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C ONTROLLING H EALTH C ARE
E XPENDITURES

A

FTER a few years of success in controlling the
costs of health care, the United States once again
faces the challenge of what, if anything, to do about
skyrocketing health care expenditures. Dealing with
this challenge, which dominated the health policy
agenda from the late 1960s until the mid-1990s, will
be extremely difficult under any circumstances. It may
prove impossible unless the factors that prevent poor
and uninsured persons from obtaining medical care
are addressed simultaneously.
Evidence of rising health care expenditures is widespread. Hogan and colleagues1 estimate that private
expenditures increased by 6.6 percent per insured person in 1999, as compared with increases of 5.1 percent in 1998 and 3.1 percent in 1997. According to
the most recent estimates by the Health Care Financing Administration (HCFA), national health care
expenditures have been growing at an average rate
of 6.5 percent annually from 1998 through 2001,
as compared with a rate of 5.0 percent from 1993
through 1996.2,3 HCFA projects that health care
spending will continue to grow through 2008, at an
average rate of 6.8 percent annually, and will reach
$2.2 trillion (16.2 percent of the gross domestic product [GDP]), as compared with $1.2 trillion (13.6 percent of the GDP) in 1999. According to a recent
newspaper report, HCFA may soon revise upward its
projections of future health care spending.4 One analyst has predicted that if current trends continue,
health care will consume 25 percent of the GDP by
the year 2030.5
The resurgence in health care spending is fueled
by fundamental forces that will prove difficult to resist. Their influence was obscured in the mid-1990s by
factors that, in retrospect, provided only short-term
respite from the growth in expenditures. One factor
was managed care, which achieved savings largely
through negotiated price discounts from physicians
and other health care providers. This strategy has lost
its potency in the face of resistance from providers
and patients. Another factor was a downturn in what
insurers call the “underwriting cycle.”1 Health insurance companies periodically encounter periods of increased competition for market share, which leads
them to reduce their premiums. Fortuitously, the insurance industry was experiencing such a downturn in
the underwriting cycle in the early 1990s, at precisely
the time that managed care emerged as an important
factor. The recent upturn in the underwriting cycle
has added to inflationary pressures.

Over the long term, however, more fundamental
pressures, such as the cost of new technology, will
drive up spending. The availability of new diagnostic
and therapeutic approaches and increased use of established ones have always accounted for about two
thirds of the real annual increase in health care spending in the United States.4 The enormous investment
in biomedical research will probably accelerate the rate
of technological development in medicine, with effects
on overall expenses. These effects are particularly striking in the case of pharmaceutical expenditures. Between 1990 and 1997, expenditures for drugs more
than doubled, whereas expenditures for hospital care
and for physicians’ services grew by 44 and 50 percent, respectively.2 Pharmaceutical expenditures continue to increase at a rate of 14 to 17 percent each year.6
Another fundamental trend is the aging of the U.S.
population.5 By 2011, the first baby boomers will
become eligible for Medicare.7 The proportion of the
population 65 years of age or older and the proportion over 80 will increase by 33 percent and 14 percent, respectively, between 2000 and 2020.8 No matter how healthy elderly persons are in the future, as
compared with earlier generations, their sheer numbers are almost certain to result in increased expenditures for health care.
Yet another important influence will be increasing
national prosperity. The more income people have,
the more of it they tend to spend on health care. One
of the strongest predictors of the proportion of the
GDP that Western nations spend on health care is the
GDP itself.5 For all these reasons, substantial increases in health care spending over the next 5 to 10 years
are virtually inevitable.
ARGUMENTS FOR CONTROLLING
HEALTH CARE SPENDING

What are the reasons for implementing policies to
control health care spending? One argument is that
much of the spending may be wasted. The United
States spends 3.4 percent more on health care as a percentage of the GDP than any other Western country,
but there is no conclusive evidence that health outcomes are better in the United States than in other
industrialized nations.9-11 Studies do suggest that people in the United States receive better service, such as
shorter waiting times for elective medical procedures.
Whether such convenience justifies a huge increment
in health care spending is debatable.9-11
A second argument is that our current health care
system lacks any effective means to regulate health care
spending and consequently encourages excessive outlays.5 On the one hand, market forces are handicapped
by the revolt against managed care and by public policies — many laudable in their own right — that prevent markets from expressing the true preferences of
consumers for health care in comparison with other
goods and services. (Such preferences might lead con-
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sumers to use fewer health care services.) These policies include tax incentives for purchasing private health
insurance and publicly funded insurance coverage for
elderly, poor, and disabled persons. On the other
hand, the federal government lacks the authority to
control overall health care expenditures. The absence
of both workable health care markets and effective
federal constraints on spending may explain why the
United States, in contrast to other Western nations,
spends 56 percent more on health care per person
than would be predicted on the basis of the GDP
alone.5
A third, and perhaps the most powerful, argument
is that increases in health care expenditures inexorably
swell the ranks of the uninsured. Employers cut back
on health care benefits, and both workers and others
find themselves unable to afford private health insurance.12
STRATEGIES FOR REDUCING HEALTH
CARE SPENDING

What measures can be taken to control health care
costs, and what are their pros and cons?
Strengthening Market Forces

In the 1990s, market forces constituted the primary
national cost-control strategy. A first option now is to
strengthen the market. The rationale for this approach
is that price competition among managed-care plans
ultimately failed to restrain spending because the real
purchasers — patients — never had to pay the true
price of the care they received. Employers (encouraged
by federal tax policy) continued to pay a substantial
portion of the premiums of managed-care plans. The
plans relied heavily on administrative restrictions, such
as primary care gatekeeping and utilization review,
rather than on monetary incentives, such as higher
premiums, copayments, and deductibles, to discourage patients from using unnecessary services. Thus,
it is not surprising that the demand for care persisted
unabated and that administrative controls imposed by
managed-care plans sparked a consumer revolt.
Proposed new controls on expenditures include the
use of so-called defined contributions by purchasers
to pay for health insurance.13-15 With this approach,
employers or other payers, such as Medicare, contribute a certain amount to the purchase of health insurance by employees or other beneficiaries. That amount
is based on some external standard, such as the prevailing market price of a specified package of insurance benefits that the purchaser deems reasonable.
Employees or beneficiaries who wish to purchase a
more expensive insurance package (perhaps with more
generous benefits or fewer administrative restrictions)
must pay the difference out of pocket.11 A version of
the defined-contribution approach has been used for
many years by the Federal Employees Health Benefits Program, which insures all federal employees.16

Currently, about 8 percent of employees in companies offering health insurance receive a defined contribution from their employers.15
A second approach favored by proponents of reliance on market forces is medical savings accounts.
Modeled on individual retirement accounts, medical
savings accounts allow taxpayers to make before-tax
contributions to savings accounts that can be used
solely to pay for catastrophic insurance coverage or for
the direct costs of care that are not covered by catastrophic-insurance programs. Unexpended funds can
accumulate tax-free over time and remain available
to pay for future health care. Limited experiments with
medical savings accounts were authorized under the
Health Insurance Portability and Accountability Act
of 1996 and the Balanced Budget Act of 1997.11
A third strategy, related to the two already discussed,
is to increase the amounts that patients pay for care at
the point of purchase through copayments and deductibles. For example, with the defined-contribution
approach, the less expensive plans are likely to have
higher copayments and deductibles than the more expensive plans.
Market-based strategies, which are designed to influence the purchasing decisions of patients, have
advantages and disadvantages. One advantage is that
some (though not all) of these approaches have been
shown to slow growth in health care expenditures,
or at least to change purchasing decisions in the predicted ways.11,17 A second advantage is that, administratively, some market-based strategies are comparatively easy to implement. Pricing insurance benefits
and setting copayments and deductibles are more
straightforward than imposing complex, intrusive administrative rules that limit the choices of patients
and physicians.
The disadvantages of market-based strategies are
considerable, however. One disadvantage is that they
have never been tested as part of a national initiative
to contain health care spending in the United States
or anywhere else. A second disadvantage, and perhaps
the most important one, is that interventions of this
type are likely to have a stronger influence on the purchasing decisions of lower-income patients than on
those of higher-income patients, thus increasing the
inequities in our health care system. This problem is
illustrated by defined-contribution programs. Under
these programs, low-income workers and beneficiaries are more likely than those who are better off to
pick low-priced, restrictive health plans or to forgo
health insurance entirely. Their use of health services
is also more likely to be determined by copayment and
deductible levels. Defined-contribution plans can also
put sick employees and beneficiaries at a disadvantage
as compared with those who are healthy, because patients with chronic illnesses will tend to choose the
more expensive plans, driving the premiums for these
plans up further and thus forcing the patients to make
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increasingly high insurance payments.11 Private or public purchasers might solve this problem by adjusting
their defined contribution according to the health status of the employee or beneficiary. Unfortunately, such
adjustments are complex, and relatively few purchasers have been willing to make them.18,19
Market-based strategies generally entail substantial,
wasteful administrative expenditures 20 for marketing
and for collecting payments from and for patients
with widely varying health insurance coverage. There
are also substantial short-term barriers to the adoption of these strategies. When the unemployment rate
is low, private employers are reluctant to alienate workers by reducing health care benefits or even making
major changes in the way they are configured. For
these reasons, market-based approaches to containing
health care costs are unlikely to be widely implemented
by private employers until the economy slows down.
In the Medicare program, these approaches face substantial political hurdles as well.14,21
Strengthening Government Controls

Government controls are a proven strategy for
controlling health care expenditures. In other countries, such controls have always been linked to programs of universal coverage, which have both legitimized and necessitated national measures to restrict
expenditures. From the 1960s until the mid-1990s,
most industrialized countries with governmentally
funded or guaranteed health care coverage and centralized controls over expenditures did a better job
of containing health care spending than did the United States (though not a perfect job).9 The reason is
that in these countries the public sector controls both
the health care system’s revenues (taxes or other payments) and its expenditures (budgets and fees for
providers).
The combination of government controls on spending and universal access to care restrains health care
spending while reducing (though not eliminating) inequities in the health care system. The main disadvantage of this approach is political. There is no immediate
prospect that people in the United States will support
the enactment of comprehensive federal controls on
spending and universal health care coverage,22 despite
the possible effectiveness of such an approach. Another important disadvantage — one that pertains to all
successful measures for controlling expenditures —
is that government controls on health care spending
are associated with longer waits for elective procedures
and reduced availability of new and expensive treatments and devices. These problems lead to dissatisfaction on the part of both health care providers and patients, as did market-based reforms in the 1990s.23
Improving the Management of Health Care Services

Reforms in the provision of health care services at
the local level are intended to improve the cost effec-

tiveness of care by enabling patients and providers to
make better decisions about the use of services. These
reforms include disease-management programs,24 techniques to improve decisions about drug therapy,25-27
and assessments of new diagnostic and treatment approaches to guide coverage decisions made by thirdparty payers.28
As approaches to improving the quality and efficiency of services, these interventions hold promise.
As methods for controlling national health care expenditures, however, their potential is far from certain.
One reason is that improved medical decision making
is as likely to increase expenditures for underused services 29 as it is to reduce expenditures for overused services. In addition, providers have generally been at best
indifferent and at worst hostile to these reforms. Like
most of humanity, health care professionals and organizations generally resist efforts to change their
behavior unless they have strong incentives to do so.
Providing such incentives would require reforms in
the financing and organization of care.
ENACTING COST CONTROLS

In retrospect, the 1990s offered only temporary
respite from the powerful forces driving up health care
spending in the United States. Blunting these forces
over the long term will require potent countermeasures, backed by solid political consensus. Unfortunately, with all the strategies I have discussed, there
are substantial barriers to implementation, their effectiveness is uncertain, or they are likely to have serious adverse effects that would undermine the political will required to sustain them.
The measures most likely to be implemented are
efforts to increase the amounts that purchasers of insurance and users of health care pay out of pocket for
these services. At the first sign of an economic slowdown, private employers will try to control their health
insurance costs by shifting them to employees. This
process is likely to increase the already profound inequities in our health care system. Even if these efforts
are effective in controlling health care expenditures
in the private sector, they are likely to destabilize insurance markets and lead to further disadvantages for
those who are poor or sick. The result may be a political backlash that will limit their use.
The one internationally tested strategy for restraining health care spending is the use of government controls combined with universal coverage. Because this
approach will probably remain off the political agenda
in this country,22 the federal government is likely to
confine its cost-constraint efforts to reducing payments
to providers who care for patients with publicly financed insurance. The government’s ability to sustain
this strategy will be continually and appropriately limited by the concern that it might jeopardize the health
care safety net. The recent game of cutting and then
restoring funds, reflected by the enactment of the Bal-
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anced Budget Act of 1997 and the subsequent amendments in 1999 and 2000, will be repeated several times
over the next decade.
Without a national consensus on the need for collective action to address health care inequities and, simultaneously, increased spending, effective restraints
on national health care expenditures are likely to be
elusive. Educating the public about the connection between controlling expenditures and ensuring access to
care should be a high priority for political leaders.
Generating the political will necessary to address both
these problems is a forbidding challenge.30
DAVID BLUMENTHAL, M.D., M.P.P.
Massachusetts General Hospital
Boston, MA 02114
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