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The Rising Tide of
Healthcare Costs in Indiana
contrast, nationwide, 13.3% of income (or about 93 cents of every
High healthcare costs are a perennial policy concern in Indiana
$7 dollars earned) is spent on health care.1 Spending in Indiana is
and across the nation. While it is relatively easy to measure these
costs, it is much more challenging to estimate with confidence just particularly high for expensive institutional care, including both
how much we should spend as a society. This is particularly true in acute hospital and long-term care facilities (see Table I).
recent years, both because the growing life science sector is a
High spending on health care is not, in itself, a problem. It
major source of economic development
becomes a problem if the value of the
and because there is increasing concare obtained does not merit the expendiIn 2004, Indiana spent a total of $33 billion
cern that our high healthcare expenditures, or if the level of expenditures is so
tures are not resulting in better overall
high that it impairs the functioning of
dollars on health care.1 This represents
health. Even when consensus exists
other important sectors of the economy.
that costs should be curtailed, before
In an international context, it is well
14.4% of gross state product, or roughly $1
we can implement effective containestablished that the investment the U.S.
of every $7 of income generated in the
ment strategies, we must first undermakes in health care generates much
stand why costs are as high as they are
lower health outcomes than those
state. These numbers translate to $5,295
and what factors are driving them
achieved in countries that spend considspent, on average, on every man, woman,
higher.
erably less.2 This seems to be especially
In this issue brief, we first summatrue in Indiana, where, despite spending
and child in Indiana.
rize the cost situation in Indiana, using
more per capita than the rest of the counnational and international benchmarks
try, Hoosiers suffer from an age-adjusted
to assess to what extent healthcare
mortality rate that is 6.2% higher than the
costs are a problem in the state. We then discuss possible causes of
national average, with excess mortality particularly notable in diaincreasingly high costs that have been identified in the health serv- betes- and cancer-related deaths.3
ices literature, again using empirical evidence to evaluate the validiA second concern is costs becoming so high that they are no
ty of these claims when possible. Finally, given the most likely driv- longer economically sustainable. Between 1995 and 2004, personal
ers of high healthcare costs, we identify some cost containment
healthcare expenditures in Indiana rose 83% while gross state
strategies that are now being discussed in policy circles.
product grew only 55%. This discrepancy in growth rates was twice
the national average.1 If the trends of the early years of this decade
Assessing the Problem
continue, healthcare spending will absorb half the state’s income
In 2004, Indiana spent a total of
$33 billion dollars on health
care.1 This represents 14.4% of
Table I: Per Capita Health Expenditure, by Type, U.S. and Indiana, 2004
gross state product, or roughly
Type of Expenditure
$1 of every $7 of income generHospital
Nursing Home
Drugs
Physician
Other
ated in the state. These numIndiana
$2,051
$461
$796
$1,264
$723
bers translate to $5,295 spent,
U.S.
$1,931
$392
$757
$1,341
$861
on average, on every man,
Source: Centers for Medicare and Medicaid Services, Health Expenditure Data, Health Expenditures by State of Residence, 2007
woman, and child in Indiana. In
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will face to continue funding Medicare under the dual pressures
of rising healthcare costs and an aging population. The Office of
Management and Budget has predicted that if current trends
continue for another 10 to 20 years, the tax increases that will be
required to support Medicare spending will be so high that they
will “threaten the Nation’s future prosperity.”6 Under such conditions, it is likely that all levels of government will face increasing
fiscal strain, and that healthcare costs, if not constrained, will
crowd out other essential public functions such as education and
public safety.
Rising healthcare costs have already led to erosion in the
employer-based health insurance system. Although Indiana has
historically enjoyed relatively high levels of employer-based coverage between 2001 and 2005, Indiana has experienced an 8.8%
drop in such coverage.7 This effect can be attributed to the loss of
manufacturing jobs in the state, possibly because high insurance
costs make large manufacturers less
competitive in a global economy,
and because the small firms that
Figure 1: Actual and Projected Growth in Healthcare Expenditures as a Percentage of GSP, Indiana, 1980-2050
remain are less able or willing to
offer coverage for employees. In
current (2000-2004) growth rate
2006, only 34% of Indiana firms
80%
one time 10% reduction in costs
with fewer than 50 employees
sustained 2% reduction in cost growth
offered health insurance to their
workers, notably lower than the
43% who did so nationally.3 The
firms that continue to offer insurance are shifting an increasing por60%
tion of costs to their employees.8
Hoosiers are increasingly confronting significant financial barriers
to appropriate health care, not just
because of the direct effect of rising
40%
healthcare costs, but also because of
the actions of government (limiting
eligibility for public programs) and
employers (dropping coverage) in
response to these increasing costs.
actual trend
Even by 2001, average personal
20%
spending on healthcare exceeded
that spent on food, housing, or
projected trends
transportation.9 In the absence of
complete insurance coverage, the
burden of healthcare costs is not
0%
evenly distributed across the popula1980
1990
2000
2010
2020
2030
2040
2050
tion. Nearly a quarter of nonelderly
Year
families in Indiana spend at least
Source:
Centers for Medicare and Medicaid Services, Health Expenditure Data, Health Expenditures by State of Residence, 2007; author’s calculations
10% of their pretax income on

Healthcare Expenditure as a % of Gross State Product

within 35 years (see Figure 1). High healthcare costs can have
several economic impacts. Government might be able to support
other essential functions without raising taxes to onerous levels.
Businesses might be unable to stay competitive while still supporting the employer-based health insurance system on which
the nonelderly population relies. Individuals, particularly those
who most need health care and could benefit most from it, would
likely no longer afford to access these services.
While public spending is a lower portion of total healthcare
expenditure in the U.S. than in other developed countries, it is at
a comparable level.4 In Indiana, state spending on health care is
second only to spending on education. Medicaid alone now consumes 12% of the state budget,5 even though the federal government covers roughly 60% of the state’s Medicaid costs. However,
the federal government’s ability to continue to support state
spending on Medicaid is uncertain because of the challenges it
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health care,10 and as many as half of all personal bankruptcies may
be due to medical expenses.11 While these burdens are particularly
acute for Hoosiers with lower incomes and serious health issues,
they are increasingly affecting the middle class.12 As healthcare
costs continue to rise, an increasingly large share of the population
may find that it is simply priced out of the healthcare market.

increased 41%.1,18 Thus it appears that price increases drove
most of the increase in overall healthcare costs during this
10-year period (see Figure 2). Thomas Bodenheimer, after
assessing the leading causes of healthcare cost increases,
concluded that the most important causes are market conditions in the U.S. that allow providers to negotiate everincreasing prices for their services.19

Identifying Causes
A number of possible causes have been identified as contributing
3. High Healthcare Utilization
to high costs, including “prices, technology, aging, waste, ineffiBoth supply- and demand-side factors have been blamed
ciency, the legal system, new disease patterns, corporate consolifor the high use of health care. For instance, problems with
dation, or profligate providers and consumers.”13 This brief sumcare coordination and concerns with malpractice are
marizes the three most likely culprits.
thought to lead to unnecessary duplication and overuse of
1. Administrative Inefficiencies
services by providers. Similarly, several factors, including
A number of researchers have pointed to the high costs of
age, disease prevalence, and risky behaviors (e.g., smokadministering the U.S. healthcare system as a potential
ing), are thought to increase patients’ need for services.
explanation for high costs. For instance, researchers have
These effects should result in higher quantities of care
estimated that per capita administrative costs in the U.S. in
being provided, but, as noted before, international evidence
1999 were $1,059, compared to only $307 in Canada.14
does not support this quantity hypothesis.
Most of this cost difference has been attributed to the
Instead, it is likely that the U.S. uses different types of
highly fragmented insurance system in the U.S., resulting
health care than elsewhere, health care that is more
in much more complex billing-related activities, a lower
expensive and may yield a lower return on investment.
rate of information technology uptake,15,16 and higher levels
Reimbursement rates have long rewarded expensive speof spending on marketing and
underwriting associated with
Figure 2: Changes in Medical Expenditures and Prices, US, 1995-2004
competitive insurance markets.14 It
has been estimated that Indiana
5,500
spends $5.5 billion annually on
such excess administrative
60
expenditure, current dollars
expenses.17
medical care prices
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2. High Healthcare Prices
International observers have noted
that the higher expenditures on
health care in the U.S. have not
resulted in higher levels of service
use or availability.2 One possible
explanation is that the U.S. pays
higher prices for care. Increasing
prices for individual services
appear to be a major driver of
healthcare costs. From 1995-2004,
when the Centers for Medicare
and Medicaid Services (CMS)
reported that U.S. per capita
healthcare spending increased by
63%, the Bureau of Labor Statistics
reported healthcare prices
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cialty care more liberally than primary care.20 This
encourages an abundance of both speciality care
providers and hospitals in Indiana, where a disproportionate share of medical students enter surgical specialities21 and specialities have proliferated.22 Not surprisingly, these providers perform surgery at a higher
rate in Indiana compared with rates in other states,23
resulting in a disproportionate share of healthcare
spending on hospital care (see Table I, page 1). Compounding this problem are perverse incentives stemming from competitive insurance markets that foster
large financial barriers for the people who are most
likely to benefit from health care. This inequitable
price rationing results in overinvestment in services
related to the choice and comfort of the well-insured,
and under-investment in effective basic care.24

Thoughts for
Policymakers
A number of proposals to reduce healthcare spending
are currently under public discussion. When evaluating
these proposals, it is important to distinguish between
those that cause once-and-for-all reductions in costs,
and those that constrain cost growth. As depicted in
Figure 1 (page 2), the restraining influence of cost containment strategies that do not address cost growth are
short-lived and merely delay the time when healthcare
spending will become unsustainable.
1. Policies Targeting Administrative Costs
Because administrative costs in the private insurance
market are much higher than those incurred in public
insurance programs, either domestically or abroad, policymakers often see constraining administrative costs as a
way to control healthcare spending without adversely
impacting patient care.
One proposal is to require insurance companies to
maintain a minimum loss ratio. For example, a minimum
loss ratio of 80% would require that at least 80% of all revenues be spent on direct patient care.25,26 While this may
reduce resources devoted to marketing and overhead, it
may also limit spending on initiatives that may improve
insurees’ health, including some disease management programs. It may also further discourage insurers from participating in individual and small-group markets where overhead rates tend to be highest.
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A second proposal is to regulate insurance markets
to reduce resources devoted to market segmentation.
The strategy would encourage competition on costs
rather than risk. Some states have adopted a policy of
guaranteed issue that compels insurance companies to
charge the same premiums to all purchasers.27,28
However, such initiatives, without accompanying protection for insurers against adverse selection by high
risk insurees, could serve to further destabilize the private insurance market. Recently, Massachusetts pioneered the use of healthcare exchanges in a program,
called the Commonwealth Connector, in which individuals purchasing health insurance can join with others and spread risk over larger numbers of people.29
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A third proposal is to facilitate the use of information
technology to streamline the billing process.16 Such strategies
require not only the dissemination of an interconnected technology infrastructure, but also standardized billing protocols
across insurance plans and consumers.
2. Policies Targeting Price Levels and Relative Prices
Because of empirical evidence that prices for health care,
especially specialty care, are unusually high in the U.S.,
some policymakers see controlling provider prices as a logical policy initiative. Unlike improving efficiency in administration, which would result in a one-time cost reduction,
constraining price increases offers a mechanism to constrain cost growth.
One proposal is to foster countervailing payer-side
market power by large purchasers of health care.30 Such
countervailing power may be particularly effective when
negotiating with large, well-organized specialty practices,
as they will generally seek to preserve their pay differentials
over less well-compensated primary care providers.20 Past
attempts to exercise such payer-side market power have
shown limited success because they are often countered by
mergers that further consolidate the market power of
providers. There are also economic risks associated with a
highly concentrated payer (i.e., insurance) market.
A second proposal is to differentially limit prices to
affect the mix of care. In particular, compensation can be
structured to correct Indiana’s apparent overuse of institutional care and shortages in the primary care workforce.
The state, however, has a limited ability to effect this
change via reimbursement rates offered through its own
programs (e.g., Medicaid).36 An alternative that may
achieve a more global impact is to impose differential
taxes on certain types of providers (e.g., ambulatory surgery centers).31
Many observers believe that true cost containment will
require control not only over prices, but also quantities.14, 35
This requires negotiating global cost constraints with
providers (e.g., Medicare’s Volume Performance Standards).32 The success of such initiatives in Indiana could be
limited by the extent to which many Hoosiers living along
the state’s periphery seek care from out-of-state providers.
3. Policies Targeting Patterns of Utilization
Empirical evidence also suggests that certain types of
health care are over-utilized while others are under-utilized. In other countries, new technologies are prioritized
according to their economic and health impact, a strategy

that improves the efficiency of their healthcare systems. In
the U.S., utilization is driven by financial incentives that are
sometimes perverse, often resulting in the wrong people
receiving the wrong type of care. Many policymakers see
potential in realigning financial incentives to reduce
healthcare costs and improve system performance.
One proposal is to change provider reimbursement to
encourage the provision of high-value care. For instance,
pay-for-performance schemes may help improve the return
on investment in health care.33 These schemes reward the
provision of care that adheres to best practice guidelines,
improves care coordination, and reduces medical errors.
However, the successful implementation of this strategy
might require significant investments in information,
including the identification and development of best practices, the construction of information systems capable of
tracking the provision of such care, and development of
risk-adjustment algorithms to discourage providers from
choosing patients who are most likely to adhere to care
recommendations.
A second class of proposals is to adjust the financial
incentives directed to patients to improve their healthrelated and care-seeking behaviors. For instance, Florida’s
Medicaid program has been experimenting with financial
incentives to promote healthy behaviors among their
Medicaid enrollees.34 More commonly, such approaches
have focused on increasing patient cost-sharing for health
care. The potential success of such strategies will again
depend on providing the information that patients need to
make efficient choices about their health care. Not only
must price information be provided, but also accurate
information on the potential risks and benefits associated
with each treatment option.35 In some situations, the costs
of providing such information may well exceed the potential savings from increased cost-sharing. In addition, the
potential benefits of more efficient care provision must be
weighed against the shift of financial burden to vulnerable
populations.

Summary
The seemingly never-ending rise in healthcare costs will continue to be a significant challenge for policymakers over the next
several decades, as the rate of increase in healthcare costs is
expected to outpace inflation and growth in other sectors of our
economy. The many factors contributing to rising healthcare costs
suggest it is highly unlikely that any single policy proposal alone
will have a sufficiently significant impact. True healthcare cost
containment will require a comprehensive policy strategy that
addresses multiple cost drivers.
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