support.
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This Issue Brief focuses on one key question: Can a widespread shift to
defined contribution health plan arrangements (DC health) lower the
growth rate of health care costs? The answer to this question is in two
parts: (1) What are the root causes of health care cost inflation? (2) What
will be the price responsiveness of workers with structured incentives to
choose among health plans?

There is widespread agreement (in the research community) that by far the
most important source of cost growth (greater than 50 percent) has been
technological advance, such as new surgical techniques, drug therapies,
and diagnostic and treatment devices.

National health expenditure experts are forecasting 7 percent—9 percent
annual cost growth in health insurance premiums for the next 10 years.
This is especially troubling to employers, who had hoped that tightly
managed care had “solved” the cost growth problems of the late 1980s and
early 1990s.

There is evidence that health care cost growth never really declined, but
instead was temporarily masked during the transition to managed care.
Thus, while utilization management and price discounts represent real
efficiencies, they may prove to be more of a “one-time shot” than a
fundamental reduction in the rate of cost growth that is driven by the
development and adoption of new medical technologies.

Employment-based insurance pays for only approximately 27 percent of
national health care expenditures. While employment-based health insur-
ance can be a leader in developing techniques that may improve efficien-
cies in the public sector, Medicare and Medicaid purchasing strategies are
likely to be more important than employment-based insurance in affecting
market-wide rates of technical advance in medical care.

DC health benefits can be part of a solution that enables workers to choose
between health care cost and quality, and thereby enforce a discipline on
health plans and providers that has not been present before. But DC health
benefits cannot force this choice upon an unwilling work force/patient base;
it is likely that Americans would do this, collectively, only if the foregone
quality and outcomes are acceptably close, on average, to what could be
obtained at higher cost. Whether such a tradeoffis either truly attainable
or can be measured with enough precision to be persuasive is the crucial
empirical question.
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Despite the fact that more individuals than ever are
covered today through employment-based health plans,
serious policy debate about the future structure and
viability of employment-based health insurance has
intensified in recent years (U.S. Census, 2000; Holahan
and Kim, 2000; Fronstin, 2001b; Salisbury, 1999).
Defined contribution (DC) health plan arrangements—
characterized broadly as those which shift choice of and
responsibility for the details of health insurance arrange-
ments from employers to employees—have recently been
the focus of much attention (PriceWaterhouseCoopers,
2000; Fronstin, 2001a, Center for Studying Health
System Change, 2001).

Following the growth in popularity of defined
contribution retirement benefits, some see defined
contribution health benefits as a promising tool for
controlling employers’ benefit costs. Defined contribution
retirement plans allow employers to exercise more
control over most or all of the costs associated with
providing retirement benefits to employees. Employers
assume all of the investment risks and administrative
costs for providing a defined benefit pension, whereas all
of the investment risks and all or most of the administra-
tive costs are transferred to workers in a defined
contribution retirement plan. In the same way, through
defined contribution health plans employers could
accelerate the drive toward a more individual-based and
“efficient” health care system and gain more control over
their contributions to the costs of health care by transfer-
ring to employees the authority to control the terms of
their own health insurance.

It is clear that the term “DC health” means quite
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different things to different people (Fronstin 2001a).
Some have in mind the employer playing the role of
sponsoring “managed competition” among the health
plans it chooses (such as the federal government does in
the Federal Employees Health Benefits Plan), based on a
set of defined criteria, including quality. In these cases,
the employer contribution is predetermined and uniform
across multiple plans so that employees pay more out of
their own pocket for more expensive plans. In this
version of “DC health,” all plans would still have benefit
levels that are determined by the employer, but may cost
more in total than the employer’s contribution.

For others, “DC health” evokes images of indi-
viduals selecting their preferred plan among the range of
products available in the non-group market, with a fixed-
dollar contribution from their employer, to help defray
the costs of health insurance. Still others use the term
quite specifically to mean something else.

This report focuses on one key question: Can a
widespread shift to defined contribution health plan
arrangements lower the growth rate of health care costs?
In order to answer this question, two other questions
must be answered first: (1) What are the root causes of
health care cost inflation? (2) What will be the price
responsiveness of workers with structured incentives to
choose among health plans?

The first section of this Issue Brief describes
recent trends that have intensified employer interest in
DC health plans, followed by an explanation of how
employers came to embrace managed care and how
interest in DC health flows from the subsequent disap-
pointment over managed care. The following section
outlines how certain kinds of DC plans could—theoreti-
cally—help contain health care cost growth; this section
also identifies the necessary conditions, including
institutional development, for DC health plan effective-
ness. The final section explains the limits on DC plans’
ability to constrain cost growth over time, and the
additional research that is needed.

Employers continue to be the main source of health
insurance for most Americans (Fronstin, 2001b), and
currently provide coverage to over 67 percent of those
under age 65. This is true for four important reasons:

(1) The administrative loads for employment-based
group health insurance arrangements are about

25-35 percent lower than the individual insurance
market. (2) The employment-based group offers a
“natural selection” of people covered for health insur-
ance. Workers and their families are drawn together for
a purpose other than health insurance. This minimizes
adverse selection for larger employment-based groups.
(3) The tax preference for employer premium payments
in lieu of cash wages is a substantial subsidy for the
employee. (4) Offering employees health insurance
allows employers to compete for skilled labor that can
obtain health insurance offers from other employers.
Indeed, in tight labor markets like the United States has
had since about 1995, employers compete for workers so
intensely that the majority of the work force would find
it difficult to obtain a job offer that did not include health
insurance coverage. Thus, it is not surprising that most
working Americans (and their families) under age 65
receive health insurance coverage through employment
arrangements. In addition to all these efficiencies
flowing to workers, employers may gain as well, from
fewer lost workdays and higher productivity (Fronstin
and Holtmann, 2000). In recent years the percentage of
Americans covered by employment-based health insur-
ance coverage has risen (Fronstin, 2001b; Holahan and
Kim, 2000) (figure 1). Most recently, “offer rates” (the
percentage of workers who are offered insurance by their
employer), even among small firms, have been higher
than they were in the 1980s and early 1990s (Cooper and
Schone, 1997; Gabel et al., 2000, Fronstin, 2002). This
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expansion has been driven by competition over increas-
ingly scarce labor. It appears that low unemployment
has more influence over the extent of employment-based
health insurance than the recently countervailing
pressure of increasing health care costs. But clearly,
frustration with the costs of employment-based insur-
ance combined with the prospects for softening labor
markets in conjunction with an economic downturn has
piqued interest in more aggressive cost containment
measures (Salisbury, 1998; PriceWaterhouseCoopers,
2000; Fronstin, 2001b).

Widely accepted economic theory contends that,
at least in the long-term, all health insurance costs are
borne by workers. In other words, as “employer-paid”
health insurance costs per worker rise, cash wages for
workers are reduced relative to what they otherwise
would have been. The employer does not, in the long-
term, absorb increases in health care costs, but passes
them through to the employee.

Received theory notwithstanding, many employ-
ers act as if they do bear some costs of health insurance.
This may be because, in the absence of perfect informa-
tion in such a complex market, some employers fear that
other employers are more efficient at managing health
care costs, and can therefore offer higher wages and
comparable benefits. Thus, employers who are unable to
manage health care costs fear that they might lose a
competitive advantage in their labor and product mar-
kets for reasons unrelated to their core business
competence. Four trends described below help explain
why employers have become interested in different
benefit models that may allow them to stabilize their
costs and to put some distance between them and care
decisions made by their employees.

Return to Rapid Growth in Health Benefit
Costs

Health premium cost growth slowed in the mid-1990s,
but is rising again at double-digit annual rates for many
employers (Hogan, et al., 2000; Strunk et al., 2001).

National health expenditure experts at the Centers for
Medicare and Medicaid Services (formerly the Health
Care Financing Administration) are forecasting

7-9 percent cost growth in health insurance premiums
for the next 10 years (Heffler, et al., 2001). This is
especially troubling to employers who had hoped that
more tightly managed care, along with forceful bargain-
ing with insurers and service providers, had “solved” the
cost growth problems of the late 1980s and early 1990s.

Rising Complexity of Health Care
Purchasing

In the “good old days” of unmanaged fee-for-service
health insurance, the employer-employee bargain
regarding health insurance was simply about money:
how much to reduce wages to finance employer pay-
ments, what premium share employers would pay, and
what level of co-payments would be required with the
chosen insurance plan. Under this financial arrange-
ment, the employee had choice of providers, and by
exercising that choice, the worker explicitly selected the
desired level of health service quality.

Today, managed care complicates this simple
bargain. Under managed care, the employer, or more
likely, its insurer (i.e., the managed care organization)
selects and negotiates with health care providers di-
rectly. Instead of the employee controlling the selection
of providers and the expected level of service quality as
in the fee-for-service arrangement, now the employer or
its insurer selects providers and monitors services
rendered through utilization management and selective
contracting techniques. The open-ended choice available
to workers in the fee-for-service plan no longer exists in
the managed care plan, with the result that many
workers feel a loss of control over the ultimate point
chosen on the inevitable cost-quality tradeoff.

Frustration from this loss of control has made
workers willing co-conspirators with health care provid-
ers in the backlash against managed care, which has
shown itself most dramatically in the various “patient’s
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Figure 2
NATIONAL HEALTH SPENDING AS A PERCENTAGE OF
GRoss DomMESTIC PRODUCT
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straints on choice with
respect to providers and services that are perceived as
negative attributes of managed care. This fatigue is due
largely to the current difficulty in making persuasive
arguments about quality in the present context of
restricted provider choices. In the absence of compelling
quality measurement and information dissemination
techniques, some workers have come to fear that employ-
ers and managed care plans choose affordability over
quality. This choice implies a new role for employers that
some did not seek and do not want to fulfill, for it
reaches far beyond the mere financial sponsorship role it
had in the old fee-for-service environment. Employer
discomfort with the quality-tradeoff role is exacerbated
by health plan liability provisions enacted in some states
and proposed in PBOR legislation in Congress.

Declining Employer Share and “Rising
Decliners”

Despite the perception that employers are reducing the
share of premiums they pay in the face of premium
inflation, hard data do not support this conclusion. In
fact, recent data suggest that the employer share has
been constant or increasing (Fronstin, 2001c). However,
even if the employer share of health insurance costs on
average have been constant, if premiums rise faster than
wages then there has been a relative price increase of
health insurance compared with other consumer goods—
and this relative price change, though small in any one
year, can still induce a larger fraction of workers to
decline health insurance. This does appear to have
occurred over the last 15 years (Cooper and Schone,
1997: Farber and Levy, 2000, Fronstin, 2002).

More workers declining employment-based
health insurance even in the face of rising health care

traditional economic theory
on this issue is, why would any worker willingly take a
job that offers health insurance and forego wages equal
to 75-80 percent of the premium, and then decline that
employer’s offer for insurance when the marginal cost of
insurance to the worker at that point is so low? Basic
research about the employer-employee tradeoff is
necessary.! The increase in the proportion of workers
who decline employment-based health insurance offers is
also consistent with the possibility that workers have
increased confidence in access to free care (Herring,
2000), as well as confidence in their ability to purchase
health insurance in the future when their health care
needs might be greater.2 But the immediate point is that
with all the difficulties entailed by employer sponsorship
of health insurance, if increasing fractions of workers are
declining health insurance when it is offered, why should
employers do more than contribute some tax-free, fixed-
dollar amount and then get out of workers’ way?

Patient Protection Backlash and Fears

Inevitably, the explosion of managed care restrictions
and patient protection acts in state legislatures
(Bovbjerg and Marsteller, 1998) and the continued
debate at the federal level over health plan and self-
insured employer liability for denial of necessary care
has frightened a growing number of employers. To
control costs driven by the availability of, and demand
for, innovative and expensive diagnostics, treatments
and devices, and liability for care decisions with adverse
outcomes, health-plan sponsors are considering the risks
of continuing to determine or select plan benefit provi-
sions for their employees. It may be more affordable and
safer to simply define the amount contributed toward
health insurance—and leave it at that.
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Health care costs in the United States have grown faster
than gross domestic product (GDP), on a per capita basis,
since 1929 (Newhouse, 1992; Centers for Medicare and
Medicaid Services, 2001) (Figure 2). After years of
confusion and fairly sterile debates, the key causes of
health care cost growth in the United States are becom-
ing increasingly clear.

Sources of Cost Growth

Technically, health care cost growth can be broken down
into medical price inflation, growth in the volume of
services, and growth in the intensity of services. The vast
majority of cost growth is accounted for by increasing
intensity (Figure 3). Bed days per thousand persons have
fallen by more than half since 1980, but aggregate real
hospital costs per person have risen in the same time
period by almost 60 percent. Thus, more intensive
services per bed day are clearly being delivered to
hospital patients over time. While this basic point about
the importance of health service intensity is true, the
breakdown of cost growth in this way is overly simplistic,
since the measurement of medical price inflation is
flawed by its failure to account for productivity increases
(Newhouse, 1992; Cutler and Berndt, 2001). Interest in
the causes of health care cost growth has intensified as
the share of U.S. gross domestic product (GDP) claimed
by health care has grown from 5 percent to more than

13 percent in the last 40 years (Newhouse, 1992; Cutler,
1995; Chernew et al., 1998; Smith et al., 2000; Mohr et
al., 2001; Technical Review Panel for the Medicare
Trustees Reports, 2000). Each of these recent reports has

Figure 3
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examined hypotheses and data about alternative sources
of cost growth over the long term—the aging of the
population, the spread of ever more comprehensive
insurance, the growth in disposable income, medical
price inflation (properly measured), the rise of defensive
medicine, and the adoption and diffusion of new medical
technologies of diagnosis and treatment. There is wide-
spread agreement that by far the most important source
of cost growth (greater than 50 percent) has been techno-
logical advance (Figure 4). This advance spans new
surgical techniques, new drug therapies, and new
diagnostic and treatment devices. Other countries have
had similar cost growth experience despite having very
different health delivery and financing systems (Figure
5). This is consistent with technological improvement as
the underlying cause of medical cost inflation—the one
feature all health systems have in common.

Technology drives cost growth so much because

Figure 4

HEALTH COST DRIVERS
Aging 2%
Insurance 109%-13%
Income Growth 5%-13%
Medical Price Inflation 0962096
Defensive Medicine 0%
Technology 50%—66-+2%

Sources: Joseph P. Newhouse, “Medical Care Costs: How Much Welfare
Loss?” Journal of Economic Perspectives, Vol. 6, no. 3 (summer 1992): 3-21;
and David M. Cutler, “Technology, Health Costs and the NIH,” paper
prepared for the National Institutes of Health Economics Roundtable on
Biomedical Research (Cambridget MA, Septmber 1995).
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Figure 5
WORLDWIDE HEALTH CARE COST GROWTH
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it affects both volume and intensity. Providers must
charge higher prices for more complex and resource-
intensive technologies (e.g., bypass surgery). At the same
time, less invasive technological advances that lower
price may nonetheless be shared with many more
patients and thus increase costs overall (e.g.,
laparoscopic cholecystectomy). Perhaps one example
sums up the role of technological diffusion: in 1984,
11 percent of Medicare patients with a heart attack
received some kind of surgical treatment; by 1994,
47 percent of Medicare patients with a heart attack
received a surgical intervention (Cutler, McClellan, et
al., 1998, 2000). Many of these patients were clearly
helped by the spread of effective surgical techniques, but
almost 60 percent more is now being spent per case, in
real terms. In addition to higher costs per service for a
given health problem, the application of new technology
often necessitates more both “upstream” and “down-
stream” complementary service use. For example, before
either angioplasty or bypass surgery can be performed,
heart patients must receive cardiac catherization. And
naturally post-acute rehabilitation services for surgical
patients are greater than for those who are being man-
aged medically. Finally, and perhaps most importantly,
much of new technology improves outcomes and prolongs
and/or improves the quality of life. At the same time,
prolonged life increases the likelihood that other diseases
will manifest themselves, and thus total health care
costs per capita rise still more.

New technology increases diagnostic and treat-
ment options and may improve outcomes in many cases.

Thus, some technological advance is clearly worth the
extra cost. Indeed, one recent analysis concluded that in
the aggregate, medical technology research is very likely
to generate benefits that far exceed the costs of that
research (Murphy and Topel, 2000). Given the generally
enhanced chance of a better clinical outcome, the indi-
vidualistic impulse to try heroically against the odds
(and sometimes the better judgment of disinterested
experts) intensifies the demand for use of the latest
diagnostic, surgical, and pharmaceutical applications.
Inculcating a social ethic of balance—so that private and
public third-party payers finance cost-effective efforts,
but no more than that—may be particularly difficult in
the American context. Denying services with low prob-
abilities of success may require a higher burden of proof
in the U.S. than in northern Europe or Japan, and
sufficient proof has proven to be largely elusive in the
American context. Tempering the demand for technologi-
cal advancement is key to long-run cost containment, a
point elaborated on later in this report.

Cost Growth
cmd DC Health

The uninterrupted historical fact of U.S. health care cost
growth—from 5.1 percent of GDP in 1960 to 13.2 percent
in 2000 without a commensurate rise in population
health status measures—demonstrated to most policy
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Figure 6
GROWTH OF NATIONAL HEALTH SPENDING COMPONENTS
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Extensive
research has shown that the primary failures of unfet-
tered fee-for-service coverage were poor incentives for
providers to control costs and inadequate information
systems and bargaining power on the part of most
insurers and patients. In the face of these failures,
managed care came to be seen as a way to prevent
providers from “over-supplying” health care while
preserving and even enhancing health care quality as
well. The responsiveness of patients to out-of-pocket
health care costs, while present, was never great enough
(elasticities are in the —0.2 to —0.6 range) (Newhouse,
1993) to be able to curtail demand for services as effec-
tively as managed care could by changing the incentives
on the supply side.

But managed care fell from grace despite
reducing costs when its utilization management and
selective contracting techniques managed to infuriate
enough patients and health care providers to form a
powerful coalition against a common enemy. The fact
that high rates of cost growth are now coming back,
despite managed care’s spread in recent years, makes
many people seriously question whether managed care is
such a bargain after all. If it infuriates providers and
annoys patients and still cannot contain costs, what is its
value?

There are many answers to this question, most
of which are beyond the scope of this paper, but two
salient points are worth noting. First, Figure 6 shows
that national health care cost growth slowed consider-

managed care
did what was asked of it, but patients and providers did
not like the methods employed—and now that cost
growth has returned, managed care has few steadfast
friends and many highly motivated (and some self-
interested) enemies.

The second and more subtle point is that,
perhaps, health care cost growth never really declined,
but instead “hid” for a while. After all, managed care
mostly reduced hospital admissions and provider prices;
once admissions per enrollee were down to the minimum,
and provider prices were as low as local conditions would
allow, managed care plans were subject to the same cost
pressures from technology adoption as any other type of
health plan. Consider the following illustrative example:
Suppose an employer offers two health plans and pays
90 percent of the premium regardless of which one the
employee selects. One plan has a premium 10 percent
higher than the other. The high-cost plan might not
restrict providers, but both plans have the same underly-
ing growth rate of health costs—say 10 percent per
year—since they have identical technology adoption
strategies. Suppose that each of the last 10 years, half
the employees chose each plan, but that this year
25 percent of the employees switch from the high-cost
plan to the low-cost plan due to changes in the
employer’s premium contribution policy. The average
premium reduction from the employee shift to the lower-
cost plan partially offsets the cost inflation in the
low-cost plan. Thus, the measured “per worker” premium
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inflation would be only about 7.5 percent—not the
10 percent that is the fundamental underlying growth
rate in both plans by construction in the example.

Now relax the conditions of the example, and
imagine similar plan-switching occurring not immedi-
ately but over a few years. During this time, the
inpatient utilization reductions and price discounts of
the “first generation” of managed care also take some
time to reach their zenith. There can then be a series of
years wherein the measured growth in per enrollee cost
is less than 10 percent, even though all plans have the
same underlying growth rate. But ultimately, when all
employees are in the managed care plan, managed care
cost containment over time will not be able to conceal the
real growth of health care costs. Thus, while utilization
management and price discounts represent real efficien-
cies, they may prove to be more of a “one-time shot” than
a fundamental reduction in the rate of cost growth that
is driven by the development and adoption of new
medical technologies.

The major point here is that employers who had
come to rely on managed care are having second
thoughts, and so the search is underway for another
device that will allow employers to contain their costs,
whether or not it controls tofal health care costs. Thus,
DC health plan arrangements, at least in some forms,
appear to hold considerable promise, and they are now
getting a serious look (Fronstin, 2001a; Center for
Studying Health System Change, 2001).

How DC Health Plans Could Reduce Cost
Growth

As has been pointed out, DC health benefits take many
different forms and indeed the term means different
things to different people (Fronstin 2001a). But a unify-
ing theme behind the concept is to shift responsibility
and choice for specific health care and health insurance
arrangements from the employer to the employee. The
theory of “managed competition” (Enthoven, 1978, 1988,
1993; Enthoven and Kronick, 1989) articulates a work-

able vision of health plan competition that would pro-
mote efficiency and that could be implemented by
employers and/or governments as purchasers. At its core,
managed competition has a DC element, in that employ-
ers and other plan sponsors are expected to set their
contribution limits in such a way that employees would
be fully responsible for any higher premiums above the
benchmark plan determined by the purchaser. Surveys
report that while examples of the managed competition
mode] are alive and well (e.g., Meyer et al., 1997; Max-
well et al., 1998), it has not been widely adopted despite
its considerable promise (Marquis and Long, 1999).

As a result, the empirical economic literature of health
plan choice has been limited to somewhat special cases.
Furthermore, it has not been able to test alternative
models of DC health benefits against each other, but the
literature has focused on the conditions under which
price sensitivity of employees is enhanced, and has tried
to estimate just how price-sensitive workers can be
(Feldman et al., 1989; Short and Taylor, 1989; Feldstein
and Buchmeuller, 1996; Royalty and Solomon, 1998;
Cutler and Reber, 1998; Nichols et al., 1998).

The consensus answer is that workers choosing
health plans can become quite price sensitive, indeed.
Whereas in general the demand for health insurance is
considered to be fairly price-inelastic—most estimates
are in the —0.4 to —0.6 range (Gleid, 2001)—plan switch-
ing elasticities are much higher, with a consensus range
between —2.0 and —5.0. Thus, whereas a 10 percent
premium increase might induce only a 5 percent reduc-
tion in the probability of purchasing health insurance at
all, a 10 percent premium differential—or differential
growth rate over time—might engender as much as a
50 percent reduction in the market share of the high-cost
plan. This price sensitivity is the key to any potential
success DC health benefits may have in lowering cost
growth over time.

The natural experiments studied in the litera-
ture largely relate to specific settings—typically,
university faculty behavior after a new employer contri-
bution policy is implemented—although Feldman et al,,

10
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Figure 7
ExampPLE OF DC HEALTH EFFECT ON MIARKET SHARE
AND PREMIUM GROWTH RATE
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it is persuasive to find such consistency among the
elasticity estimates, with all studies finding a degree of
price responsiveness considerably larger than the take-
up or non-group purchase elasticities generally
associated with the decision to purchase health insur-
ance at all. Nichols et al. (1998) also included a specific
test for whether price sensitivity was enhanced by the
presence of a “fixed-dollar” or defined contribution rule—
controlling for the level of the employer contribution—
and generally found this to be the case. )

The following example illustrates the types of
effects on cost growth that DC health benefit arrange-
ments could have under the best conditions. Parameters
are drawn from the economic literature.

Suppose the plan-switching elasticity with DC
health benefits is —3.0, but —0.5 without a DC health
structure. Let there be two plans, one unfettered fee-for-
service and inefficient, with a 10 percent higher
premium than the more efficient managed care plan;
however, the fee-for-service plan has been around a long
time and has every local provider in its “network” and
therefore has an 80 percent market share due to inertia.
Furthermore, assume the inefficient plan has a cost
growth rate of 6 percent, while the efficient plan grows
at only 3 percent per year because it only pays for new
technology that is proven to be cost-effective. Given these
premium and growth rate differentials, and the assumed
plan switching elasticities, Figure 7 shows how the
inefficient plan’s market share and employer-wide
premium cost growth will change if a defined contribu-
tion plan is in effect versus if it is not.

The example merely shows that even under the

within that more-
conservative approach to medical practice. American
workers’ acceptance may or may not be forthcoming in
the long run—but in any event, DC health plan price
incentives are best considered as necessary but not
sufficient conditions for systemwide reductions in health
cost growth.

So, despite the slowness with which the prin-
ciples of managed competition are being implemented
nationwide, the research question is not whether work-
ers can be induced to select low-cost health plans, but
whether the lowest-cost plan can reduce the diffusion
and development of new medical devices and techniques,
and thereby lower the rate of cost growth for all plans.
The answer is “potentially yes,” but only if lower-tech
health care is perceived to be a viable quality health care
strategy by patients and a critical mass of providers
alike. This will require either: (a) that all plans and
delivery systems adopt identical technology strategies; or
(b) that patients are willing to trade some technological
sophistication for lower costs. This will make it possible
for plans that follow a conservative (frugal) technology
implementation strategy to compete successfully on
price. Of these two preconditions, option (b) seems more
likely than (a), at least in the short run, but (b) will work
only if plans with lower-tech delivery patterns can prove
their outcomes are as good or better than those achieved
by other approaches to health care delivery.

The difficulty of proving equal-quality outcomes
will be addressed later, but note that the evidence is
mixed on whether markets with the highest managed
care penetration rates have slower technology adoption
rates (Chernew et al., 1998). There is considerable
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evidence that health maintenance organizations (HMOs)
and fee-for-service plans tend to adopt specific technolo-
gies at similar rates, but studies looking at the health
services market as a whole do find lower adoption rates
where managed care penetration is higher. There is
recent evidence that HMO penetration does indeed lower
the rate of cost growth, but not by enough to reduce the
share of GDP devoted to health care; i.e., premium
growth in the best cases still exceeds the rate of growth
in GDP per capita. Plus, the studies reviewed by
Chernew et al. have all been conducted in a period of
fairly rapid transition to managed care and new technol-

“ogy, and the resulting cost growth estimates may be
lower-bound estimates for long-run purposes if the gains
turn out to be due to “one shot” factors that were de-
scribed above.

Finally, this entire discussion has presumed a
set of preconditions is in place—a kind of DC health plan
infrastructure—in order to reach maximum effective-
ness. First, an effective risk-adjustment mechanism will
have to be implemented to negate the major conse-
quences of risk selection among plans. Some
organizations have had reasonable (though not perfect)
success with this, but a standard benefit package is
clearly a prerequisite for doing this well. As a result,
employers—or other health plan sponsors, be they
employer groups or agents of employer groups—will need
to define such a package for bidding purposes (this does
not mean that insurers cannot offer supplements to the
standard package and charge separately for them, just
that they cannot offer less generous benefits than the
standard package). Next, the purpose of employee choice
is to provide valid plan comparison information to
workers and their families; therefore, some entity—
again, the employer or a sub-contractor—will need to
negotiate with and select plans, and then collect and
disseminate plan performance information on a variety
of agreed-upon measures. This is an “active sponsors”
role, and these functions must be performed in any DC
health plan context—whether employment-based or not
(see Fronstin, 20014, for the range of options)—if fully

empowered individual choice is to be channeled to
produce more efficient health plan outcomes. For this to
ultimately be effective in reducing cost growth, technol-
ogy developers are going to have to see that they can
profit from cost-saving as well as from cost-enhancing
technologies, and redirect their investments accordingly.

Even under the best of circumstances, there are serious
limits on the ability of employment-based DC health
benefit arrangements to actually affect overall health
care cost growth. First, employment-based insurance
pays only for about 27 percent of national health care
expenditures (NHE).3 The share of health care services
paid for by the largest public programs combined,
Medicare (20 percent) and Medicaid (17 percent), is
larger than that purchased by employment-based
insurance. These public programs may be even more
important for technology development, adoption, and
diffusion than their overall share might imply, since
Medicare plus Medicaid account for 48 percent of all
hospital spending. So while employment-based health
insurance can be a leader in developing techniques that
may improve efficiencies in the public sector, Medicare
and Medicaid purchasing strategies are likely to be more
important than employment-based insurance in affecting
marketwide rates of technical advance in medical care.
Another limit on the ultimate scope of DC health plans is
the lack of health plan choice for many workers. Slightly
more than half of all workers (57 percent) are offered a
choice of health plans by their employer (Medical Expen-
diture Panel Survey, 1998). Without a choice of plans,
there is no context for a DC health structure incentive.
Thus, only about 15 percent of national health expendi-
tures could be affected by DC health plan structures at
the present time.

12

June 2002 » EBRI Issue Brief




And of those employers that do offer a choice of
health plans, only about 27 percent currently use some
type of fixed contribution scheme that is consistent with
DC health benefits theory (Fronstin, 2001a). Thus today,
on net, only about 4 percent of national health expendi-
tures are potentially under the sway of DC health benefit
techniques. This is obviously not enough to make a big
difference in overall health care system costs or technol-
ogy adoption rates.

More organized and consumer-choice-oriented
purchasing by Medicare and Medicaid—i.e., fundamental
public-sector health insurance purchasing reform—is
possible, and could certainly expand the range of na-
tional health expenditures that DC health benefits could
influence, thereby improving the likelihood of changing
the cost-benefit calculus of technology developers within
the health sector. But the fundamental limitation on the
ability of DC health benefits arrangements to reduce
technology adoption and health care cost growth is and
will remain the acceptance by workers, families, and
patients. Will cost-effective styles of health care delivery
ever be viewed as “good enough” or of equal or greater
quality than more expensive and interventionist sys-
tems—especially in the American context of individual
rights and extensive third party payments?

Enthoven and Vorhaus (1997) lay out a vision of
how this type of health care system could come into
being. In its final form, this vision is self-sustaining,
since individuals would be choosing the level of technol-
ogy and health plan options they are willing to pay for.
But as McGlynn (1997), Lohr (1997), Gosfield (1997), and
the IOM (2000) make clear, implementing anything like
this vision will take time and resources, both private and
public. Not only must quality measures be developed and
improved while data collection and dissemination are
institutionalized, but workers, patients, and citizens
must all be educated about the nature of the real cost-
quality tradeoffs they are facing. And a critical mass of
participating workers must come to choose lower-cost
plan options. DC health benefits can be part of a solution
that enables workers to make these choices—and

thereby enforces a discipline on health plans and provid-
ers that has not been present before.

But DC health benefits cannot force this choice
upon an unwilling work force/patient base. The most
challenging education is to learn the art of self-restraint,
but that is the ultimate prerequisite for health care cost-
containment in the U.S. context. Given our cultural
emphasis on individual freedom, Americans must choose
a lower health-cost growth trajectory if they are to
experience one. It is likely that Americans would do this,
collectively, only if the foregone quality and outcomes are
acceptably close, on average, to what could be obtained
at higher cost. Whether such a tradeoff is either truly
attainable or can be measured with enough precision to
be persuasive is the crucial empirical question. Note
there are two steps: First the basic research into quality
measurement, followed by the development of an infor-
mation infrastructure that will usher in an era in which
evidence-based medicine is the norm in all settings. The
cost of not taking these two steps, which would depend
heavily on federal funding to be credible, may be to
consign the nation to spending 25 percent of its annual
gross domestic product on health care by 2050. Perhaps
that will seem like a bargain then, given the potential for
medical and pharmaceutical technology seemingly just
around the corner. But perhaps 25 percent of GDP will
not seem like such a bargain—and if not, then stronger
price incentives and steeper quality tradeoffs are both
likely to be part of the future, whether or not Americans
are happy about it and fully informed about their
implications.

1 See papers presented at the Department of Labor,
Pension and Welfare Benefits Administration conference,
“Why Do Employers Do What They Do?” April 27, 2001,
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published in a recent issue of The International Journal
of Health Finance and Economics, for an example of an
emerging basic research paradigm. The Robert Wood
Johnson Foundation has also begun a major initiative by
creating an Economic Research Initiative on the Unin-
sured at the University of Michigan.

2 For competing views about the likelihood of doing this
in the non-group market, see Pollitz et al. (2001), and
Pauly and Herring (1999).

3 Private health insurance paid for 33.6 percent of
national health care expenditures in 1999 (Centers for
Medicare and Medicaid Services, 2001). This includes
payments by Medicare supplemental policies as well as
by non-group insurers for the non-elderly population.
Approximately 14 percent of private health insurance
was for Medicare supplemental polices (Cohen, et al.,
2000), and approximately 94 percent of nonelderly
private insurance enrollment is in group vs. non-group
plans (Pauly and Percy, 2000; Chollet, 2000; U.S. Cen-
sus, 2000). Assuming expenditures are proportional to
enrollment, employment-based health insurance then
accounts for .336 x .86 x .94 = 27 percent of NHE.
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What GAO Found

The six states reviewed had in place a variety of protections, established
prior to the economic downturn, to assist unemployed individuals in
maintaining health insurance coverage:

¢ State-mandated continuation coverage, which required small businesses
to extend their group health coverage to former employees and their
families who choose to pay for it.

¢ Guaranteed conversion, which required insurers to allow eligible
individuals to convert their group coverage to individual health
insurance policies.

e Guaranteed issue, which required insurers to offer coverage to those
who did not have access to group coverage or public insurance.

» High-risk pools, state-created associations that offered comprehensive
health insurance benefits to individuals with acute or chronic health
conditions. _

However, individuals generally bore the full cost of the premiums, which

was usually higher than their premium cost under employer-sponsored

plans. For individuals who relied on unemploym ent benefits as their ’

ErinciEa.l incomei gremiums absorbed a sigmf' icant share of the benefit.

State Protections that Facilitate Access to Health Insurance Coverage for the Unemployed in
Six Selected States
State-mandated State-mandated State-mandated

continuation guaranteed guaranteed
State coverage conversion issue High-risk pool
Colorado v v v
New Jersey v v
North Carolina v v
Ohio v v v
Oregon v v
Utah v v v

Source: State information, October 2002.

Unemployed workers were less likely than their children to be eligible
for coverage under state Medicaid or SCHIP programs because adult
eligibility thresholds were less generous than those for children.
Coverage of adults was limited in four of the six states, as average
unemployment bene fits were at least twice the amount of income
allowed for Medicaid eligibility. Colorado, Oregon, and Utah have
received recent federal approval to expand Medicaid and SCHIP
coverage for certain low-income adults. While New Jersey had a similar
expansion of coverage in 2001, it suspended new enrollment for adults in
June 2002 due to budgetary constraints.

We incorporated technical comments provided by representatives from
states’ insurance departments, high-risk pools, and Medicaid programs,
as appropriate. We did not obtain comments from the Department of
Health and Human Services because we did not assess its role in these
programs.
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Health Care Cost
Increases in Florida

Agency for Heal®

The Agenecy’s Role

e AHCA is both regulator/policy maRe
health care services

e Medicaid payments and policies, all p

o Health facility regulation—licensure and
survey/certification for 32 facility/provider
including hospitals, nursing homes, assisted
facilities, home medical equipment companies,\

home health agencies

e HMO quality of care regulation, licensure and
accreditation

e AHCA has no authority to regulate any aspect
Medicare

and payer of

er types




Why Are Health Care Costs

Increasing in“Klorida?

e Population Issues
eHealth System Issues

Populati

Issues

e Florida’s
Population is: ® These threg
factors will¥g
Growing to increases i¥
Aging health care co
Diversifying even if nothing

else changes.




e More people
automatically means
more health services
will be needed, used

and funded in some uninsured, whi¥
way. means they delayRg
e Older people use seeking services.
health care services e Delay means
much more than deterioration: discas{—
younger people. is more expensive tha S

prevention.

U.S. Census-Projections for
Florida

® Between 1995 and 2025, Florida
6.5 million people—a 48.5% incre

® Florida will move from being the 4™ mao
heavily populated state to the 3™ most

populated—behind California and Texas
but ahead of New York.




" Florida-Had the Highest
Ider People in

1995.....

Percentage o

...And we will have the
highest percentage in
2025

e In 2011, the first baby
boomers will turn
65—and chronic
illness is more
prevalent in older

“population groups.

30.00%
25.00%

1995 2025

Florida’s

e The U.S. Census
projects that Florida
will gain 1.9 million
residents through
international migration
between 1995 and
2005.

1995.
— Hispanic increase =
million

— Non-Hispanic white
increase = 2.2 million

— Non-Hispanic African
American increase = 1.1\
million




Health Systems Issues

® Hospital Revenues and Beds
® Managed Health Care

e HMO Mergers

® Financial Pressures

e Consumer Complaints
® Managing the Uninsured
e Emergency Preparedness

Florida’s Hospitals

e Gross revenues for e Florida¥gs approved
hospitals increased nearly 1,15
nearly 56% from 1997 hospital beds

o 200.1' : early 2000.
e (ross inpatient o Statewide acute o
revenues increased by atewide acute

more than 39% and utilization has jump
outpatient revenues approximately 5%1
increased by more Just two years.

than 52%.
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® Medicaid
enrollment
increased from
415,000 in 1998 to
654,000 1n 2002

® Commercial
enrollment
decreased from 3.7
million in 1998 to
3.1 million in 2002

are in Florida

enrollmentgm,
decreased fr®
777,000 in 19§
654,000 in 2002
with a significant (&
negative impact ony:
the elderly

Financial Pres

e While some HMOs are
showing signs of
recovery, several still
show significant losses for
the period January through
September 2002. Out of
29 HMOs with certificates
of authority, 11 showed
losses.

res on HMOs

e Net incom&ge
HMOs totales
$88,262,938 foyg
the period Janua
2002 through f:;:
September 30, 200




m

® Increasingly, HMOs are md mg
Following the known consoliog
there will be 25 commercial H
from 30) and 11 Medicaid HMOs
from 14).

O Mergers

Changes in Product Lines

e Several HMOs have
left or are leaving the
commercial and
Medicare markets.

e Neither AHCA nor

DOIoca? require package and inc?
HMOs to remain in

e higher out of poc
the market; that is & P
strictly a private
business decision.

prescription expen




mhip Between HMOs

and The?Providers

e HMOs must rely on
the willingness of
health care providers ® Reducec
to contract with them
to ensure adequate

networks.
e Refusal of hospitals discounted rates !

and physician groups HMOs.

to contract with some

HMOs has caused

access problems.

*ddressﬂg Consumer

Complaints

e The Statewide Provider and Subs®gber Assistance
Panel (SPSAP) provides a forum for X
consumer dissatisfaction with HMO de

® Medicaid and commercial HMO members ¢
unhappy with the outcomes of their HMO
grievances can bring their concerns to SPSAP

® Medicare consumers must address their grievan
through the federal Medicare program.




AddressingRising Premium
and Co-paym

® Cost containment measures in the I
industry include reducing mandated
benefits, raising deductibles and co-
payments and controlling utilization of
services.

m Uninsured

percent in 2000, rose again in 200
percent of Floridians (2,856,000 peop
U.S. Census Data)

® Uninsured health care is a burden borne B§
all Floridians--regardless of original payer§
source--through taxes and rising health care
costs.




Addressing Forida’s Problem

of the Uninsured

e The 2002 Legislature passed the Howjth Flex Plan,
a pilot program covering 22 Florida cOtggic
provide access to health insurance for thd
poor.

e [ egislative intent is to expand health options
low income uninsured by encouraging health \
insurers, HMOs, and provider sponsored
organizations to develop alternatives to traditio
insurance that emphasize coverage for basic and §
preventive care.

Emergency Preparedness

® Post 9/11, emergency preparediiggs has
become a major concern and will
increasingly large cost issues as systy

implemented to handle potential crisesN

® We have only just begun to ..
anticipate/investigate the fiscal impact of
emergency preparedness on our health care\
systems.
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Prior approval of new policy forms required
Assures policy meets statuto! uirement’
Prior approval of initial rates and all rate
changes required
Avoids predatory pricing)

.
egulated
Andividual Marke

627.410 (1) 627.6515

Yes ' No *
627.410 (6) 627.6515

Annual rate certification required
Assures that companies monitor rates
Durational rating prohibited
(Raising rates solely based on the number of

ears the policy has been in force)

Yes

627.410 (7) (a) No

Yes
627.410 (6) (d)

Prohibition against canceling a policy form and
offering replacement coverage to only health
individuals

Yes

1627.410 (1) (e) (2)}

Pooling experience of all forms with similar
benefits required
Prohibits creation of death spirals)

Yes
627.410 (6) (e) (3)

Free look provision required

Pre-existing condition exclusion limits required

Yes
Rule 4.154.003

Yes
627.6045

Timely payment of claims required

Yes
627.613

Number of mandates required

48

12-Month extension of benefits
(Protects persons on claim when coverage is
terminated)

Yes
627.667

Dependents covered up to age 25

Yes
_627.6562
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