MEDwcppe EAU G0 )

PHOTOCOPY
PRESERVATION



s

\"E ReErorum ProrPosatrs

—

.
T

M

|

e
Medicare: What’s

What’s Wrong?
What’s Next?

The issue is not whether to restructure Medicare broadly, but
when and how. :

by Gail R. Wilensky and Joseph P. Newhouse

ABSTRACT: Although future Medicare costs are highly uncertain, reasona
projections of those costs suggest a major financing problem. The Balanced &%
Budget Act of 1997 will provide temporary relief, although it introduced so i
new problems, including its geographic adjustment of Medicare+Choice rates,
For the future we propose a premium-support system and an expanded bene S '
package. Such a system would provide a Tore TIExibie means to-adjust. the
Yivision of the financing burden between the elderly and the nonelderly, poten-'
lially gain some efficiencies from greater price competition and less reliance on
administered pricing, and partly address the issue of uninsured early retirees. :

EDICARE REMAINS ONE OF this country’s most popular
Msoci:d welfare programs, for good reason. Prior to its enact-
ment, seniors had little access to group health insurance, 53

and if they could buy individual insurance at all, it was expensive. 5
Mecdicare not only provided seniors with insurance but did so on
favorable terms: Today's beneficiaries have received much more
from Medicare than they paid in. Not surprisingly, then, Medicare
has been especially popular with the seniors it serves and also has
become an important source of income for millions of providers.' .
For most of this decade, though, there has been a growing sense
that Medicare needs serious reform. The impetus for reform may
have diminished temporarily as a result of the 1997 Balanced Budget
Act (BBA), yet it is generally well recognized that the changesinthe &
BBA are just the beginning. y
Much of the motivation for Medicare reform has been financiala =~ &

PPart A trust fund that, prior to the BBA, was set to run out of funds

Medicare Payment Advisory Commission (MedPAC). She served as administrator of the
Health Care Financing Administration (HCFA) from 1990 to 1992. Joseph Newhouse is the 4
lhn D. MacArthur Professor of Health Policy and Management at Harvard University and B

thrector of Harvard's Division of Health Policy Research and Education. He is the vice-chair
0 MedPAC and has written extensively on Medicare risk issues. 4
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the middle of the next decade; a rapid rate of Part B spending

wth; and the looming retirement of the seventy-eight million
ﬁ)’ boomers starting around 2010. But at least part of the drive for
reform has come from the belief that Medicare should better reflect \
the way health care is organized and delivered in the 1990s rather

than continuing to rely on the financial and organizational struc- ce{ty

qures of the 1960s, when the program was conceived. S
Medicare remains dominated by the traditional indemnity insur- Dj‘ﬁ

ance structure that characterized the Blue Cross and Blue Shield %

insurance plans of the 1960s. The Blue Cross analogue is Part A,

which covers inpatient hospital care, the first 100 days of home care,
and 100 days of skilled nursing care following a hospital stay. It is
financed by a portion of FICA, the Social Security tax on earnings.
The Blue Shield analogue is Part B, which covers outpatient care,
physician services, home care after 100 visits following a hospital
stay or home care that does not follow a hospital stay, clinical lab
services, and durable medical equipment. Unlike Part A, with its
earmarked trust fund, Part B is funded by general revenues and by a
monthly premium that seniors pay. The premium now pays for

about 25 percent of Part B expenditures. —
The Medicare benefits package also reflects the 1960s. Unlike mepicARE 93

many of today’s employer-sponsored plans, Medicare does not covery  PROPOSALS

outpatient pharmaceuticals, nor does it protect against very largc\
bills. It does, however, provide 100 days of skilled nursing care fol-
lowing a hospital stay and unlimited home care visits, neither of
which is common in employer-sponsored plans but which are
clearly important to an older population.

Traditional Medicare solved the basic problem it was designed to
address: providing insurance for (most) acute care for persons over
age sixty-five. Moreover, seniors face few constraints on their access
to individual physicians and other health care providers under tradi
tional Medicare. Medicare represents such a large amount of reve-
nuc for providers that few turn down Medicare patients, even when
its payment rates lag behind those of the private sector. Although
concerns periodically arise that physicians in certain specialties or
regions might be unwilling to see Medicare patients because of
Mcdicare's lower payments, there has not been any evidence that
this has been systematic or widespread.

What's Wrong With Medicare?

M Administered pricing systems. Medicare’s financial problems
reflect some of the basic attributes that have made it so popular.
Unlimited choice of providers has left a minimal role for price com-
petition in maintaining market discipline and has forced reliance on
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plement, or the most structured type of managed care, a traditional
health maintenance organization (HMO). E

The restricted nature of plan choices, together with the limite
nature of the benefit package, has meant that almost all seniors
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supplement traditional Medicare. The supplemental plan may be etk incentives simila
retiree program, a privately purchased insurance plan designed ro 88 Medicare must ensure th;}t
wrap around Medicare (an individual Medigap plan), or Medicaid. %8 he private sector, t maint
Only about 10 percent of seniors have no supplementary plans.* o tthe 1:nost recent (1993-199

The use of this two-tier insurance strategy rather than the use of 8 for persons

financing care
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Medigap premiums are large relative to the income of the one-sixth
or so of seniors whose only (or main) source of income is Social
Security and who are not eligible for Medicaid.

Medigap creates additional costs for Medicare as well. Because
Medigap fills in many of the cost-sharing requirements of Medicare,
persons with supplemental plans use more Medicare-covered serv-
ices and hence increase Medicare’s costs. Premiums for the supple-
mental plans, however, do not reflect Medicare's increased costs.

Financing Medicare's Future Costs

The incentives associated with the combination of traditional Medi-
care plus supplementary insurance have been especially problem-
atic, rewarding the most aggressive health care practitioners, penal-
izing or at least not rewarding conservatively practicing physicians,
providing negligible incentives for the elderly to seck cost-effective
physicians or hospitals, and providing incentives to bring onstream
new technologies and procedures almost irrespective of cost.

Given these incentives, which as already noted resembled those
facing persons under age sixty-five until relatively recently, it is not
surprising that there has been a steady escalation of spending and
that, as a result, Medicare is facing serious financial problems. From
1970 to 1997 the real growth rate of Medicare spending was about
5.4 percent per beneficiary per year, a bit higher than the 4.3 percent
growth in real per person personal health care spending (about
one-fifth of which is Medicare). It should not be surprising that
these figures roughly correspond.’ Historically, Medicare has given
providers incentives similar to those of private insurers. Moreover,
Medicare must ensure that its rates do not fall greatly below those in
the private sector, to maintain access for Medicare beneficiaries. In
the most recent (1993-1997) period, however, as the incentives in
financing care for persons under age sixty-five moved toward man-
aged care, these trends have diverged. The annual growth rate in real
personal health care spending per person has fallen to 2.0 per-
cent—less than half its historical value—while Medicare spending
per beneficiary has fallen only slightly, to 4.7 percent.®

The key uncertainty in projecting future Medicare costs—and
therefore the magnitude of Medicare’s future financing problem—is
whether the future growth rate in Medicare costs will be closer to
those of the private sector in the very recent past or closer to those
historical growth rates. Our guess is that the future rate will be
somewhere between these two values but probably closer to the
historical rate, for several reasons.

First, a considerable portion of the historical trend in overall
medical spending surely reflects the increased capabilities of medi-
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Second, to some degree the recent slowdown undoubtcdly;
flects one-time gains from the changeover to managed care. A
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Compared with these uncertainties, the consequences of demo- |
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own characterization of their estimates a5 optimistic; our guess is
chat their high cost assumption of roughly 3 percent is more likely,
put it is difficult to overstate the uncertainty in all such estimates.

Even the trustees' intermediate projections imply substantial
gmwth in Medicare spending. For example, they imply that Medi-
care spending will be about 6 percent of gross domestic product
(GDP) by 2030, up from 2.5 percent in 1995; Part A spending will be
about 6 percent of payroll, up from 2 base of somewhat over 3
percent in 1995; and Medicare will be awer 2 quarter of the federal
budget, up from around 11 percent in ¥95* Although we certainly
agree with the many other analysts whe have indicated the uncer-
rainty and volatility of Medicare prog:tions this far in the future,
these numbers scem to us to be more lizely Jow than high.”

A key issue, to which we return befsy is how the burden of the
increased costs will be shared betweex the nonelderly and the eld-
erly. Under current arrangements the ion's share of the additional
costs will fall on the nonelderly.

Round One Of Reform: The BEA

The 1997 BBA produced more changr: in Medicare than had oc-
curred in the thirty-plus years since ts program’s inception. The
Congressional Research Service, amotg sthers, describes the legis-
lation in detail.” Here we refer to only e most significant changes.

The BBA produced an estimated $1)7 sillion of (net) savings over
five years from Medicare spending I?_-.e stherwise would have oc-
curred under then current law. In adc=ion it funded several new
preventive care benefits; increased the “vpes of Medicare replace-
ment programs available to scniors. *muired PIOSPCC[WE pricing
strategies to be implemented for hostra] outpatient visits, home
care, and skilled nursing facilities; mozsied the calculation of capi-
tation rates to reduce the variation in yzement across various coun-
ties: modified and delayed portions v e physician fee schedule
reform; and shifted funding for a suurintial share of home care
visits from Part A to Part B.

M Short-run spending effects. Rt ing Medicare spending by
$115 billion primarily slowed down __r,ro“-(h rate of Medicare
spending during the first five-year biaer cycle following enact-
ment of the BBA. From 1997 to 2002 M= are spcnding 15 pn‘\jf_‘ctcd
to grow at a nominal growth rate of +s than 6 percent per year
rather than the 8.8 percent previously o iected. By the 2002 to 2007
period, however, the Congressional Bic:et Office (CBO) projects a
growth rate around 8.3 percent, only sghtly less than under pre-
vious law." A lower growth rate cous -ontinue if the spending
freezes or reduced rates of increase sp=fied in the BBA are contin-
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o eee— account (MSA) option for a limited number of seniors, incorpo

ued. However, assuming that spending growth continues
private sector, a markedly reduced rate of growth would be dj
to sustain over the longer period without creating a substantj;
between the services enjoyed by persons under and over age &8
five. Moreover, as expensive pharmaceutical advances conting
pressure for some kind of drug coverage within Medicare is lik
grow—reflecting a cost not contemplated in any previous estin
As a result, although some of the reduction in spending growth
continue after 2002, as of now Medicare spending will be growiy

close to what it would have been growing without the BBA by @
in the next decade. ;

M Medicare+Cholce. The BBA allowed for several new
Medicare replacement plans under Medicare+Choice. These incly
a Medicare preferred provider organization (PPO); a private fee-fg
service plan, which can pay physicians more than the Medicare §
schedule and can charge seniors an extra premium for the standa
Medicare package of benefits; a provider-sponsored organizatig
(PSO), in which physicians and hospitals can organize their oW
risk plan and compete directly with HMOs; and a medical saving

-1

D
Wy
AL

ing a high-deductible plan with an account set up for residual Meds
care funds. The BBA also authorized the 1995 HCFA decision tg
allow HMOs to offer beneficiaries a point-of-service (POS) option.®

The proposed rules that HCFA has released thus far indicate that
the increase in actual choice may not be be as large as it appears$
Some of the more loosely organized types of plans, such as PPOs,
may not be able to conform to the requirements for information on}
quality and outcomes." Since such plans have been responsible for#
most of the growth in managed care among persons under age sixty-
five, some of the additional choices included in Medicare+Choice ¥
may be more illusory than real. Even so, the CBO is projecting a
significant growth in Medicare+Choice (about half of seniors en-
rolled by 2030)."

Another important change concerns the calculation of capitation
rates. Prior to the BBA, capitation rates followed the level of tradi- 38
tional Medicare spending per beneficiary in the county where the 3§
senior resided, adjusted for age, sex, welfare status, and institutional 18
status. Because of differcnces in cost of living, health status, physi-
cian practice style, and use of medical services, per capita spending
in traditional Medicare—and thus Medicare HMO rates—varied by
more than a factor of three across counties.

To narrow the spread, the BBA placed a payment floor of $367 per
senior per month on payments to Medicare+Choice plans; pre-
viously, payments could (in theory) have been as low as $225 per

FOR ME

month, and sor

. wiss financed by slo
EOs un the higher-ratc
L e off mational and loc

however, Cong
imcreasc at least 2

, ‘ SN floor and the minim
-'wsdcttTNi“i“g Medi

Reducing variation in

coalrions and representa
for the

past decade. Ho
~ed variation is likels
gonal Medicare and HM!
First, prior to the B
adjusted) within a count
gonal Medicare and risk
may differ by much more
ties, for example, spendii
than in traditional Medi
avoid such counties in tl
for private fee-for-ser
spending counties, Medi
much slower rates thai
could be little at-risk er
with spending far fro
amounts will be spent fi
benefits (aside from the |
as extra benefits).*
Thus, enrollment in t1
in countics with the lov
variety of ways to incre:
themselves, in some cas
tional benefits providec
providers could be ever
tients remain in traditic
occur in counties with t
although here the move:
those plans take bacl
growth rates in high-
money per senior over
tional Medicare and wi
will want to participat

xEALTH AFFAJ




v types :
3¢ inclydgl
e ff.'C-f ‘E,"
.!icarc 3
standj ,“;1
NiZatjion
1eir owpl
I savinges
orpm-a.
al Med .'-;( ]
1S1on to ",I
option. 1,
ate thae ¢
\Ppears. 8
3 PPOS. :

tion on
!H(_‘ fgr e

csl’,\'ty- 3
Choice
tinga &
TS en-

-

ot

tation
tradi-
re the
tional
’h)'Sf-
1ding
ed by

7Per
pre-

EXT FOR MEDICARE?

'jf's N gLl —

r month, and some actual payments were under $300. The
was financed by slowing annual growth in reimbursement to
Os in the higher-rate counties by moving toward a fifty-fifty
of national and local rates. Rather than having actual rates
ase, however, Congress stipulated that rates in all counties
would increase at least 2 percent per year. For the first few years the
§367 floor and the minimum 2 percent value will be the overriding
factors determining Medicare+Choice payments in each county.
Reducing variation in capitation rates has been a goal of rural
coalitions and representatives of states with low Medicare spending
for the past decade. However, the manner in which the BBA has
reduced variation is likely to change the relationship between tradi-
rional Medicare and HMOs, with substantial unintended effects.
First, prior to the BBA, spending per senior (age- and sex-
adjusted) within a county differed by only 5 percent between tradi-
tional Medicare and risk plans. Now, however, payments per senior
may differ by much more within the same county. In the floor coun-
ties, for example, spending will be much higher in Medicare+Choice
than in traditional Medicare. Although at-risk plans have tended to
avoid such counties in the past, they now scem like inviting targets
for private fee-for-service plans. By contrast, in the highest-
spending counties, Medicare+Choice payments are likely to grow at
much slower rates than traditional Medicare. As a result, there
could be little at-risk enrollment in these counties. In all counties
with spending far from the national average, vastly different
amounts will be spent for what is supposedly the same package of
benefits (aside from the HMO savings, which are returned to seniors
as extra benefits).'
Thus, enrollment in traditional Medicare may plummet over time
in counties with the lowest spending per capita as providers find a
variety of ways to increase the funds available for their patients and
themselves, in some cases without having to account for the addi-
tional bencefits provided by the increased funding. Profitability for
providers could be even higher, to the extent that their sickest pa-
tients remain in traditional Medicare. Comparable distortions may
occur in countics with the highest spending in traditional Medicare,
although here the movement would be away from capitated plans as
those plans take back supplementary benefits. The 2 percent
growth rates in high-spending counties will produce much less
money per senior over time than what will be spent under tradi-
tional Medicare and will make it increasingly unlikely that seniors
will want to participate in risk plans in areas that have the most
aggressive practice styles. Both of these effects should be regarded as
an undesirable and unintended consequence of reducing payment
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The vision of a reformed Medicare program has not been clegy
rticulated through the political process.” .

B P 1

differentials across counties in a way that left Medicare nonneyss
in the choice between the traditional plan and the other optio'

Second, the BBA effectively pulls all counties toward the natigy
mean. Although this is politically convenient, there is no compell
reason to believe that the national mean represents an approprigg
spending level. Perhaps the rates in states with more conservat
practice styles than the mean, such as Minnesota or Utah, should
regarded as the desired standard, and states with higher spendis
per capita should receive lower payments. This strategy would re
duce payment even below the national mean and put pressure of
providers in states with more aggressive practice styles. !

Third, although the political attractiveness of increasing capita:
tion payments in counties with low traditional Medicare spending
is obvious, it will be important to monitor how the higher rates arg
used. With the potential availability of private fee-for-service plans§
and PSOs, most or all of the additional Medicare money in the “floo -(
counties—those raised to $367 per month—could go into higher’
reimbursement for providers rather than additional benefits for sen*}
iors. Because providers have been only loosely constrained under
traditional Medicare, there is no strong reason to believe that the §
monies will translate into additional services.” ’

Finally, to the degree that health status varies across counties,
some variation in payment is appropriate. For example, we know *
that spending is concentrated in the last year of life—indeed, 11 3
percent of annual Medicare spending is spent in the last month of §
life—and that mortality rates among the elderly vary widely among *
counties, probably for reasons having relatively little to do with
medical care. As a result, counties with higher mortality rates

- among persons over age sixty-five, all else equal, will have higher
Medicare spending.” Whether a 50 percent weight on local spend-
ing will leave the right amount of variation, however, is unclear.

The BBA provides some indication of how difficult it is to intro-
duce structural reform into Medicare. Among the many challenges
are HCFA's ability to promulgate regulations in a timely way and to
implement change in an orderly fashion, and Congress's ability to
withstand pressure from disgruntled providers.

What Is Next For Medicare?

By buying several years of solvency for the Medicare trust funds, the
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pBA has made it possible under current law to postpone significant
reform until the second half of the next decade, or later. By that time,

ever, the insolvency of the Part A trust fund will be upon us, and
the first of the baby-boom generation will reach age sixty-five. If
significant changes have not occurred by that time, the pressure to
reform Medicare will become intense.

Aside from the potential political impediment of trying to reform
Medicare several years before a financial crisis appears imminent,
the serious substantive obstacle to such reform is that the vision of a
reformed Medicare program has not been clearly articulated
through the political process. Until that happens, major reform will
be difficult to accomplish.

As part of the process of developing a vision, we describe some
goals of a reformed program. Obviously, continuing access to health
care for seniors is a given, but several other objectives also are impor-
tant. These include (1) a financially stable and viable program (that
is, one that does not require frequent increases in tax rates or adjust-
ments to the base) and, in particular, some indication of how the
necessary long-run financing will be structured; (2) incentives for

seniors to choose efficient plans and/or providers, which implies

“financial incentives that reward physicians and other health care mepicare 101
providers for providing high-quality, low-cost care; (3) choice PROPOSALS
among plans and adequate information for seniors or their fiduciar
ies to make informed choices; (4) a more ive benefits S Cl.
package that partially covers outpatient drugs and in the long run N
covers some portion of long-term care as well; and (5) a program QC;
that is regarded a o both its beneficiaries and those financing o,
the program. A Medicare program that would meet these goals is a \ S

premium-support program, analogous to that proposed by Henry

Aaron and Robert Reischauer in 1995, although our proposal differs 6 .

in some respects from theirs.® In the remainder of this paper we fl_\'é>
flesh out our proposal. ci((u

B Premium support. Scniors could choose among health plans \
but would receive a governmental contribution or premium support

hat would be largely invariant to the plan chosen. The premium o

support would vary, however, according to the person’s 47¢, sexX. QE’O

cographic area, health risk status wealth and nqp_n[wcs, ,%%1
Medigap premiums are already a considerable burden for the ‘3'}?

large number of elderly who live mostly or entirely on Social Secu-
rity. Because medical costs are likely to rise more rapidly than gen-
eral inflation and hence more rapidly than Social Security benefits,
the burden of Medigap premiums, especially for the lower-income
elderly, will only worsen.” We assume that additional costs for this
group will have to be financed largely by persons under age sixty-

[ [ — - ———— — =
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five and by higher-income elderly persons. Although the numberg
middle- and upper-income seniors has been limited in the past, thi
fortunately will not be as true for the next generation.® R
Tying the premium-support payments to income runs the risk gf
undermining Medicare’s political support, although as long as sen
iors continu%: to receive spl.:bstan[ial I:E(r:m from tl%': [cderalggove
ment, this problem should not be insurmountable. Although somel
might disagree, the political dynamic that caused the repeal of thel
catastrophic provisions of Medicare in 1988 does not seem particus8
larly relevant here because the changes in the catastrophic provis
sions were redistributive only among the elderly, with no additional}
financing from the nonelderly. Failing to relate premiums to income
will seem even less attractive. The additional financial burden then'§
must be shouldered either entirely by the (then relatively smaller) 8
numbser of nonelderly, which also could undermine political support
for the program, or by the lower-income elderly themselves, which 55
we think is neither feasible nor desirable * k.o
Increasing government's contribution for low-income seniors &8
while reducing it for higher-income seniors has the additional virtue 3§

e of greatly restricting the scope of the separate dual-eligibility pro- &8
W2 war sdi coaid it cid Gtk 1 - ive B8
] gram for Medicare/Medicaid recipients and with it the incentive 25

I oag

I n

problem caused by the “notch™ in Medicaid eligibility.** By creating #5§
the categories of qualified Medicare beneficiaries (QMBs) and &8
specified low-income Medicare beneficiaries (SLMBs), current pol-
icy has already moved in the direction of income-related benefits.
Furthermore, the use of a premium-support program providesa &
more flexible way to change the Medicare eligibility age. The &
number of uninsured near-clderly persons has been rising under %
current law and presumably would do so even more under proposals

&
that raise the eligibility age. The use of a premium-support model, &
however, would allow an actuarially lower contribution if persons =
retired before whatever age was regarded as appropriate for full :
benefits. Raising the age to sixty-seven but allowing for reduced

payments before age sixty-five, as is now being done with Social
Security, could reduce the number of uninsured.

Finally, we have already pointed out that under current arrange-
ments almost all of the increased future costs would fall on the ¥
relatively diminished numbers of nonelderly. Combined with the
increased burden of Social Security that also will fall on them, the
load may be too great. If Congress wishes to reallocate some of the
increased costs to the elderly, a premium-support system offers a -
much more flexible means for dividing the burden than do the cur-
rent financing methods.

M The benefits package. Historically, the relevant package of

ol ume I 8 N\ whoer
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benefits for seniors has, de facto, included both the benefits from
Medicare plus a Medigap or Medicaid package or else a Medicare
replacement package offered by an HMO. In a reformed program
additional benefits should be provided through the Medicare pro-
gram, not through a Medigap plan. We believe that it would be
unreasonable and very costly to taxpayers, however, to simply in-
clude in Medicare the benefits now covered by Medigap without
assuming cither that seniors continue to pay the average premium
they now pay for Medigap or that a higher set of deductibles and
coinsurance payments would apply. In other words, broadening the
benefits package should not greatly increase the cost to government.
Because of the low payouts of their Medigap policies, those who
now purchase individual policies are likely to be much better off
even if they have to pay the cost of the additional benefits. On the
other hand, those who have retiree health benefits could have to pay
more than they now do. Ideally, their present supplementary bene-
fits would be cashed out at current value. There would be a windfall
to shareholders if this did not occur.

B Reimbursement to plans. Setting reimbursement rates for
plans poses a variety of problems, some technical, some political,
and some involving matters of equity. A persistent issue involves the
choice between administratively and competitively set rates. Unfor-
tunately, these discussions usually take place only in the context of
risk plans and do not include traditional Medicare. Although setting
rates competitively has clear appeal, especially to two economists,
the technical difficulties in moving to this type of system should not
be underestimated. It implies bidding rates in many different mar-
kets across the country and hence a set of either government or
beneficiary payments that vary widely according to the competitive-
ness of particular markets. Moreover, with small numbers of bid-
ders, as seems likely in most local markets, there is always the possi-
bility of collusion against the government.

M Risk adjustment. One critical technical issue, which must be
cffectively resolved if beneficiary choice of plans is to work well, is
risk adjustment, or adjustments to premium payments to reflect
expected or actual differences in health status and thus health care
needs. Because spending is so concentrated among relatively few
persons, not adjusting for health risk unfairly penalizes plans with a
sicker-than-average population and unfairly rewards plans with a
healthier-than-average population. Not making these adjustments
also is an invitation to bad behavior by plans and could give new
meaning to the phrase, “No good deed goes unpunished.”

Risk adjustment is an issue whether one moves to a premium-
support system or not, but unfortunately there remains disagree-
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ment about how best to do it. There is substantial consensyg
successful risk adjustment will require encounter data, but oy
ing such data in a timely, low-cost way is a challenge. The:
requirement that the Department of Health and Human Sen
(HHS) issue a report to Congress on recommended strategies
risk adjustment in 1999 and implement risk adjustment based
health status in 2000 is likely to force additional thinking as v
decision making in this area.
Because of the imperfect nature of any risk-adjustment strategy
the near term and because of the potential for skimping in a full
capitated system, we think that a partial capitation system wolk
be desirable.” Under such a system a portion of the governmen
payment would reflect the capitation payment otherwise calcy
lated, and the remaining portion would vary with actual
used. In addition to mitigating the incentives to engage in risk
tion, paying plans something rather than nothing for delive
more services also reduces the incentive to skimp. :
The effects of moving away from payment that is independent of§
use obviously depend on how far away one moves. Weights be:
tween the capitation rate and the services-used component might
be on the order of seventy-five/twenty-five, but some experimentas}
tion would be required to assess the effect of various weights.® 8
W Consumer Information. A system of choices also requires that
reliable information be presented in a clear and timely way. Work in 3
this area is already under way because of the BBA and the move to an
annual enrollment system in Medicare by 2002. The difficulties of =
preparing information that most seniors or their caregivers—
especially the oldest old—can understand are formidable, but they
do not seem insuperable. After all, seniors have been choosing
among providers for decades and among Medigap plans for the past
thirty years, and many have had a choice between traditional Medi-
care and risk plans for the past decade, all with little informational
help from the government. The experience with Medigap before %
1990, however, where ownership of multiple, duplicative policies
was not uncommon, illustrates the potential pitfalls in this area.
Moreover, implementing choice among the cognitively impaired
poses obvious problems. The effort being exerted to meet this por-
tion of the BBA requirements should improve the situation mark-
edly, imperfect though it be.
M The transition. How fast to move to the new system will
depend partly on how long the nation waits to decide where it
wants to go and how much (if any) infrastructure change has oc-

TRy

- it
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curred in the interim. Much of the necessary infrastructure for a ¥

premium-support system will develop over the next decade as a
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result of changes already included in the BBA. The constraint in
moving to such a system therefore may be as much political as
rechnical. One possibility would be to enroll those becoming eligible
for Medicare after a certain date, say 2002 or 2005, in a new system.
How rapidly to move existing seniors to a new system is more
difficult. One approach would be to move gradually up the age dis-
rribution, although perhaps not beyond a certain age for those now
eligible.

HATEVER THE MERITS or demerits of this particular

proposal, a strategy of standing pat is unlikely to suc-

ceed. Although muddling through could well work for
another decade or so, the magnitude of the likely fiscal problems
after 2010 means that modest tinkering with Medicare as we have
known it is unlikely to succeed.

T CAOuGey: £ Ao b

A The views expressed here are those of the authors and not necessarily those of the
endent of Medicare Payment Advisory Commission (MedPAC).
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23. Workers per benefictary will fall from around 3.4 today to 2.0 in 2030, using

percent of total spending, but our calculations are not sensitive to mode o)
errors in that assumption. For more complete discussion of the effect of demo
graphics, see D. McKusick, *Demographic Issues in Medicare Reform,” Health h
Affairs (January February 1999): 194-207
Specifically, the trustees assume that growth in Part A will trend down to'¥
growth in real eamnings (0.9 percent) and that growth in Part B will trend

down to the growth rate in gross domestic product (1.3 percent)
Calculated from Table 111.B.1 (page 78) and Table LE1 (page 13) of the 1998%
Trustees Report on the Hospital Insurance Trust Fund. We assume that the §
federal budger as a share of GDP remains at 21 percent. b
See, for example, H. Aaron and R. Reischauer, “The Medicare Reform Debate; |
What Is the Next Step?” Health Affairs (Winter 1995): 8-30;and J. White, *Uses 8
and Abuses of Long Term Medicare Cost Estimates,” Health Affairs (Janu- g
ary/February 1999) 63-79

=

. J. O'Sullivan et al., “Medicare Provisions in the Balanced Budget Act of 1997 '

(P.L. 105-33)" (Washington: Congressional Research Service, 18 August 1997). §
U.S. Congress, Congressional Budget Office, The Economic and Budget Outlook:
Fiscal Years 1999-2008 (Washington: CBO, January 1998), 123. *
Medicare Program, Establishment of the Medicare Choice Program. 63 Federal
Register 34968 (26 June 1998).

CBO, The Economic and Budget Outlook, 125.

This assumes that the (nominal) rate of spending increase considerably ex-
ceeds the 2 percent minimum guaranteed to all counties.

Although additional providers may well be artracted to areas with low pay-
ment rates, it is not clear that the number of providers is constraining services

below appropriate levels R
].D. Lubitz and G F Riley, “Trends in Medicare Payments in the Last Yearof ¥
Life,” New !'nl..l'undj".rmuh‘f\ldmnr (15 April 1993):1092-1096

Indeed, variation in mortality rates at the state level for the fifteen leading
causes of death explains 40 percent of the variation in standardized costs per

-
enrollee. See Prospective Payment Assessment Commission, “State Variation 3 3
in the Resource Costs of Treating Aged Medicare Beneficiaries,” Intramural |
Report no. [-96-01 (\Washington: ProPAC, 19 June 1996), 19-21 &
Aaron and Reischauer, “The Medicare Reform Debate.” :
This is also true, of course, for Part B premiums, to the degree that the federal
share remains constant _
CBO, Baby Boomers in Retirement: An Early Perspective (Washington: CBO, Sep- %

tember 1993)

the intermediate projections of the Medicare trustees

The “notch” occurs when an additional dollar of income renders a person
incligible for Medicaid, thereby creating much more than a 100 percent tax on
that dollar. In the near term the dual-eligible program would be eliminated
only for those acute care costs covered by Medicare, but in the longer term it
would be desirable to integrate financing for long-term care with Medicare
The expansion of home health care benefits in the 1990s has effectively begun
to provide some chronic care benefits through Medicare.

See J.P. Newhouse, M B. Buntin, and ].D. Chapman, “Risk Adjustment and
Medicare: Taking a Closer Look,” Health Affairs (September/October 1997):
26-43; and ].P. Newhouse, “Risk Adjustment: Where Are We Now?™ Inquiry
(Summer 1998): 122-131

See E. Keeler, GM. Carter, and J.P. Newhouse, *A Model of the Impact of
Reimbursement Schemes on Health Plan Choice,” Journal of Health Economics

(June 1998): 219-240, for some supportive evidence
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Will The Care Be There?
Vulnerable Beneficiaries
And Medicare Reform

What the government can and should do to make sure that
Medicare continues to cover those who most need coverage.

by Marilyn Moon

ABSTRACT: The Medicare program is on the verge of major change. The proof
of the value of reforms will not rest in how well the program meets the needs of
the healthy and wealthy, but rather in whether they preserve or improve upon
protections for those who would not be well served by an unregulated private
sector—persons with low incomes and/or substantial health problems. This
paper examines four key issues: Which beneficiaries will likely be best served by
a system oriented around choice; what role traditional Medicare should con-
tinue to play and what changes will be needed; what protections are necessary
for persons with low and moderate incomes; and how these reforms could be
incorporated into broader changes to make Medicare more viable over time.

NE OF MEDICARE'S GREATEST SUCCESSEs has been its

achievement of universal access to care for its beneficiaries.

Consequently, in considering any proposal for changing
Medicare, reformers should consider how well any changes would
meet the needs of the most vulnerable beneficiaries. The goal of this
paper is not to offer a fully developed proposal, but rather to bring
into focus criteria that should be used in evaluating both the sugges-
tions for change made here and proposals by others.

Despite considerable rhetoric to the contrary, many people re-
main vulnerable. The official 1998 poverty guidelines for eligibility
for public programs are $8,050 for single persons and $10,850 for
couples. Given the average of $2,600 in health care costs that indi
viduals must bear over and above what Medicare and other insurers
pay, that is surely too low a benchmark for vulnerability.' Setting the
level at 150 percent of poverty—about $12,000 for a single per

trustec for the Social Security and Medicare trust funds. She is author of Medicare Now
and in the Future, which was published in 1996 in a second edition. Moon was founding
director of the American Association of Retired Persons’ (AARP's) Public Policy Institute
and a senior analyst at the Congressional Budget Office. She has her doctorate in economics
from the University of Wisconsin.
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ing care for such patients. The BBA requires development of new

yment adjusters, but no approach yet has satisfactorily resolved
chis problem.” Further, because a healthier mix of patients now
enrolls in private plans, plans are, on average, paid too generously.®
Thus, Medicare loses money on each new enrollee.

The BBA also raises premiums across the board for Part B of
Medicare. For example, the basic monthly premium is expected to
be about $106 per month in 2008, $45 higher than the premium

rojected before the BBA? For a beneficiary with an income of
$10,000 (which then grows at the rate of projected Social Security
benefits), this premium will nearly double as a share of income (to
more than 9 percent) by 2008.

Despite considerable rhetoric about further protecting low-
income beneficiaries, the BBA falls short. Modestly expanded pro-
tections for low-income beneficiaries were included, but only
through 2002. Persons with incomes between 120 percent and 175
percent of poverty may receive protections, but the amount allo-
cated is insufficient to reach even a portion of eligible persons with
incomes between 120 percent and 135 percent of poverty.*

Early assessments of Medicare reforms contained in the BBA in-
correctly downplayed the significance of the changes that have been
set in motion. The nature of the basic program is changing in critical
ways, and the jury is still out both on whether reforms will work as
planned and what their impact will be on the most vulnerable.

What Should The Future Hold?

Focusing on vulnerable beneficiaries in evaluating approaches to
reform suggests both needed changes and what options do not
stand up well to scrutiny. For example, if we care about those with
low incomes and substantial health problems, reforms should not
place too much emphasis on the *market.” Second, for the foresee-
able future it will be important to rely upon and strengthen tradi-
tional Medicare, including improving the basic benefits and adding
extra protection for low-income beneficiaries. Third, requirements
for greater beneficiary contributions need to be carefully targeted,
recognizing the diversity of the population. Finally, broad-based
financing to keep up with greater future needs will be required.

M The clash between markets and vulnerable beneficlarles.
Under even the current setup, Medicare faces major problems in
making its private options work to the advantage of both taxpayers
(holding down costs) and beneficiaries (effectively meeting health
care needs). This suggests a go-slow approach. Yet voucher options,
requiring beneficiaries to choose among private plans and eliminat-
ing traditional Medicare, have been seriously proposed as a solution

I ——
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“It is unlikely that Medicare can or should turn back the clock ("
and climinate private-plan options.” |

Y —

RABLE

BENEFICIARIES

= ke =]
HEALTH

to Medicare's long-run problems.’ This would require thirty-t
million beneficiaries to switch insurance arrangements. X
What is the justification for adopting vouchers? Belicf in the!

by

private sector’s ability to hold down costs of care is a primary motj=*

vator, reflecting a strongly held philosophical viewpoint, but nog ¥

one backed up with facts. Since 1970 Medicare's cumulative rate of 3
cost growth has been lower than that of private insurance, even
including the 1990s, when the successes of private plans have been #
strongly touted.” Medicare has been more successful while retain-
ing a mainly FFS system and absorbing large numbers of new bene-§
ficiaries. b

Can we expect the private insurance market to do better than S8
Medicare at controlling health care costs in the future? Competition 55

among private plans does not magically lead to lower costs. It is
what plans do that matters, and as the current disaffection with

niques now used by private insurers are viewed with hostility for
emphasizing the management of costs rather than managing care.
Over time, progressive plans may be able to improve techniques for
managing care effectively, thereby establishing a case for further
privatization, but the evidence does not yet support a full restruc-

managed care for the younger population demonstrates, many tech- 38

e AR

turing of Medicare. Voucher approaches mean that if private plans §8

are unable to hold the line on health care costs, beneficiaries would
face the dilemma of choosing less care or supplementing Medicare’s
payment. Ultimately, vouchers are ways of shifting both risk and
financing to beneficiaries.

What are the benefits of a market-oriented approach? Giving
beneficiaries more flexibility would allow choice between less ex-
pensive but more restrictive plans and plans offering more freedom
at higher cost. But this tradeoff would be limited to beneficiaries
with income levels sufficient to afford reasonable choices. One likely
outcome is different plans for rich and poor, splitting up beneficiar-
ies in a way that Medicare thus far has successfully avoided. More-
over, allowing plans to offer differing packages of benefits may exac-
erbate risk-selection problems. Until mechanisms for establishing
premiums can be greatly improved, few plans are likely to actively
recruit people with health problems. How many health plan adver-

tisements feature seniors in wheelchairs or hospital beds instead of
playing golf or tennis?
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It is unlikely that Medicare can or should turn back the clock and
eliminate private-plan options. Rather, time is needed to improve
their performance and to allow plans to demonstrate that they can
save money while meeting beneficiaries’ needs. Development of new
payment mechanisms and further work on improving risk adjusters,
for example, constitute steps necessary before considering more
privatization. Of necessity, a public program cannot quickly change
to undo mistakes, so before making substantial changes in Medi-
care, it is critical to identify and verify private market successes. Not
all private-sector changes represent improvements, and Medicare
should proceed cautiously.

B Working with the traditlonal Medicare benefit. The most
important challenges facing Medicare are to make the two pieces of
the program work together and to improve traditional Medicare.
These efforts are less dramatic than a full-fledged overhaul, but, at
least for some period of time, traditional Medicare should remain in
place to meet the needs of the most vulnerable.

Better oversight is essential, to ensure efficiency, accountability,
and quality in the provision of care, and traditional Medicare needs
reform to make it a more viable competitor. Although the BBA some-
times has been dismissed as minor tinkering, it lowered Medicare’s
projected share of the gross domestic product (GDP) (net of the Part
B premium) in 2020 from 5.44 percent to 4.08 percent.” Since many
BBA provisions expire after 2002, there is room for further savings if
some of these provisions are extended. Only time will tell if Medi-
care’s FFS portion can continue to adopt policies to assure efficient
operation and quality of service. Greater adaptability to innovation
could help to mitigate the well-known problems of FFS medicine.

Given a choice, the sickest and poorest beneficiaries are likely to
disproportionately remain in traditional Medicare, creating sub-
stantial challenges for this part of the program.” Nearly one-third of
those likely to remain in the FFS system have substantial physical or
cognitive problems. Such persons account for more than half of the
spending of persons in traditional Medicare. A second group less
likely to consider switching out of traditional Medicare is persons
age eighty-five and older. Adding such persons who are not already
in the medically impaired group raises the share of those less likely
toenroll in private plans to 37.4 percent of beneficiaries. (This group,
however, may constitute a transition population that is more willing
to join private plans in the future.)

A third group is those with Medicaid coverage. Since Medicaid
fills in the gaps in Medicare for low-income persons, it may take
away a major selling point of private plans. Moreover, in many states
Medicaid now will not pay private plan premiums. Adding this
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group brings the total share of beneficiaries unlikely to
private plans to 43.3 percent, and expenses to nearly
the total. K
M Benefit Improvements. One of the most difficult and e§
pieces of reform is expansion of Medicare's basic benefit pag
Private supplemental (Medigap) plans are becoming u
for beneficiaries with average incomes. Costs of policies
as the risk pool becomes more heavily weighted with beneficg
with health problems.” Moreover, plans have moved awa‘jg.
community-rated premiums to arrangements in which premj
rise dramatically with age. Consequently, these experience-g
Medigap plans shift costs onto those beneficiaries least able ta¥
sorb them. Further, efficiencies could be gained from having beng
ciaries rely on only one plan. k.
A more rational Medicare cost-sharing package would not haj
to be extraordinarily expensive, especially if it increased cost sha
ing in areas such as the Part B deductible that are likely too low no
while reducing the unusually high hospital deductible and addj
stop-loss protection.” In addition, the other most crucial elementfg
a more up-to-date benefit package is a prescription drug benefi
Those purchasing Medigap plans can at best obtain limited pre
scription drug protection (and increasingly many private managed
care plans also restrict these benefits). Drugs are viewed as an essens
tial part of today’s health care treatments. But they also represent &
particularly strong way to select on risks; private plans that offer}
prescription drug benefits find that they attract sicker patients.%:
Thus, to assure future availability, prescription drugs are a crucial’
piece of an expanded benefit package. ;
Expanded benefits could be coupled with increased premiums,
likely resulting in lower net costs than the current combination of
Medicare and Medigap premiums. A key question, however, is ™
whether to make an expansion voluntary or mandatory. A voluntary
program is likely to artract higher-risk bencficiaries, causing the
problems noted above. An intcrmediate approach would create a |
two-tier premium: a mandatory premium based on Medicare’s cur-
rent Part B premium, and an optional premium covering expanded
benefits. The mandatory premium could be considerably higher
than today’s Part B premium to help subsidize the voluntary bene-
fits. In the same way that the current voluntary Part B premium
attracts beneficiaries because it is a good deal, participation in a
subsidized, expanded-benefits option should be less subject to risk
selection. Persons with employer-provided retiree insurance—who
might object to higher premiums for increased benefits—could opt
out of the voluntary portion.
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B Low-Income protections. Higher beneficiary premiums
would make it even more important to find ways to expand low-
income protections, moving the current inadequate Qualified Medi-
care Beneficiary and related programs from Medicaid to Medicare
and raising the income and asset eligibility cutoffs. Putting these
protections under Medicare would likely help to increase the cur-
rent low participation in these programs.” Raising the income and
asset cutoff levels would make it more feasible to raise premiums
without unduly burdening those with the lowest incomes. Further,
if Medicare were to adopt a two-tier premium structure, persons
with the lowest incomes could receive full premium protections,
while those higher up the income scale could receive a subsidy for
only the required premium. This would phase out protections more
gradually than the current system does.

M Universality versus eligibllity changes. One “solution” often
proposed for the greater numbers of persons turning age sixty-five
after 2010 is to find other ways to limit eligibility for Medicare.
However, there is value in sustaining a universal program: Not only
is it more efficient to oversee and administer than is, for example, a
means-tested program, but universality helps to ensure that the
most vulnerable are considered “mainstream.” Universality also car-
ries political advantages. Finally, any proposal to limit eligibility
should be required to indicate how the excluded will get care.

One possible change in eligibility would be to fully means-test
Medicare, making it available only to persons with resources below
some threshold. Higher-income elderly and disabled persons could
be offered the option of buying into the system at a nonsubsidized
rate or precluded from participating. For a number of practical rea-
sons, keeping the program universal but modifying the level of the
Medicare subsidy (described below) is a more feasible approach.

Raising the age of eligibility for Medicare is another proposal
offered to reduce the size of the beneficiary population. Life expec-
tancy has increased by about three years since Medicare’s passage in
1965, which offers one justification for delaying eligibility.” More-
over, if actual retirement ages rise, this option becomes more viable.

This approach also has disadvantages. Without private insurance
reform, persons who are out of the labor force might find it difficult
to obtain insurance; again, a buy-in to Medicare at reasonable actu-
arial levels would likely be needed. Some employers, faced with
potentially higher insurance costs, might cut back on retiree bene-
fits. As a consequence, if the number of uninsured persons rise and
thereby place greater burdens on public hospitals, if the costs of
producing goods and services rise to pay greater retiree health bene-
fits, and if the number of young families supporting their older
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relatives increases, we will be just as burdened. Thus, we wouje
have solved anything, although the balance on the federal
ment's ledgers would improve. g
Finally, each age group of the population contains a substa
share of vulnerable beneficiaries who would need special prg
tions, since they are less likely to be served by the private mag}g
but protections would lower public savings.”* If public financing
Medicare becomes a major problem, age of eligibility may be a pj§
of a final reform package; its acceptability depends on what of
adjustments are made to protect those excluded from Medicare,

W Increasing costs on beneficlarles directly. Some piece of
long-term solution will (and likely should) include increases in eg
tributions from beneficiaries beyond what is in the BBA. The qué
tion is how' to do this fairly. Passing more costs of the program ong
beneficiaries needs to be carefully balanced against beneficiaries
ability to absorb these changes (and assessed against other polig
changes such as in Social Security). g

The easiest way to raise additional revenues from beneficiaries ig
through an across-the-board increase in the Part B premium. Smalf
increases generate large amounts of resources, although increases’
added by the BBA mean that Medicare beneficiaries will be paying$
about 12 percent of the total costs of the program by 2008, up from 9%
percent in 1998. A higher premium would likely be more acceptable
if it were combined with an improvement in Medicare benefits (as §
discussed above). 1_

An alternative, subtle means of shifting the burden to individu- §
als—but often not scrutinized in the same way—is through a &
voucher system. If the voucher were constrained to grow at a fixed
rate over time, it could generate a regressive impact as low- and
moderate-income beneficiaries found it difficult to obtain reason-
ably priced insurance for the voucher amount. Further, eliminating
government’s stake in health care costs would mean one less player
concerned about reducing those costs over time.

Another option is an income-related premium, whereby higher- 8
income persons would pay a greater share of Medicare’s costs. Tying %
premiums to income makes sense on grounds of equity but may be "
difficult to achieve in practice. Administrative costs would rise sub-
stantially. More important, such approaches generate only limited
new revenues unless the income thresholds are set very low. For
example, the income-related premium proposed by the Senate in the
BBA (but not included in the final legislation) was estimated to raise
just $1 billion over the period 1998-2002." There simply are not
enough high-income elderly persons for this option to “solve™ the ¥

problem.
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“Ultimately, the issue of who will pay must be divided between
beneficiaries and taxpayers.”

ald not
overn-

tantial

lr:;lr{ii An aItcrnati\'g incomc'rcl'arcd approach Awould treat Medicare
ing of‘ bcncfl_ts—all or in part—as income and subjtct to ic fedcrftl per-
 plece sonal income tax. Thls is analogous to taxmg‘Socml Sccgrlty,ral—
t other [hough more comphcatcid‘bccausc _thesc bcngf:ts are reccn'c'd in-
i kmd“’ and are not tradlt_mn:llly viewed as income. Taxation‘ gf
e ola b»;rnchts not only would raise revenue byt also wogld make bcncflc_l-
— aries more aware of thc_ “value” of Mcdllc-.trc ‘bCI'ICfltS. HF)s\'C\‘cr, th}s
ques: option \\'ould‘at_id congdcrab]y to Mcdlcbarc S cnn?plc.\'uy. and crit-
S BHES ics argue [h'Tl{ it is unfair to tax some in kind benefits and not others.
— Ach‘wpnrng either such taxation or an income-related premium may
solicy be Jl.lbl."lflt.‘{.l as a symbolic gesture as part of the solution for Medi-
care’s financing problems.
resis 3 _ [ Additlona! public flnancln.g'for Medicare. Ulti'matf':ly. the
Small & issue of who will pay must bc dn'adeq ch\\'cen beneficiaries and
cac: OB taxpayers. Evcp with Ibcncflc_lgr)' conrrnbutmns, the long-run costs
aying of -.\Ic_d?cn‘rc will require additional public funds. As thc number of ____MEDIClRE 115
I y bcncfmgrws grows from 14 percent of thc_ pop‘ulauon in1997t022 oo cicas
Sl i — percent in 2030, it is ;1ppr0lprlfi1te for Medicare's share of‘both G_DP
t5{as -:md the federal budget to rise. Thc share of the pnpylatmn getting
' insurance from other sources will fall, at least partially offsetting
vidu- : higher costs to Medicare over time—a fact often ignored by Medi-
el i care’s critics.” .
fixed _ The p;lyn?ll tax share fpr Medicare Part A at 2.9 percent of earn-
and 8 ings (_rcﬂcc‘tlng the cgmbmed employer and employee amounts) hqs
. W not risen since 1986. If the percentage of payroll devoted to Medl—
ating ; care were 1ncrf:ascd by a factor just to account for gm\\'lh in the
lajer I share of Americans covered by Medicare, the combined tax rate
should be 4.2 percent by 2020. But for Part A, for example, rate
o increases cou]d_ be lower for some time to come. Th.L‘ Me:dic;lirc actu-
1}'ing arics h;wc t.‘.‘illmii((;d that a one-percentage-point tax increase
y be (bringing the cmnhmc_d total to 3.9 percent of Pa)im“). would be
i enough to extend the life of the trust fund to 2030.” With reason-
H_u‘d able restraints on spending and other policy changes as described
”;‘:}r above, such a tax increase would k.ccp the program in balance even
Cihe - longer. Revenues for Part B also \\'1llnha\'c to be increased, Ihrpugh
aise general revenues or perhaps new dedlcaFed taxes. Although paquul.
S these changes are of an or.dcr of magn}tudc that taxpayers might
the & accept as the price of keeping the Medicare program intact for the
foreseeable future.
4
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Restructuring Medicare
For The Next Century:

What Will Beneficiaries

Really Need?

Medicare reform should go beyond financing to address the
ways in which the program can better serve older Americans.

by Christine K. Cassel, Richard W. Besdine, and Lydia C. Sicgel

ABSTRACT: Medicare caverage falls short of its original mandate of access to
modern medicine and protection against the high costs of medical care. These
shortfalls destabilize both health outcomes and the economic viability of older 3§
adults and their families. ®ur proposed revisions would promote, rather than

discourage, optimal care for beneficiaries. By replacing incentives for frag-: 5

mented, episodic care with an orientation toward functional status, care man-
agement, and integration with long-term care, we can make an invaluable
investment in a successfully aging society.

__-'--—-.-._-

No longer will older Americans be denied the healing miracle of modern medicine. No
longer wall illness crush and destroy the savings they have so carcfully put away over
a lifetime so that they might enjoy dignity in their later years. No longer will young
families see their own incomes, and their own hopes, eaten away simply because they
are camying out their deep moral obligarions,

President Lyndon B. Johnson, at the signing of the Medicare legaslation, July 1965.

EDICARE HAS ENABLED MiLLIONS of older Americans to
enjoy longer, healthier, and more independent lives. In-
deed, the much-hailed trends in “healthy aging™ derive in

part from numerous Medicare-covered interventions: joint replace-
ment, cataract surgery, and bypass surgery, to name a few. Yer al-
though Medicare ensures access to many essential forms of care, the
program’s current benefit structure is poorly matched to elements of
optimal care for its main beneficiary population—older adults. The
program was modeled after employer-sponsored insurance, which

Christine Cassel is chairman of the Henry L. Schwarz Department of Geriatrics and Adult

Development and professor of geriatrics and medicine at Mount Sinai Medical Center in New

York City. Richard Besdine is professor of medicine, dircctor of the UConn Center on Aging,

and Travelers Professor of Geriatrics and Gerontology at the University of Connecticut

Health Center, in Farmington, Connecticut. Lydia Siegel is a health policy rescarcher and
writer in Mount Sinai's Department of Geriatrics and Adult Development.
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gas since expanded in scope beyond its acute care emphasis; Medi-
care has not similarly changed. Medicare discourages management
and coordination of care, omits prescription drug coverage, favors
acute care over interventions for functional status, and permits
medical costs to impoverish older adults and their families.

Morcover, Medicare has not kept pace with medical advances,
pew care strategies, and accompanying coverage needs, including
interventions for sensory impairment and psychiarric care, Optimal
management of chronic illness requires close coordination with
Jong-term care services, but today's financing policies encourage
fragmentation and cost shifting. Excluded services, including basic
medications, often are unaffordable. Supplemental insurance cannot
adequatcly bridge these gaps, particularly for lower-to-middle-
income populations.

A health insurance program with these shortcomings must be
examined closely, and the current debate on the future of Medicare
presents amopportunity to do just that. We argue that the content _
of Medicare coverage must be considered alongside any cost con- b i
tainment proposals. The tight political and fiscal constraints sur-
rounding Medicare reform cannot be ignored, but the powerful so-
cial ramifications of Medicare policy also must not be overlooked. mepicare 119
Indeed, in planning for an unprecedented demographic shift, we PROPOSALS i
face an important choice. One option would allow current and fu- :
ture generations to enter the existing system of fragmented and
poorly prioritized care, which has proved to impose heavy cost bur- :
dens on families and society. The other would structure health care |
policy in a way that promotes healthy and successful aging, enabling i
older adults to remain productive and independent.

Our knowledge base in geriatric medicine has expanded dramati-
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k — c.lll}"sincc Medicare’s inception. We now have a set of proven inter- G}‘J
. Bicg ventions and approaches to care that foster optimal outcomes in cé\
= in - i older adults, involving continuity of care, early interventiog, health
. '-:Y?h':" = promotion and disease prevention, and care management. Covcragc
\r:!di ._.- h‘mth_‘mc pr‘inc? ples, cpmbined with care dciivcrcd by prowf-'id— 2
: ’ ‘! ers trained in geriatric medicine, are essential steps toward achiev- Q
;‘f’ud & ing a successfully aging society. ¢?qu
i' M:l‘; ’ Restructuring Mcdicgre toward thifs goal, and coordinating _rhc 4
. program more closely with other funding sources, may be possible
= dAdk without huge increases in cost, but this paper expressly does not
ZoraNew 0 put forward a financing proposal. Today's fiscal and political cli-
= om Aging, mate is a major constraint, resisting sweeping change. These reali-
—erection ties should not be underestimated, but here we begin from the per-

*rerer ond spective of known standards of geriatric medicine.
Nocanes Madicars ic decianed ra m=arocr older adulrs and their
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families from impoverishment, it is necessarily intertwined

social policy. Therefore, it is essential to examine Medicare's o %
text within a broader continuum of care, its role in society and

economy, and its influence on the geriatric medicine workforce.

outline two sets of recommendations, one oriented toward direse o

= iy

health outcomes, and the other toward broader systemic viability i
our aging society. Our recommendations constitute a profound shify
in Medicare's historical focus and overall philosophy, from a ¢z
strophic health insurance program to a more comprehensive, prog
tive health care system. The current policy climate tends to discou
age such fundamental rethinking, particularly since these propos:
may increase some costs. However, reorienting Medicare coveragy
to promote optimal health and protect older adults and their fami-
lies against impoverishment is one of the most important steps we

can take, so that our aging society can become a success story rather
than a social problem.

Health Outcomes

Our ability to forestall acute illness, complications of chronic dis-

¥

———— m—— cases, and functional decline through an integrated continuum of

care has radically reshaped our perspectives on aging and medicine.
HEALTHNEEDS  Although diagnosis and treatment of disease remain important,

management of multiple chronic disorders has emerged as the cen-

tral challenge in geriatrics, raising striking issues for both re- -

searchers and clinicians. A traditional approach that considers each
surgical intervention or disease category in isolation does not ade-
quately address the patterns of illness in older adults. Care protocols
for this population must take into account numerous variables in
complex combinations (for example, optimal care following hip re-
placement will vary depending on the presence of other chronic
illnesses or disabilities).

Geriatric medicine defines an approach specific to a patient
population with a high prevalence of chronic illness and vulnerabil-
ity to age-related functional losses. Substantial scientific evidence
has led to the development of core principles in geriatric care: inter-
disciplinary team assessment; care management; continuity of and
access to care; adcwndhl-hm@ppm riate use of
wedications; assistive devices for mobility, hearing, a;rém;’and
dignity and relief from sulfering at all stages of illness. Medicare
coverage must be updated to promote these types of care. The two
foundations of better care for an aging population are knowledge-
able providers and flexible systems of care. Geriatric expertise and
interdisciplinary teams are essential, since flexible service use ac-
cording to highly individualized needs requires excellent clinical
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'_ ngment and communication among multiple providers. Capita-
ion, one potential vehicle for this care, is discussed below in terms
tential benefits and challenges.

@ Preserving function. Functional status must be carefully
monitored in older adults, since activity-limiting disabilities and
chronic conditions are common and sensitive indicators of disease.
Many simple interventions can slow or prevent functional losses in
older adults. Prevention, widely interpreted as immunization or
screening, takes on new meanings in geriatric care, where preven-
gion of functional decline is a fundamental treatment goal. However,
Medicare coverage excludes many interventions that detect or treat
functional loss, including most routine physical examinations and
related tests, most routine foot and dental care, prescription drugs,
and examinations to prescribe and fit eyeglasses and hearing aids.

Interventions and assistive devices for sensory impairment are
basic elements of care that Medicare should cover. Visual loss can
lead to near-total dependency in otherwise healthy persons but can
be corrected or slowed with eyeglasses. Hearing loss, which affects
nearly 40 percent of people over age sixty-five, can lead to isolation,
productivity loss, and withdrawal from the workforce." Sensory im-
pairment is a risk factor for depression, deconditioning (loss of mus-
cle function from disuse), and inability for self-care; simple inter-
ventions can forestall this cascade of functional decline.

Paradoxically, Medicare covers walkers, canes, and wheelchairs
for mobility loss related to musculoskeletal illnesses but excludes
coverage for sensory losses; this signals the need for better rationali-
zation of coverage. Medicare is also poorly aligned in the area of
rehabilitation services. Following stroke, amputation, or hip frac-
ture, coverage is contingent on improvement. Numerous studies
demonstrate that rehabilitation is highly appropriate for patients
ic W2 mapfan whose conditions remain stable, given its ability to prevent further

e decline, yet this crucial maintenance function is not covered.’

W Care management. Carc management is a comprehensive

e g treatment strategy that includes anticipatory management of
nrmmey of gped 40 chronic illness, communication among interdisciplinary providers,
T nge f 10T and adjustment of care with changes in condition. This strategy is
o ) particularly important in the care of older patients, whose multiple
s Wedicqpy medical conditions present complexities that are not adequately
e The twa | addressed by conventional discase management guidelines and care
e ]:-HI.‘: w pathways oriented toward a single illness.

mIse any) ' Yet Medicare, which covers hundreds of intensive medical proce-
cruTuse o i - dures, does not adequately reimburse the range of care management
it clinfoab i and interdisciplinary coordination that geriatric care demands.

Nearly 90 percent of people age sixty-five and older have at least one
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chronic condition, and 70 percent have more than one—most cop
monly, arthritis, hypertension, heart discase, sensory and mobili§
impairments, diabetes, and dementia.’ Care protocols vary marks
edly, depending on comorbidities, polypharmacy, functional le -
social resources, and patients’ values. However, reimbursemen
policies favor fragmented care among several providers rather thay
ongoing management by a unified team. Consequences of noncoor:
dinated care include missed or inaccurate diagnoses, harmful d
interactions, and overmedication. ,
Care management by a skilled and knowledgeable team of
providers can address these complexities. Creating a reimbursable §
care management category under Medicare, or providing adequate
rates for capitated systems, could encourage the forms of care that §
we now know are appropriate: coordination of care, telephone time,
referrals to social service providers, and so forth. ;
Our ability to address chronic illness is a central challenge to the §
viability of our aging society with respect to independent function-
ing and survival itself. Diabetes causes a number of severely dis-
abling complications, including blindness, kidney failure, heart
disease, stroke, and circulatory problems that can necessitate ampu-
tation. Recent evidence that tight blood-sugar control can delay
onset of complications has led to new treatment protocols. New
treatments, including insulin analogues and implantable insulin
pumps, are also increasingly effective. However, Medicare reim-
bursement remains inadequate for the close management and inten-
sive, team-based care that these strategies require.
Management of ischemic heart disease also is changing rapidly.
Emerging medication protocols may reduce disability and the need
for surgery or hospitalization but require close monitoring to avoid
overmedication or harmful drug interactions. Hypertension man-
agement also requires ongoing monitoring of multiple stroke- :
prevention medications; new research on cholesterol-lowering
medications may greatly alter prevailing ideas of age-appropriate
treatments for heart disease. Meticulous, skilled, and informed in-
terdisciplinary care is required for treatment of these conditions, at %
a level of monitoring that Medicare coverage does not support. "
Nonmedical services, such as social work, often are essential to |
health outcomes in older patients, and an interdisciplinary team &
approach also can address this range of needs. Patient interviews are -
more time-consuming because of complex issues, hearing problems, ;
multiple caregivers, possible cognitive impairment, and depression. 3
Older patients may miss appointments because of transportation )
problems. Adherence to medications is a problem, since many pa-
tients face cognitive or financial limitations; adverse drug effects are
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a major risk. Older patients may face barriers to maintaining dietary
or physical activity regimens because of problems with home set-
tings, transportation, financial resources, and burdens on caregivers.
Malnutrition, whether as a result of poverty or inability to prepare
meals, is a grave risk, precipitating declines in health; linking vulner-
able patients with nutrition resources can minimize acute care and
institutionalization. Such problems rarely emerge through physi-
cian contact in routine office appointments. A team that includes a
trained social worker can identify solutions with patients and fami-
lies, enabling more successful evaluation and treatment.

Capitated systems, with more flexibility, theoretically can cover
this care management function. However, adverse selection and in-
adequate risk adjustment are strong disincentives for plans. Multi-
ple creative approaches to financing these services are needed, with
functional outcomes measures studied for evaluation.

M Prescription drug coverage. Prescription coverage is the
most conspicuous deficiency in the Medicare benefit. Advances in
medical, pharmaceutical, and biotechnology research continually
broaden our ability to treat age-related conditions. Many new drugs
can slow the progression of a number of age-related illnesses, facili-
tate management of chronic conditions, and minimize the need for
hospitalization and other costly interventions. However, high prices
often hinder adherence to recommended treatment. Medicare
health maintenance organizations (HMOs) are reluctant to include
coverage for prescription medications, and Medigap policies offer-
ing this benefit are prohibitively expensive for many beneficiaries.

Several new medications can improve aspects of cognitive func-
tion in Alzheimer's disease, and more are on the horizon. Random-
ized trials are now under way to determine the effectiveness of
estrogen and nonsteroidal anti-inflammatory drugs in slowing the
progression of Alzheimer's disease and reducing the likelihood of
onset. Parkinson's disease is another neurodegenerative disorder
that increases dependence and need for care. In addition to tradi-
tional drug therapy to restore declining dopamine levels, new neuro-
protective medications have improved symptoms and overall sur-
vival. Management of heart disease and hypertension can minimize
disability but requires costly medications to do so.

Arthritis is the most commonly reported chronic condition at age
sixty-five and older and causes major losses in productivity.* Phar-
macological therapy can decrease disability but is priced out of the
reach of many arthritis patients. Osteoporosis, which frequently
leads to hip and vertebral fractures, is associated with high risk of
disability or death. Hormone replacement therapy and newer medi-
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continuity of care for medical monitoring,
Older adults’ mental health receives insufficient attention but is a

major determinant of overall health. Depression, both common and #8

highly disabling, can exacerbate other chronic illnesses and hasten
decline. New medications with fewer side effects are effective in
older adults but are much costlicr than older antidepressants. Treat-
ments for other psychiatric illnesses common in older adults, such as
psychosis, bipolar disease, anxiety, and obsessive-compulsive disor-
ders, also require expensive medication, as well as counseling or
psychotherapy, to minimize related disability. None of these forms of
treatment is adequately covered by traditional Medicare. Psychiatric
services are targeted by the most vigorous gatekeeper models in man-
aged care, yet denial of needed care has grave consequences: produc-
tivity losses, family burdens, and institutionalization.

Systemic And Socletal Issues

B Managed care. Managed care and capitated systems may be
ideal for permitting the flexibility that good geriatric care requires,
as outlined above. However, in today’s competitive marketplace
managed care companies face powerful disincentives for providing
excellence in care for chronic illness. Even with risk adjustment,
coordination with long-term care services is difficult on a large
scale. Will capitated systems address the needs of at-risk elders
through appropriate investments in maintaining functioning and
coordinated systems of care, or will adverse selection result in a
sicker and therefore more expensive population to cover? And will
lack of geriatrics expertise allow rapid declines in the population
under care, with predictab]c large increases in costs?

Our nation's recent experience with managed care illustrates the
ramifications of these challenges all too clearly. Although more than
80 percent of Medicare beneficiaries have remained in fee-for-
service (FFS) arrangements, a significant proportion enrolled in
managed care during the 1990s, secking lower costs and comprehen-
sive benefits. However, older Americans now face a potentially seri-
ous problem: Several HMOs have recently withdrawn from Medi-
care, citing financial losses. Capitation raises important concerns for
quality of care, however, given financial incentives to minimize serv-
ices in the interest of cost-effectiveness. We also will need to de-
velop accurate measures for outcomes and quality of care, for both
fiscal accountability and consumer well-being. A quality-of-care
approach, based on outcomes, is an important benchmark for older
adults.’

Contemporary definitions of health care quality are numerous,

vent this condition but require access to prescription drugs and
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“Older adults with a lifelong work history can become dependen
on Medicaid when health problems multiply and worsen.”
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need assistance with ADLs as a result of chronic illness or disabi}
a number that may double by the year 2020." The disability ratel
the group ages sixty-five to seventy-nine years is 47 percent, but
rate rises to 72 percent for persons age eighty and older." The o
cighty-five age group is the fastest-growing segment of the p opll
tion, which highlights the importance of this issue. g
Home health and skilled nursing facility (SNF) care are impg
tant forms of long-term care. However, Medicare coverage contafg
restrictions that can limit their effectiveness in providing good caf&
Continuity of care is essential, and maintaining function can del;
institutionalization. Adequate home health coverage could have
favorable impact by helping seniors to avoid more serious complicé
tions. Notably, nearly one-third of all Medicare spending pays f¢
care used by only 13 percent of beneficiaries: those with substantig
long-term care needs.” Adjusting benefits for more appropriate du
ration and forms of care could decrease the likelihood of futun
hospitalization. E
End-of-life care is an essential part of the equation; some costs
attributed to long-term care actually represent high costs for care of
dying patients. Medicare-funded hospice care is successful for those
who use it, yet fewer than 15 percent of Medicare patients who die!
are cared for in a hospice program.” These patients must be part off
any solution for better coordination of medical and social services?
for appropriate end-of-life care.

Medicare’s incentives are weighted against arranging at-home
supportive care in favor of nursing home admission, an event that}
transfers the cost burden to families or to Medicaid, after impover- 8
ishment. Long-term care thus remains a “dumping ground,” because %
these costs have virtually no impact on Medicare. Closer integration
must be achieved to realign these incentives. At the very least, we 38
nced to reverse incentives weighted toward institutionalization and l__,
work toward a more integrated system that acknowledges the need.
The creation of a viable reimbursement mechanism for physician
care in nursing homes would enable continuity of care.

Medicare’s restrictions on long-term care coverage do not free &
federal and state governments from these fiscal burdens but instead 8
contribute to a cost-shifting pattern that masks the true costs of %
care for older adults. Medicaid has become the largest provider of
long-term care coverage, for middle-class as well as low-income
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ulations. As of 1995 Medicaid paid for the care of approximately

'“,!

£ 88 percent of nursing home residents and covered more than 50
e __Fp:cnt of all nursing home costs." Currently, 16.5 percent of Medi-
+ are bencficiaries also are covered by Medicaid.” However, in the
¥ ulation with long-term care needs, the proportion of Medicaid-
,dulblc beneficiaries rises to 45 percent, which demonstrates a
& widespread inability to afford this care.® Long-term care costs often
& are impoverishing; older adults with a lifelong work history can

¢ ecome quickly dependent on Medicaid when health problems mul-
" ply and worsen. Continuing to exclude long-term care coverage
¢ from the Medicare benefit will only exacerbate this problem; mak-
L ing poverty a requirement for long-term care coverage is not a viable
" option
£ Increases in Medicare spending for more involved forms of care,
L such as home health and SNF care, have caused justifiable concern.
# However, the answer is not blanket spending decreases but closing
b the gap berween coverage provisions and actual needs. Precisely
¢ defining this high-cost population’s medical needs, and separating
them trom the social costs, is a major policy challenge.
The best model in the United States for integrating acute and sesss——
long term care is the Program of All-Inclusive Care for the Elderly mepicare
b b (PACE). developed in 1972 at a community-based nonprofit entity PROPOSALS
- in San Francisco. PACE employs a unique funding mechanism that
; pools \fedicare and Medicaid benefits into a fixed monthly rate.
Fundis are then flexibly allocated to a wider range of services than
conventional coverage restrictions allow. Based in a day care center,
amultndisciplinary team provides medical, rehabilitative, and social
Serviees. PACE supports transportation to day care centers, doctor
4o VISItS, ¢valuation, and socialization through capitated dollars. The
WINg ACANE comprehensive array of acute and long-term care services also can
l""':_:;; incliade n home skilled nursing or personal care, physical and occu-
T 2 patioe.z] thcmp}‘, meal dcll\‘cr)‘. and other services as needed. PACE
.l 'I”:n‘w b ;hfl‘\"-‘cm_‘: cml'\\:]mw_’ the b.cst principle_: of managed care: Onc‘entity is
v Jene eSpoaisible for all financial and medical aspects of care. This model,
l'].i tl - § A O\emplary syszem of care for frail older persons, must now be
’};t'::;‘: ' ‘ESE‘:‘: in larger I\:?ul.nlions. ' | o _
or phys cia i “versing Medicare's current incentive to hospitalize patients
e © vould be treated more appropriately in a subacute care facility
COULi reduce acute care costs. Such a shift is unlikely to produce
dram i savings. but coordination among systems of care will be
esseniial for the well-being of patients and families. There is no

i

do not i
» but instes

rue costs O inod.
. nldclfé 3. SINZK: right answeer, but a better approach can be found than the one
WOV L. N : . .
."l -+ incol W€ hrve now—which separates medical and social costs of long-
OW ME= ¥ N . y e
SOSENE  '°T™ care in 2 way that promotes discontinuity, redundancy, and
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- p. Protection from Impoverishment. The misalig [“"“lt‘f:,ﬁlif ::dpn
tween needs and coverage places a heavy financial burden B Bott®! Kkforce trained ir
adults and their families. In this sense, too, Medicare fails to g wing need; pro
mandate. Out-of-pocket health care costs have grown d f“nd grc:mnage a range .
far outstripping the ability of most older adults to pay for i '“Wsl-w eriatric care in
care. These costs now consume a larger proportion of older ads - gigha? ltzatges for more int
income than in 1965. Further, there is no maximum spending ¢§ 3 \ o inadequacies for th
Medicare to protect against catastrophic costs. F me?hzsi‘ncenti\'e to the
Many older Americans are in a fragile economic position. Advag 5 F’“’Cr{u Proficiency in geri.
ing age often brings some combination of retirement, widowhog & workforce: troms often pres
or changes in housing—major life events thar affect socioecondiy | variable SYT':F:' complicated by
status. Of the 314 million Americans age sixty-five or older W can be [urthznsivc assessmen!
reported income in 1997, 79 percent reported income of less th Compre | functioning, is a
$25,000, and 37 percent reported income of less than $10,000.7 Of and phy?mla reventive tool, pa
fifth of all older women live below the poverty line; 60 percent Jrapove -p decline common
women age cighty-five and older are poor or near-poor, and ma or COg) lfl‘eention to avoid
lack the economic, physical, and emotional supports needed § carly In ,tewgatmcnt. Althoug
independence and good quality of life."* Other older subgroups liké .mtm-s“e [:vithout geriatrics
e 10 live in poverty include minorities and persons in rural areas. “d.crs d appropriate us
128  SOCIAL& There is a strong, well-documented correlation between ecoh incluston ﬂlr::tlc gfi)f[crences m
HEALTHNEEDS nomic disadvantage and health risk factors, which increases .. Or‘dy - and of irreversit
importance of appropriate coverage. Persons of lower socig sble IJ11:§?5;11‘c, are easily inter
economic status generally fare less well in the health care system, a§ argy.ﬁnh a[ha:n as potentia
measured by access and preventive care, along with poorer outs es, ra{ 5o illness such as
comes regarding accuracy of diagnosis, treatment efficacy, follow under y;ni infarction. Phys
up, and hospital readmission.” This population also has a highet’ myoc}a:r ll ted quality of lifc
prevalence of illnesses that often result in permanent activitys h_ealt -Te ;famihcs on issue:
limiting conditions, such as asthma, diabetes, hypertension, and} tients an o vions or comior
heart disease.® e m[cr\i‘ntm pulation W
Although many persons purchase supplemental coverage (Medi- % (?u,; ag:c grgtf’essionals tr
gap policies), others cannot afford the high premiums. The 1997 % heﬂ.t ? scsrch forecasts U
Balanced Budget Act (BBA) raised Part B premiums, which will 558 '!ﬁgmgh C,(;m when our ¢
increase the burden on low-income older adults. Assistance for low- 58 L f.y: —mill‘ion"‘ The U
income persons also will be capped, thereby creating further hard- Ry 1<_and the retirc
ship.” Most older persons, regardless of socioeconomic status and & Cmf;m:-m;s S pedicare
often independent of financial planning, face staggering health care # RLEUC 1111 further weak
costs that few families can absorb. In one important study almost 55§ (Gt; )lwainin does not 7
one-third of surveyed families reported losing most or all of the i o trent sl%ills, and i
family’s savings for a relative’s care. Common adjustments included 8 mat'lagfmca re demands; cu
moving to a less expensive home or forgoing education or medical & chmmC ntial form of trair
care for other family members. Notably, 96 percent of patients in 8 L t patterns, in t
this study had hospitalization insurance, which is strong evidence 3 bgrscmcg E’anagcmcnt, e
of the heavy burden of costs associated with nonacute care.” In 1 ation and I
C——— R EEE——— " S TQ—;}:IE"
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. " qeforming Medicare, transferring additional costs to beneficiaries
their families is not an option.

@ Better tralning and research In geriatric medicine. A

rovider workforce trained in the ficld of geriatric medicine is a
major and growing need; providers must have the expertise and
jncentives Lo manage a range of interventions in complex patients.
High-quality geriatric care improves health outcomes and lowers
utilization rates for more intensive forms of care. Current reim-
pursement inadequacies for the scope of geriatric care services are a

werful disincentive to the training and retention of an adequate
workforce. Proficiency in geriatrics enables providers to identify the
variable symptoms often present in older persons, where diagnosis
can be further complicated by comorbid conditions.

Comprehensive assessment, which involves monitoring cognitive
and physical functioning, is a vital element of care management and
a powerful preventive tool, particularly in frail populations. Physical
or cognitive decline commonly signals discase; assessment enables
early intervention to avoid serious conditions that require more
intensive treatment. Although assessment is covered by Medicare,
providers without geriatrics training are frequently unaware of its
inclusion and appropriate use.

Only subtle differences may separate the presentations of treat-
able illness and of irreversible functional decline. Confusion, leth-
argy, and falls are easily interpreted as “old age™ by untrained provid-
ers, rather than as potential signals of harmful drug interactions or
low- & underlying illness such as hypothyroidism, pneumonia, or silent
' myocardial infarction. Physicians also must possess expertise on
health-related quality of life and treatment choices, to advise pa-
tients and families on issues such as the appropriateness of aggres-
sive interventions or comfort care.

edi- 08 Our aging population will exacerbate the existing shortage of
1997 N health care professionals trained in geriatric care. The Alliance for
will 8 Aging Research forecasts the need for more than 36,000 geriatri-
ow- &8 cians by 2030, when our older adult population will toral about
ard- @ sixty-five million.”” The United States now has fewer than 9,000
and ¥ geriatricians, and the retirement rate exceeds the training rate.

care Reductions in Medicare support for graduate medical education
108t (GME) will further weaken this underpopulated specialty. Most
the medical training does not address the complexity of medical issues,
ded management skills, and interdisciplinary coordination that good
ical geriatric care demands; cuts to GME funding will restrict access to
s in this essential form of training. The disincentives in physician reim-
nce bursement patterns, in the form of inadequate payment for evalu-
In ation and management, extend far beyond professionals already in
a g HEALTH AFFAIRS - January/February 1999

I 0000

MEDICARE
PROPOSALS

129




—

130

MEDICARE PrROPOSALS
e e ey

practice. Physicians-in-training, who observe that proce
acute care skills are better reimbursed, are reluctant toen
ties that require time-consuming, unpaid coordination
The resource-based relative value scale (RBRVS), imp
the early 1990s, promised to replace customary charges wit
reasonable system of reimbursement, structured accordip
difficulty of the work involved. Unfortunately, political g
and high stakes have prevented the RBRVS from leveling thég
field. Payments for some overvalued services have been redu
surgical services are still reimbursed at a disproportionate
level compared with the evaluation and management sé
needed to coordinate interdisciplinary care for older persons;
Legislation proposed in recent years would increase Meg
GME payments in geriatric medicine and psychiatry. In addig
cach year of training for geriatrics certification would count asay
of service for federal loan repayment. The Department of Health®
Human Services (HHS) also would establish five demonstrag
projects that integrate geriatrics with traditional hospital-ba
training in skilled nursing facilities, hospices, rehabilitation fa
ties, and other community-based programs. Medicare reforms gy
support these aims would diminish the gap between supply ag
demand.

¢

PRODUCTIVE, SUCCESSFULLY AGING SOCIETY is withi
Aour reach, and ignoring the issues discussed above will img
pose heavy costs: lost productivity, overwhelming economig
burdens on families, and potentially avoidable disability. Realigning
Medicare coverage to encourage optimal care strategies is one of the
most important steps we can take. In light of other unknow
including longer-term demographics and biomedical progress, flexi-
bility in our approach to the future will be imperative. The wisest §
course may be to build into Medicare the capacity to respond to the 3
changing dimensions of medical possibility and demographics ™
through a dynamic, forward-looking system with adaptive flexibil-
ity to ensure unhindered access to the optimal care that modern
medicine can provide, now and into the future.

SOCIAL &
HEALTH NEEDS
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Medicare’s Choice

Explosion? Implications

For Beneficiaries

Even if more managed care plans come on board, many
beneficiaries may not get the care they need.

by Patricia Neuman and Kathryn M. Langwell

ABSTRACT: Medicare+Choice was established under the Balanced Budget Act
of 1997 to expand the range of health plan options available to beneficiaries
and to encourage plans to compete on the basis of price and quality, with
potential savings to beneficiaries and the program. However, it is unclear
whether the envisioned positive outcomes will occur. This paper reviews the
rationale for expanding choices under Medicare. It considers how the rapidly
changing health insurance market poses uncertainties for beneficiaries and
concludes with a discussion of safeguards that may be necessary to assure that

the program continues to work well for beneficiaries with diverse needs and
circumstances.

S THE NATIONAL BIPARTISAN coMMIssioN on the Future
of Medicare focuses on financing health care for future gen-
erations of Medicare beneficiaries, Medicare is poised for

structural change as a result of the Medicare+Choice provisions in

the 1997 Balanced Budget Act (BBA). The BBA establishes a frame-
work to increase private health plans’ role under Medicare and to
encourage plans to compete on the basis of price and quality.
However, early evidence suggests that the predicted, rapid
growth of private health plan options under Medicare may not oc-
cur unless Congress and the administration intervene. Only a small
number of plans, other than Medicare health maintenance organiza-
tions (HMOs), have applied for contracts to serve bencficiaries.

Several HMOs with experience in the Medicare market are with-

drawing from selected areas or terminating their Medicare line of

business entirely. Unless a large number of Medicare+Choice plans

Patricia Neuman is director of the Medicare Policy Project of the Henry | Kaiser Family
Foundation in Washington, DC. From 1989 to 1994 she was on the professional staff of the
House Ways and Means Subcommittee on Health, where she developed and drafted Medicare
and health care reform legislation. Kathryn Langwell is the managing director of the Health
Economics Practice of Barents Group LLC, also in Washington, DC. She served as deputy
assistant director for health at the Congressional Budget Office from 1989 to 1993,
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_ new applications to the Health Care Financing Administra-
1CFA) for 1999, there will not be a significant increase in the
pumber of private plan options available to beneficiaries as the

w program gets under way. This would be a marked departure

* the trend of rising Medicare HMO plan participation observed

recent years. If the number of plans does not increase, then the
:ted rapid growth in Medicare managed care enrollment may
 occur. Moreover, if Medicare+Choice plans are unable to con-
Pi" offering relatively gencrous supplemental benefits, while
arging low or no premiums, enrollment may be further con-
serained, in that beneficiaries cite lower costs and better benefits as
the main reasons for joining Medicare HMOs.?
 Juis possible that plans will enter the market more aggressively in
future but are moving cautiously now in response to the new
law and the implementing regulations. Whether the role of private
under Medicare expands, plateaus, or contracts, the changing
th insurance environment presents both opportunities and un-
sinties for the Medicare population.
In this paper we review the rationale for expanding choice in the
@(cdjcare program and the conditions under which choice could
Medicare beneficiaries. We examine recent evidence from and
in the Medicare HMO program and the issue of whether a
significant expansion in the numbser or types of health plan options
js likely to occur under Medicare+Choice. Finally, we review the
evidence on Medicare beneficiaries’ ability to make appropriate
choices among health plans and discuss safeguards that may be
pecessary to maintain adequate coverage for beneficiaries in the
future.

' The Theory Of Choice

Under Medicare+Choice, Medicare will be able to contract with
HMOs, provider-sponsored organizations (PSOs), preferred
provider organizations (PPOs), private fee-for-service (FFS) plans,
and, on a limited basis, high-deductible insurance plans coupled
with tax-preferred medical savings accounts (MSAs).

To encourage the emergence of Medicare+Choice plans through-
out the country, the BBA makes a number of changes affecting pay-
ments to plans and requirements for plan participation. The law
establishes a payment floor ($367 per enrollee in 1998) that is in-
tended to boost participation of plans in rural areas with historically
low payment levels. A minimum 2 percent annual increase in pay-
ments is guaranteed for all Medicare+Choice plans, to preserve cov-
erage and benefits in areas with higher-than-average costs, where
the majority of current Medicare HMO enrollees reside.’ Changes in
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plan requirements also are intended to attract private organizatig
to the program. Examples include eliminating the “fifty-fifty
rule—which required at least half of any Medicare HMO's memby
to be non-Medicare beneficiaries—and easing entry requireme:
for PSOs by permitting them to seck federal approval rather
state licensure.
These changes may result in the emergence of plans in some 2
of the country where they did not exist before. But other pa
reforms in the BBA, coupled with new regulatory requirements g
erning Medicare+Choice plans, may discourage health plans from
participating in Medicare, which would result in fewer choices for:
beneficiaries. ;
Economic theory suggests that giving choices to consumers re-
sults in greater efficiency and lower costs. In an expanded choice
environment, Medicare plans compete to attract and retain mem-
bers. This competitive environment provides incentives for plans to
be more efficient and cost-conscious in their management of health %
care. In turn, this emphasis lowers beneficiaries’ costs and reduces
Medicare spending growth. :
In fact, the Medicare risk-contract program has been successful
in lowering costs and improving benefits for HMO enrollees. In
1998, 72 percent of all beneficiaries covered under a Medicare HMO
were enrolled in “zero-premium” plans. In the same year 68 percent
of Medicare HMOs offered prescription drug benefits, 71 percent
offered hearing care, and 83 percent offered vision care.* This was
achieved in many market areas with premiums that typically were b ¢
well below the amount charged by Medigap insurers for roughly i

similar coverage. Medicare beneficiaries have responded to these ;|
offerings by enrolling in Medicare HMOs at a rapid rate, especially n

between 1994 and 1998. &
Competition, as it is structured under Medicare+Choice, may not

produce the benefits predicted by economic theory. Much of the ¥

evidence from the past fifteen years suggests that health plans have

been able to offer generous benefits and low premiums primarily

because they are located in areas with relatively high Medicare pay-

ment levels and have enrolled beneficiaries who are healthier than

average.* Thus, the health plans have received generous payments to

serve Medicare beneficiaries with lower-than- average expected

health costs. The combined effect of Medicare’s payment structure

and favorable selection has created surpluses for plans to compete

on the basis of benefits, premiums charged to beneficiaries, quality,

and amenities. It is not yet clear whether the recently enacted

changes in Medicare’s payment methodology for plans will drive

plans to operate more efficiently or withdraw from Medicare.
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uircments {8 Recent evidence suggests that Medicare+Choice may not result in
ither than & the wide range of choices anticipated in the BBA. Reports in the
B g popular press indicate that a number of HMOs that have been oper-
Omeareas N ating under Medicare risk contracts, including some of the most
‘payment experienced HMOs, are not profiting from Medicare and therefore
entsgov- i are withdrawing from Medicare or dropping selected unprofitable
lans from &0 markets from their service areas. As of November 1998, forty-three of
hoices for :% Medicare’s 347 risk plans announced that they will not be renewing
s their contracts for 1999. Another fifty-four plans announced that
umers re- they will be reducing their service areas. Together these changes are
«d choice expected to affect coverage for about 406,000 Medicare HMO en-
iin mem- rollees, which is close to 7 percent of the current Medicare HMO
r plans to population and about 1 percent of the total Medicare population
of health (Exhibit 1).¢
1 reduces A closer look at the data indicates a disproportionate impact on
& beneficiaries who are enrolled in plans with relatively low 1999
uccessful % Medicare payment rates and on beneficiaries who are enrolled in  ______
_1“" - 3 2 4 " . N P " e
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s The rise and fall of plan participation in the late 1980s was the result

MeEDICARE BENEFICIARIES
Patimncareas

service areas were enrolled in plans that would have received leg

than a third of all Medicare enrollees. Eighty-seven percent of a
beneficiaries affected by the retrenchment of plans are enrolled in

for-profit HMOs, compared with 68 percent of the total Medicare *
HMO population. Two companies—United HealthCare and Aetna/
U.S. Healthcare—account for nearly a quarter (24 percent) of all-
Medicare HMO enrollees affected by plans’ withdrawing from *
Medicare or reducing their service areas. Seven companies—United
HealthCare, Aetna/U.S. Healthcare, Humana, NYLCare, PacifiCare,
Oxford, and Prudential—account for 60 percent of all Medicare

beneficiaries affected by the pullout.”
This recent evidence suggests that HMOs may have made deci-

sions about Medicare participation based on inadequate or insuffi-

cient information on the difficulties of managing the health care use
of the Medicare population. A similar pattern emerged during the
initial years of the Medicare risk-contract program: A large and
growing number of HMOs contracted with Medicare between 1985
and 1989, and nearly half of these HMOs subsequently dropped out.

MEDICARE of a number of factors, including many plans’ inability to compete,
CHOICES low enrollment, inexperience in managing Medicare enrollees’ serv-
ice use, and financial losses.?

Although some HMOs have succeeded in the Medicare risk-
contract market, their success has been the result partly of the very
high payment levels in some geographic areas and partly of the fact
that healthier Medicare beneficiaries have been most likely to join
HMOs. As payment reforms are implemented, HMOs that operated
in market areas that previously received very high payments will
face constraints on increases in the future. This comes at a time
when health care costs are projected to grow more rapidly over the
next several years than they have in the past.” As payment levels
decline relative to costs in future years, and as a more representative
mix of Medicare beneficiaries joins HMOs, it is possible that fewer
plans will be able to operate profitably.

If formally structured, experienced HMOs are unable to operate
successfully in the Medicare market, there is reason to question
whether more loosely structured entities, such as PPOs, can do so. It
is unclear whether plans with less experience managing use of serv-
ices for an elderly population, contracting with providers, and nego-
tiating fee arrangements can structure a product that can attract
Medicare beneficiaries and achieve financial viability. This concern
may, in part, explain why few non-HMO plans have applied to
HCFA for the Medicare+Choice program thus far.
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Opportunities, Challenges, And Risks
If more health plan options become available under Medicare+ P —
Choice, as the law intends, competition among private Medicare =
plans could improve the quality of patient care, expand the range of  MEDIZARE 188
benefits covered by Medicare plans, and produce savings for benefi- WENERENRES
ciaries. However, a more competitive marketplace also presents new

challenges for beneficiaries to choose a plan that is most likely to

meet their needs. There is some risk that a significant share of the

\edicare population will not make good choices, which could un-

dermine the success of the program and result in potentially serious

financial and access problems for beneficiaries.

m Knowledge about Medicare. Considerable evidence suggests

that a significant proportion of Medicare beneficiaries may have

difficulty obtaining and understanding information about the tradi-

tional Medicare program, gaps in the benefit package that gencrate

a need for supplemental coverage, and managed care alternatives.

For example, a recent survey found that more than one-third of

Americans age sixty-five and older (37 percent) do not know that

rraditional Medicare does not cover outpatient prescription drugs.,

and more than half (56 percent) do not know that Medicare does

not cover long-term nursing home care.” The same survey found that

about a quarter of elderly Americans are aware of Medicare+Choice,

but only 9 percent understand that it provides beneficiaries with a

greater choice of health plans, rather than a greater choice of doctors

and hospitals.
Other studies have documented that a large proportion of Medi-

[ I—————
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care beneficiaries—including those who are covered by Medicare

HMOs—are confused or lack basic knowledge about managed care
under Medicare.” In addition, several studies have found that mi

nority groups are less likely to understand basic elements of the
Medicare program.” The high level of confusion today, in an envi-
ronment with relatively few choices, suggests the potential for even

greater confusion if health plan options expand under Medicares
Choice.

To help beneficiaries make informed health plan decisions, HCFA

now provides descriptive and comparative information about the
various options available in each area. This information is intended
to help beneficiaries, and their advisers, assess trade-offs involving
quality, performance, satisfaction, benefit, and cost data. Beginning
in November 1999 HCFA will conduct annual “health information
fairs™ to disseminate standard information about all Medicares
Choice plans, and the new structure for enrollment and disen-
rollemnt, before every open-enrollment period.

m Beneficlarles with diverse needs and circumstances. Bene-
ficiaries with certain limitations may have difficulties operating in
the new, more complex Medicare marketplace. Nearly four of ten
beneficiaries with less than a high school education, for example,
may find new comparison charts and performance data confusing
and difficult to use " Beneficiaries with serious health problems also
may have difficulties choosing and using a health plan under Medi-
care+Choice. Nearly a quarter of all Medicare beneficiaries (23 per-
cent) have problems with cognitive functioning that are likely to
compromise their ability to understand key differences between
plans or make good choices." Those who are in relatively poor health
(29 percent) also may find annual health insurance decisions bur-
densome yet critical, because they are high users of health care
services and face serious consequences if their care is disrupted, if
they lose access to specialists, or if they cannot afford the care that
they need.

Low-income Medicare beneficiaries face a different set of chal-
lenges because they may not have the financial resources to choose a
plan based upon quality, access to doctors, or benefits. Rather, their
choices are likely to be dictated primarily by price, which could
result in disruption of care, poorer quality of care, and lower levels of
satisfaction. Low-income Medicare beneficiaries also are likely to be
disproportionately affected by any future increases in Medicare+
Choice or Medigap premiums.

The poorest of this group who are eligible for both Medicare and
Medicaid already face complex interrelationships between the fed-
erally administered Medicare program and the state-administered
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Medjcaid program, and m:maged care under both programs.” To
make the program work, these beneficiaries are likely to need care-
fully tailored information to understand their options and assis-

t0 coordinate benefits so that dual eligibles actually receive the
coverage they are entitled to under both programs.

The importance of making good decisions will become critical in
2003 when beneficiaries will be “locked in” to their Medicare+
Choice plan for a full year, until the following open-enrollment pe-
riod. Although the annual open season is expected to simplify the
enrollment process, it also may pose problems for beneficiaries who
make enrollment decisions without fully understanding what the

lan does and does not cover, which providers are in the network,
and how well the plan performs. For beneficiaries with serious
health conditions, their health status could be severely compro-
mised if they experience disruption of care or avoid secking care
because they are unable to effectively use managed care systems.

Policy Implications Of Increased Choice

The BBA has a number of objectives: increasing beneficiaries’ health  sm————
plan choices, encouraging health plans to participate in Medicare in  MEDICARE 157
rreas where there are currently few if any choices available, and BENEFICIARIES
educing Medicare costs. To some extent, these objectives are con-
radictory. If payments to health plans in some regions are to be
constrained increasingly in the future, then the reductions in pay-
ments may lead to lower health plan participation and to reduced
benefits and higher premium costs for beneficiaries in those areas.”
New types of health plans may be reluctant to participate in Medi-
care because of concerns that future payment reductions could af-
fect their financial viability and profitability. If payments to plans
are permitted to rise more rapidly than the law now permits, then
the Medicare+Choice program will not achieve projected budgetary
savings.
Medicare beneficiaries may respond to news of HMOs' with-
drawing from the Medicare market or reducing their benefit pack-
ages by becoming more wary about joining plans that offer “good
deals™ initially. Continuing changes and flux in the Medicare health
plan market also will make it even more difficult for Medicare bene-
ficiaries to obtain necessary information about their options and to
be confident that their decisions will be good ones in the long run.
As the federal government delegates responsibility for providing
Medicare services to private-sector organizations, striking the right
balance between establishing rules to protect beneficiaries covered
by private plans while promoting the efficient operation of these

e v NG e e e
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“The changing insurance environment could disproportionately
affect those with low incomes and serious health problems.”

plans may be difficult to achieve. A major question is whether th
Medicare program has the resources and management approac

needed to achieve this balance. An equally critical question 1s

whether HCFA has the capacity to monitor compliance and enforce 888

requirements for Medicare+Choice plans.

One component of the program’s new set of responsibilities is 5%

providing beneficiaries with information about plans and tailorin

that information to the specific, differing needs of subgroups of the ' ¥

Medicare population. To simplify these choices, policymakers may
want to consider establishing limits on variations in benefit pack-
ages offered by Medicare+Choice plans to help beneficiaries make
“apples-to-apples™ comparisons of benefits across plans. Large em-
ployers, such as Southern California Edison, and large employer
groups, such as the Health Insurance Plan of California (HIPC),
offer employees health plans with standard benefit packages to help
them to compare the value of benefits covered by available health
insurance options." Medigap insurers also offer standard benefit
packages, as required by federal law, to help beneficiaries to com-
pare products and premiums. Similar approaches could be pursued
to help beneficiaries compare the value of benefits, such as prescrip-
tion drug coverage, offered by Medicare+Choice plans.

Because Medicare+Choice ultimately will require beneficiaries to
remain in a plan for a full year, some consideration should also be
given to assuring the stability of that plan by requiring a “lock-in”
that applies to all parties—beneficiaries, plans, and providers. In
essence, the plan selected by a beneficiary during the open-enroll-
ment period should maintain benefits and providers throughout the
year so that beneficiaries are not penalized for future changes in the
plan.

More broadly, if Medicare+Choice results in a significant expan-
sion of health plan options, then the current infrastructure to sup-
port decision making should be strengthened to help elderly and
disabled beneficiaries to make good choices. These beneficiaries are
likely to need assistance from trained counselors who can ask the
right questions to help them to find a suitable plan. The Health
Insurance Counseling and Assistance Programs do not have suffi-
cient resources to support the millions of Medicare beneficiaries
who may need help sorting through new options.

Even if choices do not expand under Medicare+Choice, safe-
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i acls
: ards may be needed to promote a more stable health insurance
gnvironment for beneficiaries. The recent rapid increase in Medigap
rates and the decline of retiree health benefits pose serious problems
poth for those beneficiaries who do not have the option to join a
Medicare+Choice plan and for those who prefer to remain in the
traditional program. The changing health insurance environment
could disproportionately affect those with low incomes and serious
health problems. If the Medicare+Choice and supplemental insur-
ance markets prove to be unreliable sources of coverage, policy-
makers should consider strategies to strengthen the traditional
Medicare program by improving its benefit package. This would
rovide a true safety net for the most vulnerable segments of the i
Medicare population. [ |
The Medicare+Choice program expands the role of private or- '
ganizations to provide care to our nation’s oldest, sickest, and most }
frail beneficiaries. However, it is unclear whether the envisioned '
benefits of Medicare+Choice will be achieved. Additional research is
needed to examine why HMOs are withdrawing from the Medicare
market and to assess the implications for beneficiaries, in terms of
costs, coverage, and access to care. As policymakers consider Op-  ses———
tions to reform the Medicare program for the twenty-first century, Mepicare 159
the evidence to date suggests caution in moving rapidly toward a  BENEFICIARIES
structure that expands choice further.
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GRANTWATCH

(GRANTS

Chronic Care

Alzhelmer's Disease and Related Disor-
ders Assoclatlon, Inc., Chicago, IL. This
funding helps to support a $6.8 million dem-
onstration project, in collaboration with the
National Chronic Care Consortium (NCCC),
“to determine the most successful methods of
integrating the complex needs of people with
Alzheimer's disease into the framework of
managed care,” according to a November 1998
press release from the Helen Bader Founda-
tion. The NCCC is a broad group of thirty-
four health care systems. The project, which
aims, ultimately, to create comprehensive care
guidelines that are nationally replicable, will
begin in spring 1999 in eight communities
(mostly urban areas). It “is expected to create
a prototype for the delivery of health care and
support services in a Medicare managed care
setting for persons with dementia.” Katie
Maslow, project codirector, told Health Affairs
that funds raised will be used “for implemen-
tation at the eight local sites, the national
evaluation, national administration, and dis-
semination of materials and outcomes.” The
California HealthCare Foundation has
awarded a three-year, $993,000 grant for the
project. The grantee has contributed $780,000
to the project thus far. The project also has
reccived funds or in-kind donations from vari-
ous other entities and an individual. Most of
the funds are targeted to specific sites.
$600.000 over three years. Funded by the Helen Bader
Foundation

Lo = ey
Environmental Health

Unlon of Concerned Sclentists, Cam-
bridge, MA. Citing data reported in the 7 May
1998 New England Journal of Medicine, the Joyce
Foundation's September 1998 newsletter said
that more than 40 percent of antibiotics pro-
duced in the United States are used for ani-
mals, and 80 percent of them goes into their
feed “to help chickens, hogs and cattle bulk up

for market.” With this funding, the grantee
will gather documentation on the potential
relationship “between antibiotic-resistant
diseases and farm use [of antibiotics], and
press for policies to safeguard antibiotics for
protecting the public health.” The grantee
plans advocacy efforts targeted to several
audiences including Food and Drug Admini-
stration and Environmental Protection
Agency staffers, the public, and even industry,
Margaret Mellon, project director, said in a
telephone interview.

$110000 over one year. Funded by the Joyce Foundation

e =
Information Dissemination

Center for Policy Alternatives (CPA), Wash-
Ington, DC. The grantee is using this contract
for work associated with Community Voices:
Healthcare for the Underserved, “the largest
philanthropic effort aimed at improving
health care access and quality in the US."
according to a CPA press release. (This grant
is part of the $55 million authorized for the
Community Voices initiative, described in
Health Affairs, *GrantWatch,” July/August
1998.) The CPA is providing technical assis-
tance on policy to all thirteen community
health learning laboratory sites across the na-
tion and serving as an information clearing-
house for the initiative, Nancy Epstein, CPA
project director, said in the release.

$16 million over five years. Funded by the WK.
Kellogg Foundation

WQED Pittsburgh, Pittsburgh, PA. “[l]t is
important to have in-depth coverage of issues
that is comprehensible to the average person,”
according to Jewish Healthcare Foundation
(JHF) of Pittsburgh materials. But no area
television outlet “is routinely engaged in re-
porting on the health policy developments
that determine the quality, cost, and accessi-
bility of care.” This grant supports regional
health policy segments on WQED, a public
television station. They will be aired, begin-
ning in April 1999, on the Pittsburgh Magazine
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program. Possible topics include children's
health insurance, managed care oversight, and
privacy in genetic testing. The program will
start as a weekly show and eventually will air
nightly. Although no editorial control by the
JHF is permitted or implied, it says that it will
bring key issues to WQED's attention and
point out uscful “resources for developing
effective stories.”

$150,000 over twenty-cight months. Funded by the
Jewish Healthcare Foundation of Pittshurgh

Y S e
Medicare

International Longevity Center-USA, Ltd.,
New York, NY. This grant supports estab-
lishment of the Center for Medicare Educa-
tion. Its aim is to provide resources and sup-
port to organizations that work with seniors
so that these groups can help Medicare bene-
ficiaries to make crucial health care choices.
The grantee will collect information on exist-
ing efforts to teach beneficiaries how to make
wise decisions. Examples of best practices
around the nation that teach *beneficiaries
how to navigate the increasingly complex
health care system™ will be distributed at con-
ferences and via mailings, audiotapes, vide-
otapes, and a Web site, according to Robert
Wood Johnson Foundation (RW]F) materi-
als. The grantee also will “sponsor efforts to
identify best practices for educating special
populations—the low literate, the home-
bound, and minorities” and will hold regional
mectings to train trainers. The Medicare
Rights Center is a subcontractor for training,
In a telephone interview, Beth Stevens, who
directs the project, said that its aim is to re-
duce both costs for and duplication of efforts
by groups working with the elderly.
$5460.001 over four years. Funded by the Robert
Wood Johnson Foundation

University of Californla, Los Angeles
(UCLA), Los Angeles, CA. Enrollment in
Medicare managed care is expected to in-
crease, according to a Congressional Budget
Office memorandum, and this rise “is likely to
have a significant impact on the premiums

and sales of supplemental Medigap policies in
the fee-for-service market,” the Common-
wealth Fund explained. Managed care plans
often cover services covered by Medigap poli-
cies. Researchers, directed by Thomas Rice,
will analyze how Medigap is affected by man-
aged care and whether the Medigap market
will be viable in the future. They will use
Medicare Current Beneficiary Survey and
Medical Expenditure Panel Survey data. If
project staff find that managed care growth is
making or might make “Medigap premiums
unaffordable for vulnerable elderly beneficiar-
ies, Medicare officials and policymakers
would be alerted” according to foundation
materials. Research staff also will look at pos-
sible options for assuring that “fee-for-service
remains a choice for Medicare beneficiaries,
especially for the chronically ill."

Up to $202,689 over twenty-onc months. Funded by
the Commonwealth Fund.

L e
Rural Health Care

George L. Mee Memorlal Hospltal, King
City, CA. The grantee will use this planning
grant “to develop a coordinated regional deliv-
cry system in Southern Monterey County,”
according to James Irvine Foundation materi-
als. Many area residents are poor and depend-
ent on Medi-Cal (California Medicaid). “The
need for cooperation among local providers is
now even more urgent” because Medi-Cal
managed care will soon begin in the county,
Irvine explained. Project goals are to maxi-
mize use of resources and improve access to
care for low-income residents in this rural
section of the county. This project also aims to
educate providers about changes in the deliv-
ery system. In a telephone interview, hospital
Chief Executive Officer Walt Beck said that
there has been “an incredible response” from
the provider community. He added that
“other small successes unrelated to the grant”
have resulted “because of the increased com-
munication.” The hospital is providing in-
kind donations to the project.

$105,000 over nine months. Funded by the James Irvine
Foundation.
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ment [in the dialogues] by people typically & licic-
Outcomes Of Grants underrepresented in decision making,” thatis, 8 Ecom d
The Amerlcan Assoclation of Health Plans low-income and minority persons. Leonard Robert
(AAHP) released a breast cancer report (part  Fleck, who directed this phase of the project, B, funder
of a series called Best Practicesin Women's Health:  explains that “the type of people who showed F suppor
Identifying Exemplary Carc) in August 1998, The up" were 85 percent Caucasian and mostly i demog;
Commonwealth Fund supported the series college graduates, and “we could not have % ample,
undcr a grant awa[dgd in 1996 “to jdcn[ify fDl’ttd 0["1(‘15 intoit.” " Kht‘.' NIH awards addi~ ‘ Wl]llni_
models of delivering care to women through ~tional funding for the project (and Citrintold & drink
[managed care] plans,” the concise report ex-  Health Affairs that he was cautiously optimistic 8§ grams '
plains. Derived from a longer, technical re- about getting the funding), the staff will strive 8 increa-
port, it provides ten key questions that for more inclusiveness. e two pe
women can ask their health plan to find out if ~ For a copy of Project Reports and Conference '8 “are to.
it uses exemplary practices and features of four ~ Proceedings, call Toby Citrin ar the University of chasir
model programs. One thousand health p];ms Mirhigan. 734-936-0936; ¢-mail: tcitrin@umich.edu ‘ search
were invited to submit information about their P byt Wage!
breast cancer treatment approaches. Some 400  Grantmakers In Health (GIH) held *Mental % condu.
plans responded; forty of those—many of the Health gnd nManaged Care: A Bricfing for For me
large plans—made it to the equivalent of Foundations™ 1-2 October 1998 at a Dallas/ bt - Burnes:
semifinal stitiis, AAHP President and Chiof Fort Worth Airport hotel. The California ' (e-mai

Executive Officer Karen Ignagni explained at Wellness Foundation, Hogg Foundation for v
a Washington press conference. Mental Health, and John D. and Catherine T. \s Lesso:

For details, see the report, which is available from the MacArthur, Meadows, and Paso del Norte from (¢

AAHP's Web site, www.aahp.org, “For Consumers” Foundations supported the short conference. b Barrici

The association is located in Washington, D.C. Speakers included Bernard S. Arons, director, E This 1
Center for Mental Health Services of the fed- phase,

Genome Horlzons: Public Dellberations cra] Substance Abuse and Mental Health the H.
and Pollcy Pathways, a May 1998 confer-  Services Administration (SAMHSA); author, 1 accom
ence, was funded by the Greenwall Founda-  joumnalist, and mental health advocate Kathy face o
tiOI’I,[hE Nationﬂl Institutes 0[ Hfﬂ]t]'l (N[H). Cmnkitcl who suffers from clinical dcpn\_-s- r barric!
the University of Michigan, and Michigan jon: and Mary Jane England, president of the chang
State University. The conference is part of the Washington Business Group on Health. :;E;:' lion fi
two universities' project, Genome Technology  Arons suggested that foundations fund data E b ects— |
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and Reproduction: Values and Public Policy,
funded by the NIH with a $1 million grant.
Project goals were to develop “policy recom-
mendations through the process of rational
democratic deliberation™ and disseminate
findings, according to Principal Investigator
Toby Citrin in the thought-provoking confer-
ence proceedings. The project also showed
“the potential of the community dialogues
process for developing policies in [the repro-
ductive decisions] area which is complex, di-
visive, and heavily laden with deeply held per-

sonal views, religious principles, and values.”
Citrin also notes the “relative lack of involve-

analysis and education of legislators and their
stalfs to “help orchestrate a fair telling of
what's known in the field and what's becom-
ing known.” Laurie Garduque of the
MacArthur Foundation noted that they have
already funded an initiative on getting value
0 fiey s 0 -+ h care.

For more information, call GIH, 202-452-8
Charles Bonjean at the Hogg Foundation for Menta
Health, 512-471-5041.

In a national survey focused on underage
drinking, released in October 1998, 96 per-
cent of respondents said that they are con-
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cerned about drinking by teens. The survey
shows that the American public “wants to see
policies put in place that will help prevent®
teen drinking, said Nancy Kaufman of the
Robert Wood Johnson Foundation (RW]JF),
funder of the survey, in a press release. The
support for strong measures “cuts across all
demographic lines,” the release said. For ex-
ample, 82 percent of respondents “would be
willing to raise alcohol taxes by 5 cents per
drink if the funds were used to pay for pro-
grams to prevent minors from drinking and to
increase alcohol treatment programs.” Eighty-
two percent also believe that bars and stores
“are too lax™ about preventing teens from pur-
chasing alcohol. Mathematica Policy Re-
search, under the direction of Alexander C.
Wagenaar at the University of Minnesota,
conducted the poll in 1997,

For more information, contact Linda Loranger at
Burness Communications, lindalo@burnessc.com
(¢-mail) or 301-652-1558, ext. 106 (phone).

Lessons Learned is a brief report resulting
from Opening Doors: Reducing Sociocultural
Barriers to Health Care, a national program.
This report concerns the program’s first
phase, which was funded by the RWJF and
the Henry . Kaiser Family Foundation. An
accompanying press release noted that “in the
face of the nation’s growing diversity, these
barriers pose a daunting challenge to a rapidly
changing health care system.” This $5.5 mil-
lion first phase funded twenty-three proj-
ects—research projects designed to identify
sociocultural barriers, as well as strategies to
reduce them, and service projects. The report,
released in October 1998, summarizes out-
comes from several projects in each category.
Lessons on strategy include: “Lack of respect
[from health care personnel] is a major socio-
culrural barrier to care”; both community
health workers and interpreters can reduce
such barriers; and cultural sensitivity training
for providers and other staff can be effective.
The report also contains lessons learned
about conducting minority health surveys.
Opening Doors has improved utilization pat-
terns, for example, by “reducing unnecessary

emergency room visits in a rural immigrant
community.” Although the program’s grant-
making phase has ended, it recently launched
a resource center in Washington, D.C., on
overcoming sociocultural barriers. The center
has received additional RW|F support.

For a free copy of the report, contact the Opening
Doors National Program Office, in Washington, D.C,
202-974-4694, ¢-mail: info@opening-doors.org,

Results from the National Survey on Medl-
care: The Next Big Health Policy Debate?
were released 20 October 1998. According to
the press release, “While most Americans
know Medicare faces fiscal problems, they are
not ready to support changes that would pro-
duce major savings.” According to this Kaiser
Family Foundation/Harvard School of Public
Health survey, when respondents were given
arguments for and against various reform pro-
posals “to deal with Medicare’s financial
problems,” only one proposal, requiring “sen-
iors with higher incomes—over $75,000 per
year—to pay more for their health care
through higher premiums, co-pays, or deduct-
ibles,” was favored by a majority of respon-
dents. (Experts say that this alone will not
yield enough savings to ensure the solvency of
the Medicare trust fund in the future, the re-
lease noted.) Forty-three percent of respon-
dents age sixty-five or older said that they
knew “only a little” about Medicare reform
options; 20 percent said that they knew noth-
ing about them. Few respondents knew about
Medicare+Choice: Only 20 percent of all re-
spondents (and just 24 percent of seniors)
said that they have “seen, heard, or read any-
thing” about the new program. There, the
need to educate the public is quite apparent,
noted Drew Altman, Kaiser president, at a
Washington press conference. Princeton Sur-
vey Research Associates conducted the sur-
vey in August and September 1998.

Kaiser released three useful fact sheets in
July 1998: “Medicare at a Glance” (Pub. no.
1066), “Medicare Managed Care™ (no. 2052),
and “Medicare+Choice” (no. 1422).

For free materials on the survey (Pub. no. 1442) or fact
sheets (order by above numbers), call the Kaiser Fam-
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ily Foundation's publication request line, 800656

4533, or visit its Web site, www kff org

The Role of Medicare In Successful Aging,
a forum held in Washington, D.C., was spon-
sored by the Center for the Advancement of
Health, Gerontological Socicty of America,
and John D. and Catherine T. MacArthur
Foundation. Its major message was that
Medicare reform should include incentives for
wellness promotion (in the form of reduced
premiums) and coverage for more preventive
care. Speakers advocating these approaches at
the June 1998 event included Sen. Jack Reed
(D-RI) and John W Rowe, president and
c!'n Mount Sinai-NYU

cations director, Center for the Advanceme
calth, in Washington, DC., at 202-387-2829.

Publications

Beyond the Balanced Budget Act of 1997:
Strengthening Federal GME Policy is an
October 1998 report from the Pew Health Pro-
fessions Commission, a program of the Pew
Charitable Trusts. This report on graduate
medical education (GME), by the commis-
sion’s Federal Policy Task Force, chaired by
Neal Vanselow, states that despite the “valu-
able role” of the federal government, “policy
must be adapted to ensure that medical
schools and clinical teaching sites have incen-
tives to use federal subsidies in a manner con-
sistent with workforce requirements.” The
commission advocates separate financing for
the four products of teaching hospitals—edu-
cation, uncompensated care, specialized clini-
cal services, and research—which are now il-
logically *subsidized through current federal
‘education’ subsidies.” That panel makes nine
recommendations for reforming federal GME
policy, including all-payer financing so that
public and private payers “contribute to the
subsidization of clinical education for physi
cians,” advanced practice nurses, and physi
cian assistants. The commission also recom-
mends a way to set the number of all-payer
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care beneficiaries . .. with HIV [human immu-
nodeficiency virus] and AIDS [acquired
immunodeficiency syndrome], or about their
access to a range of service options available
to other Medicare beneficiaries, such as man-
aged care plans or Medigap coverage.” The
authors cite experts’ estimates of the percent-
age of persons with HIV/AIDS who depend on
Medicare—from 6 to 20 percent. The biggest
problem for Medicare beneficiaries with
HIV/AIDS is that the program “provides no
outpatient prescription dmg benefit,” thc)-
maintain. The authors did a literature search
followed by case studies in four diverse states.
They suggest potential solutions to several
important issues they identified. This report
focuses attention on a challenging policy area
and is useful to readers with various levels of
Medicare expertise.

For a copy of the report, visit the AED's Web site at
www.ded org, or call Elisa Velasco at the AED, 202-
884-8860 (limited supply available).

Public Values and Perspectives on Man-
aged Care, which presents the views of
health plan members and physicians, was re-
leased by the nonprofit group California
Health Decisions (CHD) in October 1998.
Lake Snell Perry and Associates, which pre-
pared the report, first conducted focus groups
or telephone surveys with some 1000 plan
members and 100 physicians in California
over a four-year period. The executive sum-
mary explains that the report is based on in-
formation gathered by four subsequent CHD
Consumer Feedback Loop projects, which
have involved “patients, providers, purchas-
ers, and health plans in a consumer-driven
process of rescarch, solutions, change, and
evaluation.” The Integrated Healthcare Asso-
ciation and Chevron Corporation funded the
report; the St. Joseph Health System, Califor-
nia Wellness, and James Irvine Foundations
were among several entities that funded spe-
cific projects. “The research findings show
that the same issues cut across cultural, edu

cational, age and other demographic bounda-
ries, and they tend to relate more to the proc-
ess of obtaining . . . care than to the quality of

I
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care delivered,” a CHD press release reported.
For a copy of the executive summary (free) or of the
Jull report (§50). contact CHD, Publications-October
1998 Report, Suite 400, 505 South Main Street, Or-
ange, CA 92868 The summary is also available on the
Internet, www.cahd org.

T S TR
Announcements

The Robert Wood Johnson Foundation an-
nounced a new $25 million initiative, the Na-
tional Program for Improving Chronic Illness
Care. “As the nation’s population grows older,
the number of Americans with chronic ill-
nesses . . . will continue to rise,” according to
an RWJF press release. Large health care or-
ganizations across the nation are being forced
“to reconsider the way in which they practice
medicine.” The fit':-}'car RW]F program,
based at Group Health Cooperative of Puget
Sound (a health maintenance organization),
aims to help up to 120 organized health care
systems to improve care for chronic illness.
The program also will set up “a clearinghouse
for information about effective approaches to
treating chronic illness™ and “establish a rar-
geted research grants program.”

For details, call the RW]F's Communications Office,
609-243-5937, or Ed Wagner at Group Health Coop-
erative, 206-287-2876.

The Rockefeller Foundation announced
that it established a $2.5 million Global
Health Leadership Fund at the World Health
Organization (\WHO). New WHO Director
General Gro Harlem Brundtland is using the
nonrenewable fund “to recruit a cadre of ex-
perts from a variety of fields to serve during a
two-year transition period,” according to a
press release. The fund will allow Brundtland
“to infuse” WHO *with fresh approaches to
global health challenges.™ Rockefeller's presi-
dent, Gordon Conway, said in the release that
the fund is an important component of the
Rockefeller Health Sciences division's current
“focus on global health [status] equity.”

For details, visit the Rockefeller Foundation's Web site,
www.rockfoundorg, or write to its Health Sciences divi-
sion at 420 Fifth Avenue, New York, NY 10018.
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A practicing physician turned HCFA executive details his agency's plans®
to bring Medicare into the twenty-first century. "

by John K. Iglehart

Q: The Health Care Financing Administra-
tion (HCFA) has had a long relatlionship
with health malntenance organizations

gap supplemental Insurance policy?
until now, have all or only some HMOs t

have Medicare risk contracts offered out-

n than that they I
reas not served by HM

stand on this Iss'
::::t is Its thinking on i
Ing an outpatient prest
tion drug penefit to the

‘1 e bet
(HMOs), dating to the 1970s when the patient prescription drugs to beneficlaries "Lk for-service N:::::ellm
agency conducted experiments with how for no additional premium? W ckage an sauit
well health plans could serve Medicare A: The cost differential is quite substantial. = ing this discrep

beneficlarles under risk contracts.* In gen-
eral, how well have HMOs, at financlal risk
for the obligations they must fulfill under
Medicare risk contracts, performed over
this extended perlod?

A: HMOs have had a solid track record in
“rving Medicare beneficiaries. In recent years
Mcdicare beneficiaries have been enrolling in
HMOs at a rate of almost 100,000 people a
month. Now, about 17 percent of Medicare
beneficiaries have selected HMOs as their
preferred option. Many elderly people are
smart shoppers. They recognize the value of
the additional benefits HMOs are offering at
hittle or no extra cost to them. What we know
less about is the performance of HMOs in
terms of the quality of care they offer and the
satisfaction of their members.

Prescription Drug Coverage

Q: When you talk about HMOs as solld
value for Medicare beneficlarles, what Is
the differentlal In dollars between what an
Average elderly person must pay to obtaln
those extra benefits—outpatient prescrip-
tion drugs being the most valuable—if he
Or she pald for them by purchasing a Medl|-

Typical Medigap policies that include drug
coverage cost about $200 or more per month, =8
“whereas the typical Medicare risk plan offers

drug coverage with no premium. OF perhiaps

&ven greater concern is that few of the Medi- ,_
gap policies available to Medicare beneficiar- %

ies offer outpatient prescription druEs.l&:c— ;
ond, there is no guaranteed issue for the three

policies (out of ten standardized Medigap

plans) that include a drug benefit, and appli-
cants can be subject to preexisting condition
exclusions.$o beneficiaries who no longer can
enroll in HMOs because plans have aban-
doned certain counties will be exposed to
very high prices to obtain prescription drug
coverage. This could add greatly to their out-
of-pocket medical costs.
About two-thirds of plans offer a drug
benefit today, and we expect that a large
number will continue to do so next year.
However, some plans will be reducing the
scope of coverage, but we have not yet con-
ducted a comprehensive analysis of changes
in the benefits for next year
Q: As more elderly people have enrolled In
HMOs, a greater number of the program's

Hob Berenson, a physician, is director, Center for Health Plans and Providers, Health Care Finanicing
Adminstration. He is cofounder and former codirector of the National Capital Preferred Provider Organiza-
lon, a PPO serving 130,000 patients in the Washington, D.C/Baltimore area.
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thirty-nine million beneficlaries have had
access to outpatient prescription drugs as
a benefit. It seems to me that this sets up a
polltlcally sensitlve Issue—that Is, some
peneficlarles have access to drugs at an
affordable price, while others, for no other
reason than that they live In geographic
areas not served by HMOs, must pay far
more out of pocket to obtain these prod-
ucts. Where does the Clinton administra-
tion, stand on this Issue?

enroll Medicare beneficiaries in high-pay-
ment areas, but they are dropping out of mar-
ginal-payment areas. The BBA will partly ad-
dress this problem when HCFA has fully
implemented the BBA's payment formula for
managed care plans, but for now it places fi-
nancial pressure on particular plans in certain
areas.

Q: What Is the basis of the overpayments?
Is It strictly the payment formula, or Is part
of the equation the health

What Is Its thinking on add- " status of Medicare beneficl-
Ing an outpatlent prescrip- HMOs are arles who enroll In particular
tion drug benefit to the fee- eager to enroll | plans?

for-service Medicare benefit Medicare A: It involves both the pay-
package and thus ellminat- beneflclarles In ment formula and the favor-
Ing this discrepancy? high-payment able selection of members that
A: There is a view thar a basic some HMOs experienced and

. R areas, but they

outpatient prescription drug that the payment methodology
benefit should be a part of | @r® dropping out of simply did not capture. The
Medicare. The Competitive marginal-payment risk-adjustment measures that
Pricing Advisory Commission, areas.” the BBA requires—paying
set up under the Balanced e e plans that enroll sicker pa-

Budget Act (BBA) of 1997 to help HCFA de-
sign a demonstration under which health
plans would bid to serve Medicare beneficiar-
ies, recommends that the benefit package that
plans would bid on include a modest drug
benefit. Other options for broader provision of
a drug benefit are under consideration.

HCFA's Payments To HMOs

Q: | have heard a managed care Industry
leader—one, | might add, whose company
has not pursued the Medicare book of
business aggressively—say that HCFA's
payments to HMOs, which are based on a
formula embedded In law, have led to ob-
scene profits. Has HCFA been overpaying
health plans?

A: Yes. That, of course, is speaking in the ag-
gregate. In 1999 payment rates will vary from
almost $800 in Staten Island, New York, to
about $380 in many rural areas. Thus, for
many counties—including even urban coun-
ties in states such as Minnesota, Washingtnn,
and Utah—we have not overpaid plans. What
we are witnessing is that HMOs are eager to
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tients more money than those that artract
healthier people are paid—should reduce the
overpayment problem to some extent. An-
other factor was the way in which health
plans were allowed to calculate their adminis-
trative overhead; it was too generous as well.
HCFA permitted plans to take the same per-
centage of overhead and prolit as they gener-
ated on the commercial side, and thisled toan
overpayment. This is being corrected. | should
add that health plans were required by law to
use most of these overpayments to provide
additional benefits to enrolled Medicare
beneficiaries. Again, that is what has made
HMOs attractive to the elderly.

Medicare+Choice Implementation

Issues

Q: Untll last September (1998) we heard
very little from HMOs about thelr concerns
In enrolling Medicare beneficlarles based
on the new regulatory requirements and
payment constraints of the BBA. At that
point, the American Assoclation of Health
Plans (AAHP) registered Its concerns over

1999

145

S e ———

e
AT B Nl WA




: |

INTERVIEW:

RoBperRT BERENSON
Re—

the approach HCFA was taking to Imple- .
ment the Medicare+Cholce provisions of fits Program (FEHBP), that health care costgs
the BBA. Its most pressing concern In-  were rising so fast, but for purposes of subs
volved the payments health plans would re- - mitting proposals to Medicare, they did nog
celve for each eligible beneficlary that know until much later in the year. Nevert
they enrolled. The AAHP, acting on behalf less, we agree that the | May deadline that the 8
of its member plans, sought approval from  BBA imposes on health plans for submitting
HCFA to change the benefits and the cost- their Medicare proposals should be pushed *
sharing and premlum requirements that back until later in the year, as long as HCFA
were contalned In the proposals they were  has the information it needs to conduct the 8
required to submit to the agency last May. information campaign for beneficiaries every.
The assoclation's rationale was that the November.
payment methodology In the BBA, along
with changes In market conditions and Physician And Hospital Payment
other requirements contalned In HCFA's Rates
proposed Implementation plan, combined Q:!am struck by the contrast between the
to significantly change the operating envl- reaction of health plans to the reduced
ronment for managed care companles. payments levels they wlill recelve from
HCFA turned down the Industry's request HCFA for enrolling Medicare beneficlaries
to allow plans to amend thelr offerings of and how physiclans and hospltals have re-
last May because (as HCFA Administrator acted to the tighter payment constraints
Nancy-Ann Min DeParle wrote to the that Congress has Imposed on these
AAHP's chief executive officer, Karen providers repeatedly over the years. How
Ignagnl, In a letter dated 1 October 1998) do you account for this difference?
“many beneficlarles would recelve fewer A: Physicians and hospitals had little choice in
benefits while paying more for thelr health the matter. They were forced to carry on be-
care.” In HCFA's view, where Is this dispute  cause if they turned away Medicare patients,
over the Implementation of the Medicare+ they were essentially not in business—Medi-
Cholce provislons headed? Would It not care is such a large percentage of their finan-
have made sense In certaln Instances to cial base. Health plans, which, unfortunately,
allow plans to refile thelr plans? Or, In still too much resemble the traditional insur-

ing with the Federal Employees Health B

Eg s e

other words, would not higher costs and ance company, often just have distant con- ;
fewer benefits have been a better solution  tractual relationships with providers. Many &
than no HMO at all? plans lack the infrastructure, the culture, the i
A: Managed care companies submitted pro- community roots, that would lead them to op-
posals to HCFA in May 1998 regarding their  erate through leaner times, and they are able 3

plans for enrolling Medicare beneficiaries.  tojust close down shop. I think that is differ-
They were consistent with what we had seen  ent from the traditional staff- or group-model
in the past several years—stable benefits and  HMO that employed its own doctors or, in
stable cost sharing requirements. We are still the case of Kaiser Permanente, s]gnf:d exclu-
scratching our heads about what plans ~sive contracts with full-time physicians dedi-
lcarned between May and September that  cated to serving the enrolled population. Such
compelled them to seck an opportunity tore-  plans often operated from their own facilities
vise their proposals when, in fact, the 6 to 8  and, basically, like hospitals and private phy-
percent medical inflation that they reported  sicians, were seen as community institutions.
had been a reality for some twelve to eighteen  So we have many large, usually for-profit,
months. We have wanted to know why the managed care companies that have stayed in
health pI.lns kncw, for purposes of contract- some p:ll'ts Of the (.‘Ol.lntl'}’ and ha\*c droppcd
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EEm——E
HEALTH AFFAIRS -

Volume 18,

Number |

. \'Cr)

EH"'E“'

ther parts. They hi
?it::c(;[nzlysisind decided t
markets. fach decision to
area makes sense as a nat
sion. But when you add 1
sions, the HMO industry
gion for reliability and sta
, unfortunate trend
the Medicare populauon
some doubt the hope th:1
ket might be 2 solutic
Medicare's long term fin.
prnblcms,

Managed Care And
Medicare Beneficli

Q: Let me ask you a
thetical question, bas
this new level of uncet
regarding HMOs an
Medicare population,
members of which are¢
averse to taking an
when It comes to ho
obtaln health care. If
seek your counsel by
to enroll In an HMO,
her?
A: | worked in manag
physician. 2 medical di
of a plan for ten yea!
correctly, managed ¢a
level of quality and be
at a lower cost thantr
medicine and indem
fact, my mother migh
ing a good H,\lp. St
different physicians,
coordinating her care
with a good gatckee|
vantage of the fact th
But. unfortunatel
consumer demand
plans have stopped
quality improvemen
some cases, health p
for holding them to
believe would help




ces He -ﬂtl."[ Py

l'll.‘-a![h

Itals have pe. i
t constraingg T

'd on these

? yUll’l. "0':

‘nce?

ittle choice j 4

' CArTy on be-
“are patients,
ness—Medi-
f their finan-
”f"nuﬂﬂtcl}-.
itional insyp.
distant cop.
iders, Many
culture, the
'them to op.
hey are abje
natis differ-
roup-mode]
'CLors or, in
aned excly-
icians dedj-
r.l[inn_ Such
vn facilities
rivate Phy-
Istitutions,
for-profit,
¢ stayed in
¢ dropped

I ..I'l-'l!)'
E” ets. . .
& % makes sense as a narrow business deci-

~U]‘P(m .;_--

>

vIEW

Witk

of other parts. They have done a bottom-
sis and decided to pull out of certain
Each decision to pull out of a service

“But when you add up all of these deci-
. s, the HMO industry is losing a reputa-

b gon for reliability and stability. And that is a

unfortunate trend for the industry and
the Medicare population. Indeed, it casts in
some doubt the hope that a competitive mar-
ket might be a solution to

fee-for-service plans. A lot of what we require,
what bencficiaries want, is a higher standard
of care, especially in an organization that is
remuncrated by a per capita, fixed payment in
which the potential for underservice always
exists. We won't retreat from our obligation
as a purchaser of medical care for a vulnerable
population to insure a basic level of quality
and broad access for beneficiaries.

Q: What has the Clinton administration
and HCFA Itself heard from

d I financial | | the Medicare population In
{edicare’s long term [inancia “ |
;mblcms. 2 HCFA could spend ; response to the decislons of
a couple more | managed care companles to
Managed Care And decades trying | withdraw from certaln ar-
Medicare Beneficlaries to design the | eas? Most beneficlary
Q: Let me ask you a hypo- ideal risk-pull groups have been relatlvely
thetical question, based on djust t | qulet In reacting to these ac-
this new level of uncertainty R | tlons, which certainly are of
regarding HMOs and the | system, but I think | concern to many of thelr
Medicare population, many that the time has ; members.
members of which are quite arrived to get A At this time, an estimated
averse to taking any risks on with It.” 400,000 Medicare beneficiar-
when It comes to how they | __4‘ ies who are enrolled in HMOs

obtaln health care. If your mother were to
seek your counsel by asking whether or not
to enroll in an HMO, what would you tell
her?
A: I worked in managed care as a practicing
physician, a medical director, and a co-owner
of a plan for ten years. I believe that, done
correctly, managed care can deliver a higher
level of quality and better patient satisfaction
at a lower cost than traditional fee-for-service
medicine and indemnity insurance can. In
fact, my mother might well benefit from join-
ing a good HMO. She now sees five or six
different physicians, and no one seems to be
coordinating her care. She might be better off
with a good gatekeeper. Maybe she takes ad
vantage of the fact that her son is a physician.
But, unfortunately, partly in response to
consumer demand for provider choice, many
plans have stopped innovating and have put
quality improvement efforts on the shelf. In
some cases, health plans are criticizing HCFA
for holding them to quality standards that we
believe would help to distinguish them from
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with risk contracts will have to switch plans
or return to traditional fee-for-service cover-
age. I should emphasize that no beneficiary
will be left without coverage. A large majority,
perhaps 90 percent of elderly people who lose
their HMO, will have an opportunity to sim-
ply switch plans because another plan oper-
ates in the same geographic area. Many will
keep their same physicians because provider
nt'l\\'l1l'k§ arc so Sjnu].l!’. Our grc‘ltcr concem
is for some 50,000 beneficiaries who do not
have the option of enrolling in another HMO
because none exists, and they must return to
fee-for-service medical care. Although all
beneficiaries are guaranteed such coverage,
they will need to purchase Medigap insurance
to have access to the additional benefits that
HMOs were providing under their risk con-
tracts, such as annual physical examinations
and outpatient prescription drugs. In this re-
spect, there will be some dislocations because
Medigap coverage is expensive, and not all
beneficiaries can afford to pay for it.




INTERVIEW:
.

RosBeERT BERENSON

Why The HMO Pullout?
Q: One of the vexing questions Is why
HMOs that have many years of experlence
In serving Medicare beneficlarles, such as
Aetna/U.S. Healthcare, Humana, Kalser
Permanente, and United HealthCare,
would withdraw from selected markets. Is
this strictly a case of payments' belng
deemed too low? WIII the administration
hold fast to current payment levels?
A: There is a correlation between the areas
from which these plans have withdrawn and
the generosity of the payments. But it's impor-
tant to underscore that these managed care
companies are remaining in Most of the mar-
kets where they enroll Medicare beneficiaries,
even though some have absorbed losses on
Medicare in the past fiscal year. We are cer-
tainly concerned about plans’ withdrawing
from Medicare in counties where payments
are deemed too low, but the BBA payment
formula should partly resolve this pressure
over the next several years. HCFA does not
have the discretion to take money from high-
payment counties and reallocate it to low-
payment counties.
Q: Do you anticipate that the Clinton ad-
ministration will propose a leglslative
package to address those Issues In the
BBA that apply to Medicare+Cholce that
trouble the managed care Industry?
A: President Clinton committed the depart-
ment to put together a legislative package
that will address the issues around health
plans' pulling out of certain countics and, in
the process, abandoning patients. We are
concerned about plans’ submitting their
benefit packages to us too carly in the year
We need to look at the timing of notice of
withdrawal so that beneficiaries will be more
aware of their plan choices. We are looking at
other things, but at this point I really can't
announce them.
Q: One Issue Is certalnly payment levels.
Will the Clinton administration serlously
consider easing up on the strict payment
constralints written Into the BBA?
A: We think that there is enough money in the
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Q: wiil the risk adjusters be budget-
neutral, or do you anticipate that they will
elther save or cost HCFA money?

A: There is evidence of favorable selection into
Medicare HMOs, so, overall, we would expect
to see savings. It is also important to remem-
ber that some plans will actually have higher
payments under risk adjustment. We have
just started our impact analysis, so it's too
early to talk in more detail. But we know that
implementation of risk adjustment will need a
transition period to avoid extreme financial
impacts on plans and more dislocation for
beneficiaries.

HCFA's Education Efforts

Q: What Is the status of HCFA's efforts to
educate Medlicare's eligible population
about the new world of Medicare+Cholce?
Does HCFA have the necessary resources
(financial and human) to Implement this
congressional requirement, particularly as
it applles to this vast population of thirty-
nine milllon eligible people?

A: HCFA is using several vehicles to communi-
cate with beneficiaries about Medicare+
Choice. These include, for instance, print ma-
terial, a toll-free telephone service, an Internet
site, and outreach efforts in local communities
conducted by our regional offices. Pilot testing
of some of these vehicles in 1998 will allow us
to assess and improve them in 1999. We also
are trying to leverage our limited resources by
establishing relations at the community level
to get the greatest effect. This is an educational
effort that will take some time to establish so
that beneficiaries become more active partici-
pants in their health care decisions. What is
clear is that the only way Medicare beneficiar-
ics can make informed decisions is to be edu-
cated about their choices. For example, benefi-
ciaries should be able to make choices not only
by comparing benefit packages but by under-
standing and using relative quality measures
and discnrollment rates.

Looking Ahead: HCFA's Dual Roles

Q: Looking ahead, should HCFA continue
to be an agency that both regulates the

L
HEALTH AFFAIRS -

January/February

managed care Industry and purchases Its
products?

A: Medicare is one of the largest health care
purchasers in the world and by its market
power can create winners and losers, even in-
advertently. Thercfore, by default, it is inevi-
table that the roles of purchaser and regulator
are inextricably linked. Like other purchasers,
HCFA is moving in the direction of being
more beneficiary centered and focusing on
value, not just cost control. At the same time,
the private purchaser orientation to becoming
more collaborative with phns thmugh nego-
tiations, selective contracting, and competi-
tive bidding is much more difficult for such a
large public purchaser. Because of specific
procedural constraints, congressional over-
sight, and intense public scrutiny arising from
bcing a public agency, HCFA must be scrupu-
lously impartial in its treatment of actual and
potential contractors and also must attempt
to maintain a level playing field between man-
aged care and traditional fee-for-service
Medicare. A requirement for impartiality re-
sults in restricted purchaser flexibility and
discretion. In short, HCFA should become a
purchaser in some ways but will be viewed as
aregulator in other ways.

NOTES

L JK Iglchart, "Medicare Turns to HMOs." New
England Journal of Medicine 312, no. 2 (1985)
132-136.

2. ) P. Newhouse, M.B. Bunun. and ].D. Chapman,
“Risk Adjustment and Medicare: Taking a Closer
Look,” Health Affawrs (September/October 1997)
26-43.

19989

149




264

UpDATE

PUBLICATIONS & REPORTS

AT CTER
Medicare

Employer Reactlon to Medicare+Choice,
1998, a Hewitt Associates survey of 350 U S.
employers, found that 61 percent of them
“haven't yet decided how the new [Medicare+
Choice] options will fit into their retirement
coverage or be communicated to retirees.”
Nevertheless, 33 percent of respondents plan
to offer one or more of the new options to
retirees in 1999, and 47 percent plan to offer
the new options over the next three to five
years. Health maintenance organizations
(HMOs) are the most likely option that em-
ployers will offer (71 percent), followed by
preferred provider organizations (PPOs) (55
percent). Employers are more divided over
how they will handle requests to reenroll in an
employer-sponsored plan from retirees who
disenrolled to join one of the new options: 33
percent expect to allow reenrollment; 23 per-
cent will not allow it; and 35 percent are un-
decided.

Free copies of the survey findings are available from
the Hewitt publications desk, tel.: 847-295-5000.

A Familles USA analysis found that sixty-
one of the ninety HMOs that are pulling out of
Medicare “because they can't make enough
money" provided their top executives with an
average of $2.4 million in compensation (ex-
clusive of stock options) in 1997. A few high
lights: United HealthCare, which is pullifg
out of the Medicare market in parts of thir-
teen states, paid its top executives more than
$2.8 million each, on average, in 1997; Aetna,
which is pulling out of Medicare in parts of
eleven states and the District of Columbia,
paid its top cxecutives $1.7 million; and Dx-
ford Health Plans, which is pulling out of
parts of four states, paid its top executiyes
more than $6.4 million and its former chief
executive officer, Stephen Wiggins, mote
than $30 million. The October 1998 analysi
(in press release format) is based on Families
USA's September 1998 report, Premium Pay I1:
Corporate Compensation in America’'s HMOs.

For further information, call Families USA at 202-
628-3030.

“Medicare Beneficlarles with Dual

urce of coverage™ increased
(22.9 percent) in 1994 to 7.6

“supplemental
from 6.9 milli

26.4 percent in 1996, and for males, from 21.6
percent tg 22.8 percent; and (3) lack of dual
sources 0{ coverage increased by age—from

fromEBRI publicat¥ens, Suite 600, 2121 K Slrt/rwﬂ'\l-’,
Washington, DC 20037896, tel.: 410-516-6946.
P

agéney closures nor the interim payment sys-\

em” (which has been in effect for less than a \

year) “has significantly affected the capacity
of the home health industry to provide serv-
ices” to Medicare bencficiaries. However, the
GAO's interviews with hospital discharge
planners and representatives of nrg:lnizaﬁ\nns
for the elderly “indicate that access to serviges

closures nationwide between October 1
and 30 June 1998, “there were still more
cies to treat Medicare beneficiaries in
1998 than [there were] in October 19
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“Medlcare: New Cholces, New Worrles,” a
nineteen-city study published in the Septem-
ber 1998 issue of Consumer Reports, found that
“seniors are facing higher out-of-pocket
health care expenses, cutbacks in HMO bene-
fits such as prescription drugs and vision care,
and a burdensome array of Medicare choices.”
Key findings include the following: (1) Premi-
ums for Medigap policies are up 35 percent,
on average, since 1994; (2) premiums for
Medigap Plan C (the most popular of the ten
standardized supplemental plans) are up 41
percent since 1994; and (3) premiums for
Medicare Part B will more than double over
the next eight years—from $526 in 1998 to
$1,172 in 2006. “Many seniors in this country
are discovering that the health care system
they were promised and depend on is becom-
ing prohibitively expensive, restrictive, and
unintelligible,” said Trudy Lieberman, Con-
sumer Reports health policy editor and director
of the year-long investigation, in an August
1998 press release. “With more Medicare op-
tions coming in the Fall, this trend is going to
get worse,” she said.

For more information, contact Consumers Union at
914-378-2437.

Resecuring Soclal Security and Medicare:
Understanding Privatization and Risk, re-
leased in October 1998, grew out of two sym-
posia convened by the Gerontological Society
of America in November 1996. Contributors
include Robert Ball, Carroll Estes, Robert
Hudson, Marilyn Moon, and Dallas Salisbury.
The report was edited by Judith Gonyea and
was funded by the Retirement Research
Foundation.

Copics are available for $10 cach from the Geronto-
logical Society, Suite 250, 1030 Fifteenth Street, NW,
Washington, DC 20005-1503, tel.: 202-842-1275.

Restructuring Medicare for the Long Term,
a National Academy of Social Insurance
(NASI) project, has produced the following
books and reports.

Securing Medicare's Future: What Are the Issues?
(NASI, March 1997).

From a Generation Behind to a Generation Ahcad:

Transforming Traditional Medicare (NASI, Janu-
ary 1998).

R.D. Reischauer, J. Lave, and S. Butler, eds.,
Mcdicare: Preparing for the Challenges of the Twenty-
first Century (Brookings Institution, January
1998).

Structuring Medicare Choices (NASI, April 1998).
(Summarized in Health Affairs GrantWatch
section, September/October 1998, page 238.)

Medicare Choices in California, prepared for the
California HealthCare Foundation (NASI,
June 1998).

The project—which is funded by the
Robert Wood Johnson Foundation, the Pew
Charitable Trusts, the Henry J. Kaiser Family
Foundation, and the California HealthCare
Foundation—also has produced congres-
sional testimony, a video, and twelve commis-
sioned papers.

For further information, call NASI at 202-452-8097.

Systemlic Problems with Medicare HMOs:
Case Studies from the Medicare Rights
Center HMO Hotline analyzes 179 cases that
the Medicare Rights Center (MRC) handled
during the hotline’s first six months of opera-
tion, 28 August 1997-28 February 1998. Forty-
nine percent of the cases involved HMOs'
“noncompliance” with Medicare rules about
appropriate care, coverage, or appeals rights;
40 percent involved callers’ confusion about
how Medicare HMOs work and what benefi-
ciaries' rights and benefits are; and 11 percent
involved “systemic problems” that “impeded
access to care.” The MRC recommends that
Congress (1) require the Health Care Financ-
ing Administration (HCFA) or an inde-
pendent enrollment broker to handle all
Medicare enrollment functions; (2) provide
HCFA with the resources to oversee Medicare
HMOs and sanction those that “fail to com-
ply" with Medicare rules; and (3) fund health
insurance information, counseling, and assis-
tance programs “to educate and assist Medi-
care consumers.”

Copics of the September 1998 report are available
from the MRC, tel.: 212-869-3850, ext. 19, or on the
MRC Web site, www.medicarerights.org.
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GRANTWATCH EssAy

Medicare Reform: Foundations Respond To

Federal Policy Changes

Private-sector cfforts can supplement those of the federal government to
inform Medicare beneficiaries about their expanded options.

by Lauren LeRoy and Anne Schwartz

T ITS PASSAGE, the Balanced Budget Act

(BBA) of 1997 was hailed as the most
sweeping series of Medicare reforms since the
program’s creation in 1965. A year and a half
later, as the Health Care Financing Admini-
stration (HCFA) is undertaking the enormous
task of implementing the ambitious Medi-
care+Choice program, the jury is out on how
the reforms will affect Medicare beneficiaries,
program expenditures, and the health care
system. Both government and private-sector
organizations will be instrumental in shaping
how these policies are carried out, monitoring
their implementation, conducting research to
improve their effectiveness, and translating
lessons learned into better policy. At about
the same time, the National Bipartisan Com-
mission on the Future of Medicare will bring
to the public’s attention the options for pro-
gram design and financing that policymakers
must confront as they strive to keep the pro-
gram solvent in the next century. This policy
environment provides fertile ground for foun-
dations, whether their interest is funding pol-
icy research, capacity building, advocacy, or
dircct services.

Roles For Foundatlons

Medicare is not a new item on the agcnd:ts
of many health foundations. Foundation-
supported research and analysis have in-
formed policy development and reported the
effects of policy change. Results from projects

------------------------------------------------------------

on the specifics of hospital payment, risk ad-
justment, spending limits, quality assessment,
practice guidelines, and graduate medical
education (GME) financing, funded by grant-
makers such as the Commonwealth Fund, the
John A. Hartford Foundation, the Robert
Wood Johnson Foundation (RW]F), and the
W.K. Kellogg Foundation, influenced the
shape of the BBA and previous reforms. Foun-
dations also have been key sources of support
for national and community-based organiza-
tions committed to informing and protecting
the rights of Medicare beneficiaries, including
the Medicare Rights Center in New York City
and the Center for Health Care Rights in Los
Angeles.

Foundation support for research, policy
analysis, monitoring, and direct services re-
lated to Medicare becomes even more impor-
tant with passage of the BBA, given the scope
of the legislation and the changes it signals for
how care will be delivered. Although it is
HCFA's responsibility to implement and
monitor the effects of the Medicare reforms,
foundation-sponsored efforts can complement
and reinforce the government's activities.

The projects that foundations choose to
fund can focus on issues affecting the Medi-
care program and the health care system at
the macro level or on the impact of Medicare
reforms on individuals as they seck to gain
access to health care services and navigate the
health care system. These types of activities

Lauren LeRoy is president and chicf executive officer, and Anne Schwartz, director of policy programs, at
Grantmakers in Health (GIH), located in Washington, D.C. GIH is a national educational organization that
works with foundations and corporate giving programs to help them to improve the nation’s health
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are not mutually exclusive, but foundations of
differing sizes, scopes, and priorities may
choose to concentrate more on one than the
other and to approach the same issues with
different types of strategies. '

Local Foundations

Local or regional foundations that focus on
the health of specific communities are most
likely to fund efforts that respond to the par-
ticular needs of beneficiaries in their area.
These foundations are particu-

grievances and appeals. The coalition also will
work with health plans to correct systemic
issues and will educate the community about
the public policy issues arising from its work.

There are also several other strategies that
community-based foundations might pursue
that would complement HCFA's major educa-
tional campaign to inform Medicare benefici-
aries about their new health plan options. One
is to bridge the gap between consumer advo-
cates and health plans serving the Medicare
———— population. Plans are a princi-

larly well suited to enrich our pal source of information
::‘dg‘_maﬂdif;g of the ;“CC" of | “Medicarereform | about their benefits and fea-

edicare reform at the com- : tures, but their publications
mumtly.lc.\'cl by draFumenting me‘ies amOddfor and telephone help lines are
bcf‘“f’_“arf‘:s experiences and the complcmcntary often viewed as marketing
]’_““Smg hEes 1o th"'_ il roles that tools, Local foundations could
tion of thos.c_ L, to act as neutral conveners, using
:.thlc;:m;““““)’ arganéz?t;un:i government and community meetings, publica-

CAI Pians, SALe. and Jeact. tions, and other strategies to
P“]“Y‘"’”‘J‘fr‘j‘- admr:*a?y‘g‘mgps, g antmakers can open up lines of communica-
and the media. Their initiatives | plqy gs they pursuea | tion so that consumers can
also can enhance our under- [ reap the advantages of detailed
standing of what information common godL. plan-level information. An-
has proven most meaningful to :,

beneficiaries and has led to the best choices
for them. These activities have the potential to
inform policy development, but their initial
priority is to help individuals.

For example, a long-established commu-
nity foundation, the Cleveland Foundation,
and a new conversion foundation, the Mt. Si-
nai Health Care Foundation, are supporting
development of a consumer coalition to in-
form the elderly and the disabled about plan
choices and track the performance of man-
aged care plans in that community. The Coali-
tion to Monitor Medicare Managcd Carcisa
project of the local area Agency on Aging,
which also secured Older Americans Act
funding that accounts for about one-third of
the project’s revenues. The coalition consists
of twenty-two local organizations, including
the medical society, the American Association
of Retired Persons, the bar association, social
service agencies, and faith-based organiza-
tions. Its mission is to provide useful informa-
tion about plan choices, one-on-one counsel-
ing for seniors seeking advice, and help with

other strategy is to develop
partnerships with local print and broadcast
media to get out the word to Medicare benefi-
ciaries and their families (particularly adult
children) about plan options and the implica-
tions of different choices.

Although implementation of Medicares
Choice has focused attention on the immedi-
ate issue of how beneficiaries select a health
plan, beneficiaries are equally likely to nced
assistance in navigating the system that they
have chosen. Again, there are many options
for foundations to help. In northern Virginia,
for example, the Arlington Health Foundation
is funding its local area Agency on Aging to
serve as a Medicare managed care ombuds-
man. Foundations also can assist beneficiaries
by funding transportation, interpreter, or
other services that increase access to care;
supporting community organizations that in-
crease beneficiaries’ understanding of how to
use their health plans; and fostering innova-
tion in the care of the vulnerable elderly by
health plans, providers, and community
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groups. For example, in October 1998 the
California HealthCare Foundation launched a
five-year, $15 million initiative by awarding
grants for thirteen projects designed to im-
prove the health of chronically ill and frail eld-
erly Californians enrolled in Medicare man-
aged care. Three of these are demonstration
projects that will develop new ways to iden-
tify senior citizens who need services, coordi-
nate medical care and supportive services, and
expand the roles of existing health and social
service pm[cssiona]s to create comprehensive
strategies to serve the multiple needs of this
population. The remaining ten grants are be-
ing made to community organizations and
managed care plans for such efforts as creat-
ing a network of community-based consumer
advocates within San Diego's ethnic commu-
nities, developing a one-stop shopping system
for health services for a Contra Costa County,
and creating a coordinated health care deliv-
ery system in a rural area.

National Foundations

National foundations share with their local
counterparts an interest in helping beneficiar-
ies to understand the changes in Medicare.
They are in a position to fund projects that
both address programwide issues and sup-
port locally based efforts. For example, the
RWJF and the Commonwealth Fund, large
national foundations well known to the read-
ers of Health Affairs, are supporting researchers
at Mathematica Policy Research and George-
town University to study what Medicare
beneficiaries know about their options, what
they need to know, and how best to provide
that information. The RWJF also is funding
the development of a national clearinghouse
located in New York City, to gather and dis-
seminate information on Medicare choices
and on strategies to educate beneficiaries.

National foundations also are more likely
than local grantmakers are to focus on pro-
jects to monitor implementation of Medicare
rcform at the system level and to develop the
analytical base for the next set of policy
changes. For example, the Commonwealth
Fund and the Henry J. Kaiser Family Founda-
tions both have funded efforts to consider

Medicare's future. Kaiser, in cooperation with
the League of Women Voters Education
Fund, recently launched an initiative, A Pub-
lic Dialogue on Health Care: The Future of
Medicare, to educate the public about the
challenges that the Medicare program faces
and the potential reforms that may be consid-
ered. Commonwealth's Program on Medi-
care's Furure encompasses a number of health
services rescarch projects based at the Har-
vard School of Public Health and the Univer-
sity of California, Los Angeles, designed to
promote better understanding of the Medi-
care market and its impact on beneficiaries.
These include comparing accessibility and
quality of care for Medicare beneficiaries in
the managed care versus fee-for-service sec-
tor, monitoring implementation of Medicare+
Choice both nationally and in several major
metropolitan areas, and assessing options for
changing Medicare's methods of paying man-
aged care plans so that there are fewer incen-
tives to avoid enrolling sicker patients.

Looking Ahead

The further restructuring of Medicare to
ensure its availability when the baby-boom
generation retires will remain one of the most
pressing federal health policy issues. But the
dialogue about future policy on health and ag-
ing in the next century must move bcyond the
current program'’s structure to focus on care
for the chronically ill and encompass long-
term care. The demands for both formal and
informal caregiving will grow as the popula-
tion ages, bringing to front and center the
need to reexamine the interrelationships be-
tween Medicare and Medicaid policy. Foun-
dations can take the lead in bringing these
issues to public attention and supporting the
development of innovative solutions.

Medicare reform illustrates how public
policy shapes the context within which foun-
dations work, as well as the opportunities for
foundations to respond to the effects of policy
and to influence its course. Medicare reform
provides a model for the complementary roles
that government and grantmakers can play as
they pursue a common goal of improving
health care for the elderly.
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Impact Of The BBA On
Medicare HMO
Payments For Rural Areas

Will the Balanced Budget Act of 1997 increase availability of
Medicare managed care in rural areas?

by Julic A. Schoenman

ABSTRACT: The balanced budget act (BBA) of 1997 radically changed the way
Medicare risk plans are paid, replacing the adjusted average per capita cost
(AAPCC) system with one in which county payment rates are set as the highest
of (1) a local/national blended rate; (2) a national payment floor; or (3) a 2
percent minimum update from the prior year's rate. This DataWatch presents
results of simulations of the likely impact of these changes throughout the BBA
implementation period ending in 2003. The assessment considers urban/rural
differences in payment levels, year-to-year rate volatility, the types of rates paid,
and budget-neutrality issues.

plans enrolling Medicare beneficiaries reccived a monthly

capitation payment that was based on the adjusted average
per capita cost (AAPCC). The AAPCC rates for each county were
set annually by actuaries for the Health Care Financing Administra-
tion (HCFA), who used historical data to project what Medicare
would expect to pay during the next year if the beneficiary remained
in the traditional Medicare fee-for-service (FFS) system.' Plan pay-
ment rates were set at 95 percent of the AAPCC in an attempt to
garner some of the expected efficiencies of capitated delivery sys-
tems. The resulting base payment rate for each market area was
further adjusted for each plan enrollee to account for risk factors
such as age, sex, institutional status, and so forth.

The problems resulting from this methodology have been widely
described.? From a rural perspective, two issues were particularly
relevant: lower payment rates for rural counties compared with ur-
ban counties, and higher volatility in rural rates over time.' Among
other factors, such as the supply of providers and the size and afflu-
ence of the population, the lower payments and higher rate volatility

Pmon TO THE BALANCED BUDGET AcT (BBA) of 1997, risk

Julie Schoenman is a senior research director at the Project HOPE Center for Health
Affairs in Bethesda, Maryland
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in rural areas have contributed to plans' reluctance to enter these
markets, which in turn has contributed to much lower Medicare
health maintenance organization (HMO) enrollment rates in rural
areas.* Since Medicare risk plans have traditionally offered en-
hanced benefits—such as prescription drug coverage and routine
physicals—to their enrollees, the lower availability of managed care
options in rural areas means that many rural beneficiaries do not
have access to the same benefits as urban beneficiaries do.*

|
Overview Of The BBA Payment Methodology ‘

Under the new BBA methodology each county’s payment is deter- i
mined as the higher of (1) alocal/national blended rate, (2) a national
floor, or (3) a minimum update rate set at 2 percent above the | 1
previous year's rate. The payment floor was set at $367 in 1998 and '
will be updated each year by the national per capita growth rate for
Medicare spending.® The 1999 floor will be just under $380. IL
The blended rates are computed as a weighted average of the [
county's own local rate from 1997, and a national rate that has been i
adjusted to reflect geographic differences in input costs. Medicare's 1
expenditures for graduate medical education (GME) are removed
from the local rate prior to blending. The local/national blending :
weights for 1998 were set at 90 percent and 10 percent, respectively, ‘;
|

o

DATAWATCH

and will shift by eight percentage points annually until a fifty-fifty
blend is reached in 2003.

Each county’s blended rate is compared with the floor and mini-
mum update rates, and the county is provisionally assigned the
highest of the three rates. Finally, a budget-neutrality adjustment is
made to ensure that total payments under the new system are equal
to the payments that would have been made if every county had
been paid using local rates. Any reductions needed to achieve
budget-neutrality are to be taken only from blended-rate counties.

The BBA also addresses the favorable selection into Medicare risk
plans by requiring implementation of a new risk adjustment method
beginning with year 2000 rates. Although the exact method is not
yet finalized, early information indicates that it will be based on
health status as indicated by the diagnosis assigned during an in-
patient hospital stay.”

Data Sources and Simulation Methods

The database used for this study is a county-level file constructed
by the Project HOPE Walsh Center for Rural Health Analysis using
a variety of files obtained principally from HCFA. Each county re-
cord in the file contains AAPCC payment rates for 1990 through
1997; the BBA payment rates for 1998 and 1999; hospital wage indi- |
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ces and geographic adjustment factors (used for the input price.
adjustments to the national rate); GME spending percentages; and

counts of the number of FFS and HMO Medicare beneficiaries, %

weighted by risk factors to reflect health status. The file also con-
tains Urban Influence codes characterizing the county's urban/rura]

status, obtained from the U.S. Department of Agriculture. o 9

These data were used to simulate the payment rates that would
result under the BBA methodology for each county from 2000 to
2003, when the BBA will be fully implemented. Final rates for 1998 & =
and 1999 have already been determined by HCFA and are not simu- % =

lated. All calculations are based on the Medicare growth rates used
by HCFA for 1998 and 1999 and on the January 1998 baseline projec-
tions of the Congressional Budget Office (CBO) for future years.

The simulation model is static in that it does not incorporate any
future adjustments in Medicare HMO enrollment that may occur in
response to payment rate changes. Rather, the model uses risk-
standardized Medicare HMO enrollment figures from 1995 for all
years of the projection period. To the extent that there is a large
HMO enrollment increase in counties receiving large payment in-
creases, the budget-neutrality adjustments would have to be more
aggressive than the ones used in this model.

The model also does not incorporate the upcoming changes to the
risk-adjustment methodology. Rate projections are presented in
nominal dollars. To enhance the accuracy of budget-neutrality calcu-
lations, all computations were made including observations for the
U.S. territories as well as countylike observations for Alaska. The
results exclude these observations, however, because of the difficulty
of accurately classifying these areas into urban/rural categories.

Results

Between 1997 and 1998 the average payment increase for rural
counties was 8 percent, compared with 3 percent for urban counties
(Exhibit 1). Movement up to the payment floor was primarily re-
sponsible for these substantial gains: 43 percent of rural counties
received the floor rate compared with only 15 percent of urban coun-
ties. In 1999 the average increase in payment rates will be more
similar for rural and urban counties, while the payment floor will
remain much more important for rural counties. In both years the
mean payment rate for urban areas is higher than in rural areas, with
the differential narrowing only slightly over these years.

The payment floor also was critically important for increasing
payments in the lowest-paid counties and in counties with the low-
est Medicare HMO enrollment rates. All counties in the lowest
quartile of AAPCC rates for 1997—92 percent of which were

Number |
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Number of Pe
Type of county _counties rur
Emun 835 -
Rural 2,281
1997 AAPCC
quartiles
$221-$341 776 c

$342-$385 177
$386-$437 718
$438-$721 785

1995 HMO

enroliment
None 149
<] percent 2,014

1-5 percent 520
5-10 percent 184
> 10 percent ___24_9__

,-n.u counties _ 3116

SOI.IRCE. Aumor s c-alculalm
NOTES: AAPCC is adjusted .
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percent minimum update re’
® Not applicable.
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EXHIBIT 1
Risk-Plan Payment Changes, By Type Of County, 1998 And 1999 |
et
1998 rates 1999 rates
' Mean Mean
percent Percent of percent Percent of

Number of Percent Mean change countles at Mean change countles at

ture. Type of county countles rural rate 97-98 floor rate” rate 98-99 fioor rate”
‘es that urban 835  -° 45153 32%  14.6%  $46142 2.2% 17.1%
; -0 404. : a2, 414.17 2.7 45,
from 2 . Rural _ 2281 0427 82 25 5.6
| rates for 190g" 1007 AAFCO
S quartiles

| are not sip §221-$341 776  923% 367.00 205 100.0 37984 35 100.0
wth rates ue $342-$385 777 717 37464 31 40.7 38466 2.7 52.3
wseli e $386-$437 778 716 41866 20 0.0 42703 20 0.0
iseline projec $438-$721 785 515 50645 20 00 51658 2.0 0.0
iture years, % 1995 HMO

Corporate 3 enroliment

t may occur None 149 993 :02.29 116 a;.? :i;g ié 23,3
lel 5 <1 percent 2,014 793 0831 12 379 . : ,
Jdcl uses rigk: 1-5 percent 520 635 42565 59 30.2 43588 25 331
m 1995 for 5-10 percent 184 53.3 44751 44 20.1 45768 2.3 239
“ere is a >10percent 249 438 45402 51 253 46452 24 269

1 i ; ¥ { ) 42727 25 37

: payment’ Aiicoun:e: . .3.1116I . 73.2 41693 69 350 2727 2 9
ve to be SOURCE: Author's calculations.

NOTES: AAPCC is adjusted average per capita cost. HMO is health maintenance organization.

2 |n 1998 and 1999 no counties are assigned a blended rate. Thus, the percentage of counties receiving the 2
percent minimum update rate can be computed as 100—the percentage at the floor rate.

® Not applicable,

utrality cal

ations for rural—were brought up to the floor rate in 1998 (rates rose an aver-
r Alaska, THES age of nearly 21 percent for these counties). All counties in the top
{ the difficul i half of the 1997 AAPCC distribution saw their payments increase by
e the 2 percent minimum update. These counties were more likely to
be urban. This pattern will hold in 1999, with even more of the
counties with historically low payments moving to the floor rate.

Counties with little or no Medicare HMO enrollment in 1995
received large payment increases between 1997 and 1998. These
counties were overwhelmingly rural, and the payment floor was
disproportionately responsible for the large rate increases. Counties
with high rates of Medicare HMO enrollment, which were more
likely to be urban, saw smaller-than-average increases in their pay-
ment rates in 1998 and were more dependent on the 2 percent mini-
mum update. In 1999 average rate increases will be more similar
across counties, but the payment floor will continue to be relatively
more important for the low-enrollment counties.

Projected rates: 2000-2003. Exhibit 2 shows the projected
trends in mean payment rates throughout the BBA implementation
period. Rural rates will remain consistently below urban rates even
after the BBA is fully implemented. \When examining for county

tegories.
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groupings based on 1997 AAPCC rates, we see a dramatic move b
toward convergence in the first year of the BBA—with counties in #¢
the lowest quartile receiving a significant boost because of the floop ™ %
and counties in the highest quartile held to a 2 percent in-
crease—but the difference does not narrow in later years. {
It is clear that the BBA will cause the payment distributions for
both urban and rural county groups to become much more concen-
trated around the national mean (Exhibit 3). Despite these gains, &
however, the rural distribution remains skewed toward the lower
payment strata, while the urban distribution reflects a greater con-
centration of counties in the upper payment strata. By 2003 only
about one-quarter of urban counties will have rates below the na-
tional mean, compared with more than two-thirds of rural counties.
Volatility in payment rates. With the exception of the
1997-1998 period, when some counties in rural and urban areas alike
received significant increases in payment rates thanks to the new
payment floor, the BBA will greatly decrease rate volatility (Exhibit
4). Because of the minimum update provision of the BBA, the small-
est rate change that any county will ever see is always a 2 percent
increase. The wide upward and downward swings in rates that
previously plagued many rural counties will no longer occur.

|
|
|
1

—BBA

i) L B S 3
1995 1996 1997 1998 1899 2000 2001 2002 2003 ’
¥

High 1997 rates —

22 Low 1997 rates
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EXHIBIT 3
Dispersion Of Local Rates Arout
By Type Of County, 1997-2003

Local rate as percentof  Percent o’

national sverage 1997
Urban counties
Less than 80 percent 2.5%
8089 percent 98
90-99 percent 18.7
100-109 percent 201
110-119 percent 19.3
120-129 percent 128
130-139 percent 8.1
140-149 percent 39
More than 150 percent 48
Rural counties
Less than 80 percent 171
B0-89 percent 210
90-99 percent 238
100-109 percent 183
110-119 percent 109
120-129 percent 44
130-139 percent 29
140-149 percent 11
More than 150 percent 0.5
SOURCE: Author's calculations.
® No counties in the cell.
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EXHIBIT 3
pispersion Of Local Rates Around Natlonal Mean Payment Rate,

By Type Of County, 1997-2003

Local rate as percent of Percent of countles

natlonal average 1997 1998 1999 2000 2001 2002 2003

Urban counties
Less than 80 percent 2.5% - - -t - -t -*
80-89 percent 958 175%  18.4% 10.3% 5.9% - -
90-99 percent 18.7 20.8 20.6 249 26.6 30.5% 25.9%
100-109 percent 201 209 21.2 278 295 314 36.7
110-119 percent 19.3 17.2 170 16.8 199 211 22.2
120-129 percent 128 113 10.7 103 10.7 10.7 10.2
130-139 percent B.1 6.0 6.1 4.8 39 3.2 33
140-149 percent 39 31 29 2.2 1.7 19 0.7
More than 150 percent 48 32 31 29 18 1.2 10

Rural counties
Less than 80 percent 17.1 - -0 -2 - -2 -8
80-89 percent 210 45.9 471 39.9 34.0 - -8
90-99 percent 238 238 234 309 35.0 68.5 677
100-109 percent 18.3 16.0 158 17.2 20.7 220 24.2
110-119 percent 109 173 71 6.7 6.7 6.8 6.5
120-129 percent 4.4 4.1 38 33 24 18 1.2
130-139 percent 29 19 19 13 08 06 0.3
140-149 percent 11 0.6 05 0.4 03 03 0.1

More than 150 percent 05 0.4 0.4 0.3 0.1 -*

SOURCE: Author’s calculations.
® No counties in the cell.

Relative importance of payment methods over time. The
switch from a single payment method based on the AAPCC to a
system under which the rate is determined as the highest of three
alternative payment rates has generated considerable interest re-
garding the relative importance of the three payment methods (Ex-
hibit 5). As noted in Exhibit 1, no county will receive a blended
payment rate in 1998 or 1999. Blended rates should begin to appear
in the year 2000 and will grow dramatically in importance over time,
remaining consistently more important for urban areas than for ru-
ral areas. The payment floors will play an increasingly smaller role in
the payments to urban areas but will remain very important for rural
counties. Finally, the importance of the minimum update provision
will diminish over time.?

These projections are quite sensitive to assumptions about future
Medicare spending growth. In general, higher growth for a given
year will result in a larger proportion of blended-rate counties.’
Thus, if HCFA's actual growth rates for future years are lower than
the CBO projections used here, then the number of blended-rate
counties will tend to be lower, and it is even possible that there will
be no blended-rate counties in 2000 or later years.

Budget-neutrality considerations. The fact that no county will
receive a blended rate in 1998 or 1999 indicates that it will not be
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EXHIBIT 4

Range Of Annual Rate Changes, 1994-2003

Percent change I Before the BBA
B After the BBA

Urban counties

Rural countles

94.95 0506 96-9T 97-08 96-99 9900 0001 0102 0203 94-95 9596 9697 9798 9899 99-00 0001 01-02 0203

SOURCE: Author’s calculations.
NOTES: BBA is Balanced Budget Act.

s possible to implement the BBA payment changes in a budget-

MEDICARE
HMO PAYMENT

neutral fashion in these years. This situation arises because the BBA
permits budget-neutrality reductions to be taken only from
blended-rate counties. If the reductions push a county’s blended
rate below the floor of its minimum update rate, then the county is
assigned the next-highest alternative rate and is removed from fur-
ther calculations. Adjustments continue until budget-neutrality is
achieved or until no blended-rate counties remain, preventing fur-
ther reductions to achieve budget-neutrality.

Exhibit 6 illustrates this process for 1998. More than half of all
urban counties were initially assigned a blended rate, compared

e ]
L AHIBIT 5
Relative Importance Of Payment Methods For Urban Versus Rural Countles,
1998-2003

Percent of countles with the given rate

: 1998 1999 2000 2001 2002 2003
Urban counties

Blended rate 0.0% 0.0% 58.3% B3.0% B88.0% 94.0%

Floor rate 146 17.1 9.8 5.6 38 18
___Minimum_update rate 854 829 319 114 8.1 4.2
Rural counties

Blended rate 0.0 0.0 41.4 60.4 65.4 73.1

Floor rate 42.5 45.6 38.7 33.0 30.6 253

Minimum update rate 575 54.5 199 6.7 4.0 1.6
SOURCE: Author's calculations.
A — I e —
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EXHIBIT 6
Impact Of 1998 Budg:

Countles Inltially
assigned a blended Numbe:r

rate in 1998 _countle
Urban counties 426
(n = B35)

Rural counties B13
(n=2281)

All counties 1,239
(n=3116)

SOURCE: Author's calculations.
NOTE: Budget-neutrality adjustm:
rates.
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with a little more than a third of all rural counties. Thus, the budget-
o neutrality adjustments were taken disproportionately from urban
e B8A counties. For the vast majority of counties initially given a blended
heSBA 000 iy rate, the 2 percent minimum update was the next-best rate; this
- finding was true for rural as well as for urban counties, despite the
importance of the floor payments for rural areas in general. The b
mean differences between the initial blended rate and the next-best
rate (that is, the maximum amount blended rates could be reduced
in pursuit of budget-neutrality) averaged only $4-$5. These small
margins translated into only about a 1 percent reduction from the
initial blended rates before all blended counties converted to their
next-best rate and the budget-neutrality calculations stopped.

Discussion

The BBA is likely to improve the Medicare risk plan payment

methodology to the benefit of most rural areas. The payment floor, in

particular, will help to boost payments for many rural counties,

whereas the 2 percent minimum update provision will guarantee

that no county ever receives a decrease in payment rates from one

year to the next. Even with these improvements, however, rura] "e——

payment rates will continue to lag behind urban rates. DATAWATCH 28
The higher and more predictable payments should make rural

counties more attractive to managed care plans and other providers

wishing to serve Medicare beneficiaries under the new Medicare+

Choice program. Of course, many other factors also may enter into i

the decision to offer a Medicare managed care product, and it re-

mains to be seen whether the changes wrought by the BBA will be

sufficient to increase the availability of Medicare+Choice options in

rural areas. HCFA received only three applications for the coming

-0 0001 0102 0203

5 in a budget-
wvcause the BBA
¢en only from
unty's blended
:n the county is
noved from fur-
zet-neutrality is
preventing fur-

T

_than half of all

rate, compared

— - - S i —
T EXHIBIT 6
Impact Of 1998 Budget-Neutrality Adjustments
J‘ﬂ —— -
.. Mean
- Mean ditference Mean
o iy blended between  Mean percent
- _ E Countles initially rate before blend and percent  Mean Increase |
w2 2003 assigned a blended Number of budget- Nextbest Number of next-best reduction final over 1997 !
- . ratein1998 _ counties neutrailty ratels  counties rate  fromblend rate  rate
. ; Urban counties 426 $42091 Foor 30 $5.21 -1.39% $367.00 3.31%
-=% 94.0% (n = 835) 2% update 396 460  -112 42000 200
3 i‘g : Rural counties 813 399.31  Floor 92 3712 -1.00 36700 3.07
S s . (n=2281) 2% update 721 3.73 -093 39924 200 B
‘ All counties 1,239 406.74 Fioor 122 409 -1.09 36700 313
=4 ;g; (n=3,116) 2% update 1,117 408  -100 40660 200
43 16 g SOURCE: Author's calculations.
- —e | NOTE: Budget-neutrality adjustments in 1998 resulted in all blended-rate counties being converted to floor or minimum update
rates.
— A L _ e
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year from providers wishing to form provider-sponsored organiza- £ % thes:
tions (PSOs) and preferred provider organizations (PPOs)—the 5 imp!.
plan types expected to be more feasible and attractive in rural &8 redis
areas—and some existing Medicare HMOs have recently with- 88 othe:
drawn from selected markets rather than expanding to rural areas® % ment
It also is as yet unknown whether any new managed care options 2 wage
that are offered in rural markets will be attractive to rural benefici- 38 the 1.
aries. Traditionally, beneficiaries have enrolled in managed care 8 discr.
plans because of these plans' additional benefits. Anecdotal reports 8 years
in the past year indicate that plans may have begun to scale back recer
these added benefits in response to lower-than-expected payment g more
increases. If plans entering rural markets do not offer the more gen- 88 Fi:
erous benefits traditionally offered by their urban counterparts, #8 atten
then rural beneficiaries may be less likely to enroll. ¥ futur.
Even with no positive enrollment response, the BBA payment 8 hosp:
changes will not be budget-neutral for the first two years. A large & under
enrollment increase in counties whose rates have increased dramati- 38 still v
cally would require the budget-neutrality adjustment to be more | for se:
aggressive than modeled here, further reducing blended rates and 8 Alffair
s possibly even the number of blended-rate counties. If there are not & is of
252  MEDICARE enough blended-rate counties, or if their rates are not sufficiently =8 apprc
HMO PAYMENT  above the floor and minimum update rates, the Medicare program o have 1
will continue to be unable to finance the floor and minimum update ing th
payments in a budget-neutral fashion beyond 1999. An actual #% even 2
growth rate that is below the growth rates assumed for this Data- &8 movir
Watch could bring about a similar situation. it natior
In sum, although the BBA has accomplished the goal of increasing -
rates in low-payment areas, Medicare has been left to pay a larger &3 Elemen
bill than anticipated. As long as the minimum updates and floorsare & the Nai
protected by statute, the BBA budget-neutrality provision cannotbe 3% meeting
a binding constraint. HCFA has recently signaled its interest in author
secking a legislative change to correct this problem." 3 neutral
Ironically, even with these higher aggregate expenditures, the 3 of the «
BBA payment rates may not be adequate to entice Medicare+Choice : (ORHI
plans to enter rural markets and may even be causing plans to leave Health .
some urban markets. Thus, it appears likely that rural advocates and G and do»
provider groups will seek higher payments in the next legislative /
session. This action will, of course, exacerbate budget-neutrality NOTE:
difficulties. In the end, policymakers may have to weigh the cost of L Sec
increasing payments against the goal of ensuring equal access to the :::
range of choices under Medicare+Choice. 19¢
Several aspects of the new payment methodology are not speci- M
fied in detail in the BBA or are subject to change, and these features , . L.!

can be expected to change the rates simulated here. Chief among E_I::

R o T S ———
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these factors is the risk-adjustment method that HCFA is to begin
gmplementing in the year 2000. Future simulations should assess the
rediszributional impacts of changes related to risk adjustment. An-
ocher factor that could change is the way that input price adjust-
ments are made. Although the BBA specified that existing hospital
wage indices and geographic adjustment factors be used for 1998,
the Jegislation granted the secretary of health and human services
discretion to develop new price-adjustment mechanisms for later
: : _ vears. The Medicare Payment Advisory Commission (MedPAC) has
n I - g recently recommended creating new price indices that would be
' . more reflective of the costs faced by Medicare managed care plans.”
_ Finally, several other issues are likely to receive continued policy
! et aztention and may affect the determination of payment rates in the
‘ v furure. Removal of Medicare payments for disproportionate-share
nospitals from the base rates was debated at the time the BBA was
under consideration, and MedPAC has indicated that this issue is
still worthy of attention. Increasing base rates to reflect payments
for services Medicare beneficiaries received in military and Veterans
Affairs (VA) facilities has garnered somewhat less attention but also
is of continued interest. Although these two adjustments would — —————
nog en approximately negate one another at the national level, they may patawarcu
' have very different net impacts at the county level. Lastly, the find-
_ ing that rural payment rates will continue to fall below urban rates
199. -' even after the BBA is fully implemented may spark policy interest in
1 for ts moving to a more aggressive blending formula, or even to a fully
national rate once improved risk adjusters are available.”

Jﬁ | 1AK%

es and f the National Rural Health Association in Orlando, Florida, and at the June 1998
isi : mectings of the Association for Health Services Research in Washington, D.C. The
_ author acknowledges the assistance of Michacel Cheng with aspects of the budget-
. i i neutrality calculations and the substantive input of Curt Mueller during early phases
penditures, the "5 of the simulations. This work was funded by the Office of Rural Health Policy
‘edicare+Choic (ORHP), Health Resources and Services Administration (HRSA), Department of
g plans to leav : Health and Human Services (DHHS). The views expressed are those of the author

u advocates an ; and do not necessarily reflect those of the ORHP or Project HOPE.
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mission, Annual Report to Congress (Washington: PPRC, 1997), 59-62; and Pro-
spective Payment Assessment Commission, Medicare and the American Health
Care System: Report to the Congress (Washington: ProPAC, June 1997), 35-45.
Although lower rates are not necessarily problematic if they accurately reflect
lower costs of producing services or a lower need for services, they are prob-
lematic if they are depressed for reasons unrelated to these factors (for exam-
ple, difficulties in accessing the health care system). If Medicare expenditures
in rural areas historically have been lower than would have been expected
given input prices and the health status of the population, then AAPCC rates
based on these spending patterns are artificially low as well.

. ProPAC, Medicare andthe American Health Care System: Report to the Congress (Wash-

ington: ProPAC, June 1997), 41-42, 52; M. Casey, “Serving Rural Medicare
Risk Enrollees: HMO's Decisions, Experiences, and Future Plans,” University
of Minnesota Rural Health Rescarch Center, Working Paper no. 19 (Novem-
ber 1997); and C. Serrato, R. Brown, and J. Bergeron, “Why Do So Few HMOs
Offer Medicare Risk Plans in Rural Arcas?" Health Care Financing Review (Fall
1995): 85-97.

ProPAC, Medicare and the American Health Care System, 44; and PPRC, Medicare
Managed Care: Premiums and Bencfits, Basics no. 4 (Washington: PPRC, April
1997).

. This growth rate is to be projected by the HHS secretary by March of the year

prior to the year for which rates are being determined. The BBA also specifies
that these projected growth rates must be reduced by defined “offset percent-
ages™ through the year 2002 (for example, the rate projected for 1999 is to be
reduced by 0.5 percentage points). There is also an adjustment mechanism
that is to be used after the first year to correct retrospectively for under- or
overprojections in prior growth rates.

L Greenwald et al, “Risk Adjustment for the Medicare Program: Lessons
Learned from Rescarch and Demonstrations™ (Paper presented at the Robert
Wood Johnson Foundation invitational meeting, “Health Based Payments:
What Do We Know about Risk Adjustment?.” 29 January 1998); and Federal
Register 63, no. 173 (8 September 1998): 47506-47513.

. In its March 1998 report to Congress, the Medicare Payment Advisory Com-

mission pointed out that those few counties still paid under the 2 percent
minimum update in 2003 will eventually convert to the blended rate as long as
the Medicare growth rate remains above 2 percent (p. 18). These conversions
will leave only blended-rate and floor-rate counties. With both of these types
of rates increasing annually by the same Medicare growth rate after 2003,
there will be no further switching between the types of payment rates, and any
remaining differences in payment levels between urban and rural counties will
be perpetuated.

. J. Schoenman, “Impact of the Balanced Budget Act of 1997 on Medicare Risk

Plan Payment Rates for Rural Areas.” Final Report submitted to the Office of
Rural Health Policy, Contract no. CSURC00005-01-2 (December 1997), 9-11.
N. Jeffrey, “Medicare Gets Weak Reply to Request for New Types of Health
Programs,” Wall Strect Journal, 8 September 1998, BS.

Federal Register 63, no. 123 (26 June 1998): 35005,

Medicare Payment Advisory Commission, Report ta the Congress: Medicare Pay-
ment Policy, Volume I (Washington: MedPAC, March 1998), 23.
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An Unusual View Of Health Economics

BY BrRyan Dowp

The Economics of Health Reconsidered
by Thomas Rice

(Chicago: Health Administration Press, April
1998), 251 pp., $50 (cloth), $40 (paper)

In The Economics of Health Reconsidered, Tom Rice
has provided a highly critical review of health
cconomics and its application to health pol-
icy. The book builds on Rice's April 1997 arti-
cle in the Journal of Health Politics, Policy and Law,
which was named the 1998 Article of the Year
by the Association for Health Services Re-
search. Although I do not agree with all of
Rice's analysis, I found it thought-provoking,
and many of his points deserve more attention
than they typically receive in a standard
health economics course.

The organization of the book is unusual.
Standard microeconomics texts usually pre-
sent the theory of consumers, the theory of
firms, the intersection of the two (general
equilibrium theory), market pathologies, and
welfare economics, in that order. Rice's book
begins with general equilibrium theory, thus
requiring discussion of consumer and firm be-
havior without any background in demand
and supply. The reason for the odd ordering is
that the purpose of the book is to undermine
the reader’s trust in the efficiency of perfectly
competitive markets. Rice does not argue that
the standard result is wrong but, rather, that
the entire competitive model is inapplicable
to the health care industry.

Rice points out several ways in which
health care markets fail to meet the require-
ments of perfect competition. Some of these

Bryan Dowd is professor and intcrim director, Divi-
sion of Health Services Research and Policy, Univer-
sity of Minnesota School of Public Health. He is
coauthor of Competitive Pricing for Medicare
(AEI Press, 1996).

E———

ways are the usual suspects, such as poor in-
formation and distorted prices, while others
(envy and altruism) may be less familiar. Rice
also argues against using welfare analysis, in
general, and consumer preferences in particu-
lar, as the basis for evaluating health policy
proposals. I simultaneously suggest a differ-
ent organization of the material and comment
on Rice's analysis.

I would recommend starting the book with
Rice's chapters 3 and 4 (demand and supply
theory) but would limit the discussion to the
standard results. Next | would cover the gen-
eral equilibrium results in chapter 2, making
sure that the standard results were fully ap-
preciated. Following presentation of the
standard theory, [ would begin the discussion
of market failure, starting with two most seri-
ous forms of “natural™ market failure: decreas-
ing marginal costs and pure public goods.

M Causes of market fallure. Rice's discus-
sion of decreasing marginal costs (pp.
119-120) is incomplete, mixes results on qual-
ity with results on costs, deals only with hos-
pitals, and unjustifiably generalizes results to
the entire “health care area.”

I found no reference to pure public goods
per se. The omission may be due to the fact
that neither health insurance nor health care
services are pure public goods, but if we are to
have a balanced analysis of the role of govern-
ment based on a standard economic frame-
work, it is necessary to discuss the findings
that do not support our position, as well as
those that do.

Even if we agree that health care markets
pass the first hurdle of decreasing marginal
costs and pure public goods, we still must ask
how likely competitive markets are to pro-
duce efficient equilibria. Four possible prob-
lems stand in the way: poor information, re-
stricted entry to and exit from the market,
distorted prices, and externalities (spillover
costs and benefits).
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Rice references the long-standing debate
in the health economics literature over the de-
gree of consumer information required to sup-
port a competitive market. He quotes Frank
Sloan, Roger Feldman, and Mark Pauly's opin-
ion that a few well-informed consumers may
be able to discipline a market (p. 69) and then
counters with a quote from Uwe Reinhardt,
who argues that experts lack adequate infor-
mation on consumers' specific needs, and ven-
dors have ulterior motives. Ironically,
Reinhardt (who wrote the book's foreword)
identifies precisely the information flaw in
full-blown national health insurance systems,
since in those systems the government is both
the expert that allocates resources and the
vendor that supplies them.

Rice devotes very little discussion to re-
stricted entry (for example, physician licen-
sure). Restricted entry in health care markets
is, for the most part, not a natural problem. It
often is the result of government policy, used
to counter the problem of poor consumer in-
formation. The proper question is whether
government restrictions on market entry are
efficiency-enhancing,

Rice appropriately devotes most of his dis-
cussion of distorted prices to the effect of
moral hazard on the estimated welfare loss of
“excess™ health insurance. An analysis I did
with Roger Feldman found that consumers
purchased “excess™ private insurance (beyond
the point at which marginal bencfits equal
marginal cost), and the resultant welfare loss
could be more than $100 billion a year (in 1984
dollars)." Rice argues that our estimates are
inflated because consumers are unable to
judge the quality or effects of medical treat-
ment. We believe that poor consumer informa-
tion would make our estimates conservative.

Externalities are a crucial part of Rice’s
analysis. Rice argues that allocating resources
on the basis of individual demand for health
care services will lead to inefficiency because
lavish consumption of health care services by
the wealthy creates a negative externality in
the form of envy on the part of lower-income
people. Although no one can deny the exist-
ence of envy, I object to Rice’s appeal to envy

as a justification for forced, uniform consump-
tion of health care services, for several reasons.
First, the welfare losses resulting from envy
may be offset, or even more than offset, by
welfare gains by pretentious consumers who
enjoy maximizing the distance between their
consumption and that of others. Second, in
the absence of a clever mechanism designed to
elicit honest appraisals of envy, self-reported
levels would be a foolish and dangerous basis
for public policy. Third, Rice’s discussion
contains no mention of moral justification,
liberty, or rights, and envy in the form of “cov-
eting” is expressly prohibited by the moral
code to which most Americans at least nomi-
nally subscribe. Rice argues that moral dis-
tinctions have no place in economic assess-
ments (p. 31). Even if I agreed, which I do not,
I'still would insist that seizure of property or
property rights be justified on the grounds of
economic efficiency as well as morality.
Altruism, on the other hand, not only is
affirmed in the moral code, but its presence
and extent are empirically verifiable: We ob-
serve people voluntarily transferring their
income to others. Rice acknowledges the
importance of “participation™ altruism in ex-
plaining behavior such as voting and recycling
(p. 156), but he fails to note that there is no
market failure associated with participation
altruism. He points out that altruism based on
the income, welfare, consumption, or health
status of others can suffer from collective-ac-
tion and public-good problems. This is an im-
portant part of the book. However, Rice's po-
sition would be better served if the discussion
were not scattered throughout the book (pp.
33-34, 79-8l, and 155-163). Also, there is no
discussion of private solutions to externali-
ties; collective-action problems and public-
good problems are discussed at length (pp.
78-79 and 155), but they never are referred to
by those names; and there is no reference to
the primary sources on this topic, including
Mancur Olsen’s seminal analysis, The Logic of
Collective Action (Harvard University Press,
1965). My own opinion is that neither con-
sumption externalities nor the collective-ac-
tion or pure public-good problems associated
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with charity provide a compelling case for
cither public financing or public provision of
health care services to the general population
purely on efficiency grounds.

Rice also objects to using consumer prefer-
ences, as embedded in standard welfare analy-
sis, as a foundation for judging the efficiency
of alternative health care reform proposals. It
is important for advocates of national health
insurance to discredit consumer preferences
because, as Rice reports, only
23 percent of the U.S. popula-
tion agrees with the statement:
“It is the responsibility of the
government to take care of the

T
“The U.S. health
care system Is by
no means ldeal,

consumer information, may cost more than
the improvement in efficiency is worth to con-
sumers. The same is true of fairness. “Fairness
at all cost™ may be seductive rhetoric, but from
a purely economic viewpoint, it is as nonsen-
sical as “efficiency at all cost.”

Rice believes that both the current method
of distributing health care resources and the
distribution itself are unfair. Many health
economists would agree. He argues for an al-
location system based on de-
termination of need and a dis-
tribution of health care serv-
ices that is equal across all
members of society, after ad-

very poor people who can't but neither Is it justing for “need” (pp.
take care of themselves™ (p. adrift. Rather, It Is 160-162). Contrasting this sys-
163). Taken at face value (al- tem with one that provides a
beit a dangerous exercise with tha apiegnte of minimal floor of services to
surveys), that means that 77 hundreds of those who otherwise could not
percent of the U.S. population tradeoffs.” afford it reveals the crucial role
doesn't even support the cur- | — e of envy in Rice's analysis. A

rent Medicaid program, much less further
government-based redistribution.

M Falrness. The discussion of fairness
bring us to what I think is the main point of
the book. In standard economic theory there
is no necessary relationship between com-
petitive markets and the fairness of the distri-
bution of resources. In contrast, Rice thinks
that competition has contributed to unfair-
ness by increasing the financial pressure on
providers so that they no longer can afford to
provide charity care. This topic needs addi-
tional empirical work. 1 could agree that in
creased competition might necessitate more
explicit mechanisms for charity. But reduced
prices resulting from competition also may re-
duce the need for charity.

Market failure, as found throughout the
health care industry, results in competitive
equilibria that are inefficient, but society
nonetheless may judge those inefficient
equilibria to be fair. Thus, imperfect competi-
tion does not preclude attainment of a fair
final distribution.

Fairness has a \'a]uc to consumers, jUS[ as
efficiency does. In some cases, correcting in-
strinsic sources of market failure, such as poor

o o I —
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minimal floor might satisfy the altruistic de-
sires of consumers, but only equality of con-
sumption can climinate envy. Rice makes a
plea for putting fairness issues first, followed
by efficiency concerns, but I am left with the
feeling that 1 am being asked to put envy first,
followed by efficiency. I also am concerned
that while Rice is quick to question the reli-
ability of consumers' preferences over their
own consumption, he seems quite sanguine
about converting consumers” preferences re-
garding the consumption of others directly
into public policy.

Rice also favors national health insurance
proposals that address fairness through the
use of in-kind transfers (in the form of health
care services) rather than cash transfers, be-
cause donors prefer them to cash transfers
(pp. 157-158). Donors' preferences are defen-
sible criteria, but [ wonder if Rice would be
equally enthusiastic about donors' prefer-
ences if they included conditions on recipi-
ents' behavior, such as refraining from having
children out of wedlock.

Rice favors comprehensive coverage in
NHI systems, rather than point-of-purchase
cost sharing (pp. 81-101 and 129-135). The
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fairness argument against point-of-purchase
cost sharing is that poor people can't afford it.
The standard reply is that there is no reason to
impose the inefficiency of first-dollar coverage
on the whole health care system to address
the fairness concerns of poor people. Means-
tested waivers of coinsurance, deductibles,
and out-of-pocket premiums, like those al-
ready in place in the Medicare program, pro-
vide a solution. Of course, Rice does not be-
lieve that zero cost sharing increases
inefficiency, but he and | disagree about that.

B Summary. The central question, as
Pauly notes, is not whether our current sys-
tem is optimally efficient or fair.? The central
question is whether the efficiency and fair-
ness problems that exist are addressed best by
imperfect government or by imperfect mar-
kets.

Rice's objective is to have national health
insurance proposals begin on an equal footing
with market-based proposals for health care
reform (p. 168). Before 1 could agree to that,
someone would have to go further than point-
ing out market imperfections that are, for the
most part, well recognized by health econo-
mists and common to many sectors of the
economy that seem to function well enough. |
would have to be shown that the problems of
regulatory capture, self-serving and self-per-
petuating bureaucracies, homogeneity re-
strictions (imposed on government charity
but not private charity), and a host of other
sources of “government failure™ are less prob-
lematic than market failure is. 1 also would
have to understand why the outcome of a na-
tional health insurance proposal would differ
from Medicare—the best example we have of
our government’s inability to run a national-
ized health insurance system. Medicare ap-
pears to have taken up permanent residency
on the brink of fiscal insolvency; has been
blocked politically from implementing even
the simplest efficiency-improving competi-
tive-bidding arrangements; would not be able
to provide its beneficiaries with anything ap-
proaching the benefits enjoyed by the pri-
vately insured population were it not for an
irrational HMO payment system and con-

tracts with private-sector health plans; and
transfers income from the poor to the
wealthy.

The U.S. health care system is by no means
ideal, bur neither is it adrift. Rather, it is the
aggregate of hundreds of tradeoffs. Restricted
market entry counters poor information. Risk
protection is traded against moral hazard.
Moral hazard also is countered by the restric-
tions of managed care. The awkwardness of
employment-based health insurance counters
adverse selection. Any of these decisions
could be wrong. All constantly are being
called into question, mostly by U.S. health
cconomists. The same is true of our decisions
regarding fairness. The working poor pay
taxes to subsidize the health insurance premi-
ums of aged multimillionaires. Our Medicare
HMO payment policy allocates the most gen-
erous benefits to the healthiest beneficiaries,
while the old and poor remain in a bare-bones
fee-for-service system. These decisions pro-
vide the best evidence of our government's in-
ability to allocate health care resources fairly
and efficiently, and 1 do not find in them any
encouragement for the national health insur-
ance position.

As Pauly noted in 1997, *[Economic] theory
tells us that, at best, the ideal market can tie an
ideal government, not that it can do better."3
The reverse also is true. But the ideal govern-
ment can tie the ideal market only if consum-
ers are indifferent between bundles of goods
that they are assigned and bundles of goods
that they freely choose. As Rice reminds us
twice (pp. 81 and 155), “It does not take much
introspection to realize that the latter may in-
deed result in higher utility.” We need more
such introspection, and if Tom Rice's work
can inspire it, his work will deserve even more
awards than it has already received.

NOTES

1. R Feldman and B.E. Dowd, *A New Estimate of
the Welfare Loss of Excess Health Insurance.”
American Economic Review (March 1991): 297-301.

2. MV. Pauly, "Who Was That Straw Man Any-
way? A Comment on Evans and Rice.” Journal of
Health Politics, Policy and Law (April 1997):
467-473.

3. lbid
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Bloody Business

BY RoserT M. GoLDBERG

Bleeding Edge: The Business of Health
Care in the New Century

by J.D. Kleinke

(Gaithersburg, Md.: Aspen Publishers, Sep-
tember 1998), 362 pp., $30

Bleeding Edge is a readable and original contri-
bution to our understanding of the chaos and
discontent spreading throughout the U.S.
health care system. ].D. Kleinke argues that
integration of health care—the reorganization
of services into a one-stop array of provider
groups that people can choose from—is
changing forever the way medicine is practiced
and care is delivered. Second, providers and
producers of health care services can no longer
depend on a guaranteed profit based on their
“cut” of the health care dollar. To survive, let
alone prosper, providers at all levels must as-
sume the financial risk of care.

Although many other observers claim that
health care is rapidly becoming market
driven, Kleinke correctly notes that the
change is slow (thanks to government regula-
tion) and long overdue. The fact is that while
almost every other industry is racing to be-
come more responsive, innovative, produc-
tive, and profitable en route to the twenty-
first century, most of health care (except
when it comes to sending out bills or collec-
tion notices) operates according to preindus-
trial principles of organization and enterprise.

In a market economy, Joseph Schumpeter
wrote, “the impact of new things . . . on the
existing structure of an industry considerably
I'L'C!].ICC\ [hi.' |0ng- rnn SCGpc and I.IT'I}'\OITQITICC of
practices that aim, through restricting output,
at conserving established positions and at
maximizing the profits accruing from them.”
In health care such barriers are still the path

Bob Goldberg is a senior rescarch fellow in the Medi-
cal Science and Socicty Project, Ethics in Public Pol-
icy Center, Washington, D.C.

to profitability. Utilization review, gatekeep-
ers, prior authorization for the use of new
drugs and devices, and the effort to slash costs
without regard to outcomes or quality are the
tools that insurers and health plans use to res (4
duce the availability of novel goods and serv- 4%
ices. Moreover, the ability of health mainte- 8
nance organizations (HMOs) and insurers to @
ward off new forms of health care delivery has |
been critical to earnings growth over the past
decade. Indeed, no other industry over the
past thirty years has undergone fewer changes 48
or new challenges to the existing order than ;
health care has. g
Throughout this century, hospitals and

doctors have never reorganized in ways to
compete for the increasing amount of cash
people have been willing to spend on medical
care. In fact, physician-led programs did seek
to go directly after consumers by offering inte-
grated acute health care systems. (The most
famous was the partnership of the Mayo
brothers and five Catholic sisters to create the
Mayo Clinic.) But, as Kleinke notes, opposi-
tion by medical associations, particularly the
American Medical Association (AMA), to
such arrangements made it difficult for more
doctors to follow suit. The AMA did not want
individual doctors to have to compete with
organized care systems. Doctors and hospitals %
reached an uneasy accommodation to avoid
forms of care and insurance that would have g
easily led to a stronger entreprencurial role for
hospitals and insurers. Both doctors and hos-

pitals aggressively sought to enforce these I
agreements through legislation if possible and -
by illegal boycotts when necessary.

For the most part, the financing of health
care and insurance CO\'C[TlgC was Ilml[t.‘d to
services provided in the hospital, even though
the Mayo model showed that they could have
been offered in a doctor's office. And since
paticnts wanted services to be covered by in-
surance, doctors practiced medicine in hospi-
tals. As Kleinke concludes, the treatment of
employer-based health insurance as a tax-free
benefit only accelerated a monopolistic ar-
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rangement that discouraged competition and
entrepreneurial activity.

If this still is the case, why aren’t managed
care organizations and provider groups be-
coming more profitable instead of less? Be-
cause, according to Kleinke, even the slightest
amount of competition for market share is
forcing health care companies to behave dif-
ferently. Once insurers and HMOs scooped
up all of the healthy people, they had to take
on chronically ill consumers to expand. The
prepayment of services combined with low
copayments has led to significant overuse and
misuse of medical resources by persons who
arc healthy and for whom a day in bed (at
home) would be the best course of treatment.
Meanwhile, restrictions on access to special-
ists often compounds the cost and morbidity
associated with the most costly illnesses. It is
easy to see why health care companies cannot
stop their financial hemorrhaging in their pre-
sent form.

The fight for financial survival has led most
companies to try to capitate the cost of care
and leave others to assume the risk of treat-
ment. Most of Bleeding Edge describes how
competition for survival will lead to the inte-
gration of health care services—a process
Kleinke calls industrialization. It is not pretty,
more like the beaches of Normandy than the
Microsoft campus. The hopes, expectations,
and profits of every provider, from the sole
practitioner to the largest HMO, are being
crushed by the spread of capitation and the
ceaseless demand for efficiency, quality, and
accountability.

In this phase of integration, managed care
and insurance giants seem to rule the land,
but they are regarded by Kleinke as emergent
life forms at the bottom of the evolutionary
ladder. What happened to GM and IBM un-
der the lash of competition will happen to
Oxford and Aetna. Indeed, HMOs and large
insurers are crumbling and retreating, trying
to hand over the responsibility of making
medical decisions—and the financial risk that
goes along with them—to (surprise!) the doc-
tors and institutions that managed care
claimed were the problem in the first place.

In response to this shift, doctors and hospi-
tals are consolidating, creating physician
practice management companies and a vast
collection of hospitals and related services un-
der the ownership of a single corporate entity.
These new forms of organization also are find-
ing it hard to make a buck. They are not nearly
as integrated or as efficient in reducing the
cost of care in ways that keep consumers
happy as they will have to be to stay alive.

Kleinke predicts that ultimately the inno-
vations that will replace both forms of health
care delivery not only will provide people
with medical care but also will manage their
own financial risk without the help of HMOs
or large insurance companies. Hence, what
Kleinke calls the “emerging health organiza-
tion” (EHO) seems to be more like a mutual
fund than any other type of business. One
classic example of an EHO is the Choice Plus
program organized by the Buyers' Health
Care Action Group (BHCAG), an employers'
health care purchasing group in Minnesota
Choice Plus provides consumers with the
money to choose among integrated health
groups that use a large clinic and teaching
hospital as the hub for coordinating care.
Consumers select groups based on cost and
quality. Choice Plus does its own risk pooling
and risk adjustment, cutting out traditional
insurers and HMOs altogether. In recent
years, competition has led to a shift in market
share toward groups offering the best value
and an overall reduction in what employers
spend on each employee.

But BHCAG reveals a fundamental truth
overlooked by Kleinke and others who have
offered insights into the value of market com-
petition for health care: Market forces do not
emerge without conscious effort. If we want a
health care market, we will have to build one
in the same way that democratic nations have
helped Communist countries in a similar
transition. And, as Kleinke’s book shows, this
will be a beneficial but bloody process.

NOTE
L T Schumpctcr, Capimfism, Socialism, and Democracy
(New York: Harper Collins, 1962), 107
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¢ welcome your responses to papers that
appear in Health Affairs Please

Yyour comments brief (500750 words)
and sharply focused Health Affairs rescrves the right to
cdit all letters for clarity and length Letters can'now be
submitted via e-mail (healthaffairs@projhope.org) or the
Health Affairs Web site (www. projhope.org/HA).

Health Spending: Questioning The
Assumptions

To the Editor:

The Health Care Financing Administra-
tion's (HCFA's) projections of national health
spending (*The Next Ten Years of Health
Spending: What Does the Future Hold?"
Health Affairs, September/October 1998) offer
new insights into future trends in health
spending, Although the HCFA projections of
total health spending are only about 10 per-
cent higher than those of the Congressional
Budget Office (CBO), they embody a substan-
tially different assumption about the relative
growth rates of Medicare and private health
insurance spending, That assumption is em-
bedded deeply in the projection model chosen
and reflects sharp differences in the interpre-
tation of changes in the health sector over the
past several years and likely future trends.

The HCFA team projects that the growth
of Medicare spending will lag behind that of
private insurance premiums, even after the
savings provisions of the Balanced Budget Act
(BBA) of 1997 have expired! In effect, the
HCFA model implies that the growth of costs
for Medicare's unlimited fee-for-service (FES)
insurance will be slower than that of private
plans, most of which now manage costs or
care. That result is not plausible as the basis
for a long-run projection.

HCFA chose a projection model explicitly
based on extrapolation of long-run trends—
specifically, the rate of growth of health

spending in relation to disposable income. It
assumed that slow premium growth in recent
years is largely due to the shift from FFS to
managed care. In effect, the authors argued

that movement from high-cost (FFS) plans to
lower-cost (managed care) plans has caused
most of the slowdown in the growth in premi-
ums and benefits overall. Now that most pri-
vately insured persons are in managed care,
they reason, growth of aggregate premiums
will not slow much more and will nearly re-
turn to its historical trend.

The preceding summary is highly simpli-
fied. For one thing, the HCFA analysts intro-
duced what they termed a “small reduction”
in the projected growth of spending as a result
of the continuing impact of managed care.
Also, this summary does not do justice to the
highly detailed actuarial factors, involving
trends in use, prices, and residual growth of
cach type of service, that HCFA's analysts
used. Nevertheless, I believe that it is a fair
representation of their theory and its result.

Although the techniques that HCFA used
are sophisticated, the result boils down to one
key assumption. That is, that these develop-
ments during the 1990s—changes in purchas-
ers’ behavior, the spread of managed care, and
increased competitiveness—will have only
one-time effects. I believe that each of these
developments will have significant long-term
effects on both the rate of spending growth
and its level. Although private insurance
benefits over the next ten years will likely
grow more rapidly than during the mid-1990s,
I expect that the average rate will be much
lower than it was over the twenty years prior.

The HCFA analysts characterized the mid-
1990s as a period in which people switched
from high- to lower-cost plans. In my view,
recent changes in the health sector are much
more complex. The striking thing about the

experience of the mid-1990s is how the rate of
growth of premiums in all types of plans
slowed dramatically, as exemplified by trends
in health care premiums for the companies
surveyed by the Hay Group, primarily large
and medium-size firms.’ In recent years the
Hay report has separated trends into two con-
cepts: (1) the weighted average of same-
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T: company and same-plan data, and (2) the ag-

ate of all companies and prevalent plan
data. The first concept attempts to exclude
the impact of switching from high-cost to
Jow-cost plans; the second, in effect, includes
the impact of that switching. Prevalent plan
trends are lower than the same-company/
same-plan trends, which indicates that em-
ployees are indeed switching from higher- to
lower-cost plans. However, the fact that the
same-company/same-plan trends remain low
shows that switching plans is only part of the
story.

I believe that a key factor behind the slow-
ing of premium growth in the mid-1990s was
the increased degree of competitiveness in
health care markets. Although purchasers’ ag-
gressive behavior might account for some of
this, another cause could be that the propor-
tion of the population in managed care plans
has reached a critical mass in many important
markets. When the latter occurs, hospitals
and physicians feel pressure to keep prices
down and to cut costs. As in other industries,
productivity improvements often come from a
series of “one-time changes,” and pressure to
contain costs leads to a process in which a

new crop of “one-time changes” is developed
and implemented each year. For health care
establishments, these changes have taken the
form of slow growth in unit costs and
growth that more closely matches that of the
rest of the economy.’ If health care providers
feel pressure to continually cut costs and per-
ceive real competition from other providers,
the result can be a permanent effect on the
rate of growth the prices they receive.

[ have modeled the effect of HCFA's pro-
jections based on the assumption that man-
aged care would have primarily a one-time ef-
fect, a hypothetical alternative assumption in
which managed care would have primarily a
permanent effect, and the CBO's assumption,
which represents a middle approach (Exhibit
1).* Although some of the contribution of
managed care to the slowing of growth in pre-
miums is likely to be a one-time effect, the
competitiveness of markets is forcing man-
aged care plans to manage care more effec-
tively and providers to continually seek to
lower their costs. On balance, I am more com-
fortable with the CBO's assumption.

Nevertheless, 1 expect rates of increase of
private health insurance premiums to start

e ce—
EXHIBIT 1

Excess Of Private Premlum Growth Over GDP Growth, Based On Three Assumptions,

1990-2007

Percentage points
10

1998 HCFA projection ~_

/7™ Slow growth alternative _

2000

SOURCES: Congressional Budget Office (CBO), Health Care Financing Administration (HCFA), and the author.
NOTES: GDP Is gross domestic product. Excess premium growth averaged four percentage points during 1961 - 1997,
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spiking up sometime, at least temporarily.

that national health care spending will rise

Premium increases have been less than under-  from 13.6 percent to 16.6 percent of gross do- i tha:
lying cost increases for some time now, and  mestic product (GDP). They note: o ple
signs that the underwriting cycle is turn- b cer
ing—the exit of insurers from markets in In a reversal of recent trends, the higher antici- ‘{L nar
which they are doing poorly and little entry pated growth in real per capita national health 1 he.
into new markets—suggest that premium in- spending will be driven almost entirely by ris- T mu
creases will soon exceed cost increases. But ing expenditures in the private rather than the sub
there are few early indications that the under- public sector (p. 126). & thr
lying b'cne[it costs fc?r private plans (which They see growth in private, third-party ; H\!
determine premiums in the long run) are soon spending accelerating from 2.9 percent a year j usir
headed back toward the 8 percent growth ;- 1006 (the last year for which HCFA has ] wh
rate implied by HCFA's projections. data) to 74 percent a year in 2007. Underlying "
PauL B. Ginssure this projection is the belief that managed care s
CENTER F_‘“ STUDYING HEALTH SysTEM is largely a one-time savings. With only 14 o

C"“"""_ percent of workers still in indemnity cover- i Int

WasningTon, D.C. age, the authors foresee an end to the slow- o Wit

down in health care spending that has oc- % tury

NOTES . curred throughout the 1990s, because we have s fall.

1. The author projects that the growth rate of both . 1l b ly of ind . tion
aggregate Medicare spending and private insur- virtually exhausted our supply o m] emnicy Hioh
ance premiums will be about 8 percent per year.  €nrollees to convert to managed care. }
Assuming that Medicare enrollment will grow | believe that these authors have inade- year

== faster than the number :f persons W\f“dc:l)f quately credited and understood how man- of a
274 private insurance in the projection period, ; wag.
HCFA's projections imply that Medicare spend- ag;d C:}n h“is a]ttrt:i the ?jptcf:;‘m“s ;nd ﬂ_-ob-r
ing per enrollee will grow more slowly than pri- ethos o ci_'np oyers a pt.m'l cr:f. ter a dec- .
vate insurance spcndjng. ade of actwc!y restructuring their health care X\

2. Hay Bencfits Report, 1993-1997. The Hay survey is  plans to reduce medical expenses, employers oy
not drawn from a random sample. and its find-  will not simply roll over and pay the bill for M retur
ings may not be definitive. Nevertheless, results inflationary rates of this magnitude. Since %1 part’
are generally consistent with other surveys of 1993 th 1 fi . ; h priv:
employers on the levels and trends of health t g Tate Of increase In premiums . iy
costs or premiums by type of plan. Data for 1998~ among firms with 200 or more workers has : J?" :
are courtesy of Edwin Hustead and Michael a\'craged just 2.6 percent a year. Employcrs : KPA\

; Em"::lf TI:": Hay F;’uPi g ok o don't expect and will not pay for 1980s-like ARLI
National Hospital Panel Survey data from the : ‘ : - -

Trend Analysis Group, American Hospital Asso- rop .Both L.mplm" vy M e NOTE
g ployees will vote with their feet for less ex- Lo}

4. Congressional Budget Office, *Projections of Na- ~ pensive health ptans, * '
tional Health Expenditures: 1997-2008," in Eco- The major savings come from how provid- a4 2
nomic and Budger Outlook (\Washington: CBO,  ers’ behavior changes when large numbers of |
January 1998). consumers enroll in managed care. The domi- 3 T

Functioning In A Different n.tncc_of managed care_:as m;posed a cost- i . (
consciousness on providers that most ana- }
Health Economy Yisar 13 sl N o f
ysts failed to predict a decade ago. The rate of |
To the Editor: increase in prices, use of services, and adop- | s
Because “The Next Ten Years of Health tion of cost-increasing technologies will be far C
Spending™ was a front-page story in the na-  slower in a system in which providers must .
tion's newspapers, we must critically review  live within budgets that simply did not exist 6 |
the assumptions behind the projections, soas  when indemnity insurance was dominant and
not to mislead opinion- and policymakers. when providers essentially could charge as
Sheila Smith and her colleagues forecast they wished.?
L I — — r m—
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There remain many cost-saving measures
that employers have not adopted. For exam-
ple, generic drugs constitute the same per-
centage of prescriptions in health mainte-
nance organizations (HMOs) as they do for
health care overall.” Among firms offering
multiple health plans, only 12 percent do not
subsidize more-expensive health plans
through higher premium contributions.*
HMOs have barely tapped their potential for
using information systems to identify patients
who fail to comply with their physicians' rec-
ommendations and physicians who fail to
comply with clinical guidelines.

Statistics in my paper with Paul Ginsburg
in the same issue of Health Affairs are at odds
with these authors' gloomy view of the fu-
ture.” It is not just premium inflation that has
fallen. The underlying rate of medical infla-
tion, which will drive long-run rates of infla-
tion, also has fallen to roughly 3.5 percent per
year. Perhaps the most compelling indication
of a new health care economy is the fact that
wages have risen more rapidly in the overall
economy than in health care ®

Americans live in a different health econ-
omy than the one we grew up in. We are not
returning to the pass-through system of third-
party payment, and the long-run increase in
private health care spending will reflect this.
Jon R. GasEeL
KPMG PeEAT MARWICK
ARLINGTON, VIRGINIA

NOTES

L. KPMG Peat Marwick, Health Benefits in 1998
(Monvale, N.J.: KPMG, June 1998), 40.

2. In fairness, Smith and colleagues award modest
savings to managed care for slowing down the
rate of technological diffusion

3. D. Epstein, “Urtilization of Generics: A Managed
Care Failure,” Managed Care (May 1997)

4. K Huntertal, “Paying More Twice: When Em-
ployers Subsidize Higher-Cost Plans.” Health Af
fuirs (November/December 1997): 6

5. PB. Ginsburg and ] R. Gabel, “Tracking Health
Care Costs: What's New in 19987 Health Affairs
(Scptember/October 1998): 141-146.

6. Ibid

Cost Control: Don’t Count
Employers Out

To the Editor:

Sheila Smith and her colleagues seem to
have assumed that after nearly a decade of
successfully combating the growth in health
care costs, employers will haplessly accept
the increases in health spending that the
authors estimate will occur over the next dec-
ade. The authors assume that managed care
will be only minimally effective in controlling
costs, based on the assertion that employers
have already enrolled as many workers as they
can in HMOs. In fact, they estimate that most
of the cost growth in the next decade will be
concentrated in the private sector.

These assumptions are difficult to under-
stand, in light of the powerful role that em-
ployers played in controlling costs during the
past several years. These efforts helped to
slow the rate of growth in benefits costs per
worker to 0.5 percent by 1996 (2.1 percent in
1997 and 3.3 percent in 1998)." Most impor-
tantly, these data report that the rates of
growth in spending were reduced by approxi-
mately the same proportion for all types of
health plans, including indemnity plans.

Moreover, the notion that employers have
realized all of the savings that they can get
from managed care is plainly wrong, It is
widely recognized in the industry that health
plans could greatly reduce costs through ag-
gressive utilization controls, if the market
would permit it. However, employers have
not wanted to alienate their workers with sig-
nificant utilization restrictions, particularly
in a tight labor market.

Although some employers are likely to re-
spond to rising premiums by increasing em-
ployee premium contributions or cutting
benefits, the experience of the past decade
strongly suggests that employers will take
measures to improve the efficiency of their
health plans as well—such as eliminating the
point-of-service (POS) options, moving peo-
ple back to HMOs, limiting alternatives to
HMOs, and seeking out lower-price plans.
This will be particularly likely if the economy
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slows down enough to soften the demand for
labor.

There is already evidence that employers
are fighting some plans’ widely publicized
premium increases. A recent series of insurer
interviews conducted by the Lewin Group in-
dicates that many employers are telling insur-
ers that these proposed premium increases
are unacceptable and have sought bids from
other insurers. Also, many insurers are accom-
panying their requests for premium increases
with information on more-restrictive cover-
age alternatives in anticipation of employers'
demand for less costly options. In fact, after a
year of highly publicized reports of double-
digit premium growth in some plans, em-
ployer survey data report that the average per
capita premium increase among employer
plans was only 3.3 percent in 1998 (both em-
ployee and employer share).?

The authors also discount the possibility
that employers will develop new approaches
to further reduce spending growth. Some em-
ployers are starting to negotiate networks di-
rectly with providers. Others have imple-
mented programs to measure and reduce
geographic practice-pattern variations. Em-
ployers also could strengthen their bargaining
leverage via purchasing coalitions. These and
other innovations will continue to strengthen
employers’ bargaining leverage in a system
flooded with excess capacity.

Employers are now accustomed to success
in controlling health costs and are not likely
to accept large premium increases without a
fight. As long as there is excess capacity in the
health care system, employers will find effec-
tive ways of slowing the growth in health
spending.

Joun F. SuEiLs
Lewin Groue
FAiRFAX, VIRGINIA

NOTES

1. Includes employce and employer share of premi-
ums. KPMG Peat Manwick, Health Benefits in 1998
(Montvale, N.J.: KPMG, June 1998).

2. PB. Ginsburg and J R Gabel, “Tracking Health
Care Costs: What's New in 1998?" Health Affairs
(September/October 1998): 141-146.

The HCFA Authors Respond

To the Editor:

Paul Ginsburg, Jon Gabel, and John Sheils
suggest that HCFA's projection of health care
spending growth is higher than can be justi-
fied. Our projection calls for slower growth in
real per capita spending relative to the pace of
the two decades preceding the recent slow-
down, partially due to the dominance of man-
aged care in the private sector (we expect
growth of 3.3 percent for 1998-2007 versus 4.8
percent for 1973-1992). Our projections do
not imply higher long-term growth for private
spending relative to Medicare per enrollee.
Rather, a sharp demographic shift intothe co-
hort ages fifty-five to sixty-four (where costs
are high relative to other private enrollees)
temporarily inflates growth in private spend-
ing near 2007. Excluding this factor, growthin
private spending per enrollee is expected to
be below that for Medicare.

Is this projection unreasonably high? The
real question is one of magnitude and timing,
How will recent systemic changes affect fu-
ture spending growth? Over the past several
years of double-digit growth in private man-
aged care enrollment, most of the privately
insured population has moved from a system
that exercises little restraint on access to one
that imposes a range of restrictions on choice
of providers and covered services. Health
plans, under enormous pressure to hold down
premiums, have done so through utilization
constraints, selective contracting, and price
negotiation. In turn, health plans have pres-
sured providers to improve efficiency. In the
process, growth in private health spending
has been pushed to new lows. Based on both
reason and empirical evidence, we expect fu-
ture cost savings per enrollee to be smaller.

In the short term, higher growth in health
costs is almost certain. Recent data show an
acceleration in real health sector payrolls and
medical inflation through mid-1998, confirm-
ing our projection of a rebound in real health
spending for 1998. Absent major changes in
benefit packages, it is a matter of time before
the upturn is reflected in premiums.
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LETTERS

This raises the second major contention:
employers’ ability to restrain growth in health
costs over the next ten years. The commenters
express confidence that some combination of
altered incentives attributable to managed
care and the determined and creative efforts of
employers will succeed in restraining growth
to a pace near the recent lows. Ginsburg an-
ticipates cost reductions on a scale sufficient
to hold long-term growth in private premi-
ums to within a percentage point of growth in
GDP, relative to a historical gap of over four
percentage points. This seems a fairly bold
conclusion.

All three point to increased competition in
markets for insurance and health services as a
key factor behind the slowing of premium
growth in the mid-1990s. We agree. Indeed,
we expect that further efficiencies can be
found and that the continued presence of ex-
cess capacity in the health care system will
continue to dampen medical inflation. How-
ever, we disagree with the conclusions drawn
on the nature and magnitude of this effect.

First, in identifying the impact of managed
care on long-term growth in health spending,
Gabel and Sheils include not only efficiency
gains but also the potential for cutting de-
mand for medical services outright through
tighter utilization controls. Sheils notes that
employers have the ability to impose such
controls and will eventually do so, when em-
ployees are willing to accept them. But this
implies an anticipated slowdown in employee
demand for medical care, which is not an in-
trinsic effect of the management of care. In
contrast, our model controls separately for the
effect of slowing demand as the economy falls
from its cyclical peak.

Confining the analysis to options that re-
duce inefficiency, we conclude that further
nonrecurring cost savings are likely to decline
in magnitude. Easy cuts will be made first.
Research has shown that much of the cost
reduction associated with managed care
stems from cutbacks in inpatient hospital
services. Other options, such as the use of ge-
neric drugs or elimination of unnecessary
tests, also reduce costs. However, all such op-
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tions are eventually subject to diminishing re-
turns. Further changes that offer similar re-
ductions in costs without unacceptable re-
strictions on consumer choice and access will
be increasingly difficult to find. The case for a
permanent reduction in cost growth therefore
rests on the potential for managed care to re-
strain the diffusion of new cost-increasing
medical technology.

Empirical work addressing managed care's
ability to reduce long-term cost growth for
existing members supports our assessment. A
recent extensive literature review on the sub-
ject concludes that growth in health spending
in areas with high managed care penetration
(while below that for low-penetration areas)
continues to exceed the pace of GDP by about
1.5-5.0 percent.’ This overstates the probable
effectiveness in reducing long-term growth
since it includes “savings from reductions in
inefficiencies and movements toward com-
petitive pricin§ that may be hard to replicate
in the future.* Studies analyzing the rate of
growth of premiums (thus excluding one-
time effects from switching plans) conclude
that growth in HMOs was 80-99 percent of
that seen in fee-for-service plans.’

The speed of the recent transformation
leaves room for a range of opinions, but the
balance of evidence indicates that managed
care and related developments will have a de-
clining impact. A return to a path of growth
above recent lows but below earlier experi-
ence appears the most likely outcome. As
analysis illuminates the effects of recent sys-
temic change, uncertainty regarding these
critical issues will approach resolution. We
look forward to continuing the dialogue.
SHEILA SMITH FOR THE AUTHORS
HeALTH CARE FINANCING

ADMINISTRATION
BALTIMORE, MARYLAND

NOTES

. ME Chernew et al., *Managed Care, Medical
Technology, and Health Care Cost Growth: A
Review of the Evidence,” Medical Care Research and
Review (September 1998): 259-288.

2. Ibid., 270-27L

3. 1bid,, 267.
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Health Care For The
Elderly: How Much?
Who Will Pay For It?

Medicare reform may be too little, too late if we do not address
policy issues raised by the rapid growth in use of health care by

the elderly.
by Victor R. Fuchs \

ABSTRACT: Health care expenditures on the elderly tend to grow about 4
percent per year more rapidly than the gross domestic product (GDP). This could
plunge the nation into a severe economic and social crisis within two decades.
This paper describes recent growth in age/sex-specific health care utilization by
the elderly and discusses the important role of technology in that growth. It also
explores the potential for the elderly to pay for additional care through increases
in work and savings. Efforts to "save Medicare”™ will prove to be “too little, too
late” unless they are embedded in broader policy initiatives that slow the rate of
growth of health care spending and/or increase the income of the elderly.

MEDICARE &
PUBLIC POLICY

the gross domestic product (GDP) by3.5.10 4.0 percent per

year in recent decades.' This differential is partly attribut-
able to demographic change, with the number of elderly growing
about 1.0 percent per year faster than the rest of the population. By
far the more important factor, however, is the rapid growth of
age/sex-specific consumption of health care by the elderly.? If the
trends of the past decade or two continue until 2020, the elderly's
health care consumption in that year will be approximately $25,000
per person (in 1995 dollars), compared with $9,200 in 1995." If the
current public/private shares remain unchanged (a bit less than
two-thirds public, a bit more than one-third private), an enormous
increase in taxes will be necessary, and the elderly still will be left
with less income for other goods and services than they had in 1995.

HEA LTH CARE EXPENDITURES on the elderly have outpaced

Victor Fuchs is the Henry . Kaiser, Jr. Professor Emeritus at Stanford University, where he
applies economic analysis to social problems of national concern, with special emphasis on
health and medical care. He has authored nine books, including the landmark Who Shall
Live? Health, Economics, and Social Choice (1974, 1998). He is the recipient of nu-
merous distinguished awards and is currently studying the relationships among empirical
rescarch, values, and economic policy
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times the income available for all other goods and services.*

W Age/sex-specific expenditures. A more detailed picture of
the rate of growth of age/sex-specific expenditures (Exhibit 1)
shows the average annual percentage rate of change between 1987 §

and 1995 of Medicare payments in constant dollars. The calculations

were made by single years of age from a 5 percent sample of Medi- §
care patients and then smoothed with a five-term moving average to

reduce the effects of sampling variability.’ The rate of change tended

to be greater at older ages and somewhat greater for women than for
men. On average, the rate of increase was between 4 percent and 5 A
percent per year in constant dollars. During that same period real |
GDP per capita grew at only 1.2 percent per year. It is this gap that is |
at the heart of the “Medicare problem.” And because the private %

sharc of health care expenditures looms so large in the total financial §

needs of the elderly, it has major implications for the earnings-

replacement problem as well,

Why did age/sex-specific expenditures increase so rapidly during §
—— s 2 pcriod when reimbursement rates for physicians and hospitals
were being held under tight rein? It was not because physician fees

HEALTH

SPENDING for specific interventions were growing rapidly; they were not. It

Was not because hospital admission rates were increasing or pa-
ticnts were staying in the hospital longer; they were not. Moreover,

the growth of utilization over time cannot be attributed to declining |

health of the elderly. On the contrary, age-specific health status

—
EXHIBIT 1

Annual Rate Of Change In Medicare Payments Per Person, By Age, 1987-1995
(Adjusted For Inflation)

Percent per year - - -
7

O eem® 5 s s &
Age (fie-term moving average)
SOURCE: V.R. Fuchs ang i sllan, “Medical Technology o rtality in ing Societ tionsd Burest of Economic.
Reseorch peper n orog e, l::?;an. ‘Medical Technology and Mortality in an Aging Society” (National Bureau of Econom
L
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Without a dramatic change in health care costs, income, or both, 3
health spending on the elderly in 2020 is likely to be two to three §
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" Most experts believe that “technology” is the driving force behind

che long-term rise of health care spending, In a survey of fifty leading

health economists in 1995, 81 percent agreed with the statement,
“The primary reason for the increase in the health sector’s share of
GDP over the past 30 years is technological change in medicine.™

nditures grew primarily because the medical care system was
mﬁng more and better services to patients: new drugs, magnetic
resonance imaging (MRI), angioplasties, hip replacements, and
many other costly interventions. Advances in medical technology
have made it feasible and desirable to do more for each patient and
to intervene with more patients.

B The Impact of technology. The effect of technological ad-
vances on expenditures is rarely simple or immediate. Occasionally
a blockbuster “breakthrough™ has a rapid impact on expenditures;
Viagra, the new male impotence drug, for example, is expected to
boost annual health care spending by more than a billion dollars
within a year or two of its introduction.” More often, however, a
technological advance such as a new drug, surgical procedure, or
diagnostic technique has only a modest effect on expenditures in-
jtially. Over time, however, further development, refinement, and
diffusion of the technology result in large increases in spending. This

ess of progressive diffusion can be seen in Exhibit 2, which
shows levels of utilization of seven frequently used procedures in
1987 and 1995 and rates of change between those years. The changes
are age/sex-specific, thereby eliminating the effects of these demo-
graphic variables on changes in utilization. All seven procedures
showed substantial increases in utilization between 1987 and 1995
for both sexes at all ages. Even the rapid diffusion of angioplasty,
which was expected to obviate the need for coronary artery bypass
graft (CABG) for many patients, did not result in lower utilization
of the latter procedure. The median rate of change for the thirty-five
procedure/age groups was 111 percent per year for men and 10.7
percent per year for women. The rate of increase tended to be more
rapid at older ages.

One lesson from these data is that the attribution of increases in
expenditures to “technological change™ must be understood in a
broad sense. None of the seven procedures was a breakthrough in
1987. Instead, as physicians developed greater confidence and capac-
ity to perform the procedures on more patients, especially on older
patients, utilization steadily increased. Most of the growth in health
care use probably follows this pattern, rather than the sudden ap-
pearance of a new intervention that is widely used from the start.

Increases in rates of procedures and other interventions most
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EXHIBIT 2
Use And Rates Of Change In Use Of Seven Procedures, By Age And Sex, 1987-1998

Men Women o
65-69 70-74 75-79 80-84 85+ 65-69 70-74 75-79 B80-84 85+
Procedures per 100,000 -

Angioplasty
1987 249 215 122 75 - 22 124 111 82 56
1995 712 756 589 411 131 339 367 322 245
CABG
1987 560 545 357 179 33 187 179 138 59 12
1995 750 849 706 436 106 266 322 324 171 29
Cardiac
catheterization b
1987 1,146 1,135 740 379 111 708 709 483 182 52 %
1995 1624 1863 1652 1,109 399 1,086 1254 1,064 706 183
Carotid
endarterectomy
1987 182 287 246 174 65 111 132 132 95 30
1995 321 460 553 433 152 221 229 273 217 7
Hip replacement
1987 76 90 113 122 92 78 133 175 174 143
1995 250 331 467 609 724 338 519 782 965 1444
Knee replacement i
1987 160 182 205 200 70 218 278 322 242 82 -8
1995 403 478 529 385 164 523 857 667 475 193, &
Laminectomy a |
1987 208 215 169 97 54 188 186 153 103 32 &
1995 285 322 320 218 106 278 316 258 143 57
Average rate of change (percent per year from 1987 to
1995) 0.
Angioplasty 13% 16% 20% 21% 22% 13% 15% 17% 18% 20% k-
CABG 4 6 9 11 15 4 7 11 13 11 N
Cardiac catheterization 4 6 10 13 16 5 7 10 17 16 .
Carotid endarterectomy 7 6 10 11 11 9 7 9 10 12
Hip replacement 15 16 18 20 26 18 7 19 21 29
Knee replacement 12 12 12 8 i1 11 11 9 8 11
Laminectomy 4 5 8 10 8 5 7 7 4 7

SOURCE: V.R. Fuchs and M. McClellan, *Medical Technology and Morality in an Aging Society” (National Bureau of Economic
Research paper in progress, 1998), ¥
NOTE: CABG is coronary artery bypass graft.

likely have contributed to longer and better-quality lives for many 3
elderly persons. From 1987 to 1995 their age/sex-specific mortality 8
rates declined at a brisk pace (about 1 percent per year). It is possible §
that the additional expenditures, on average, met reasonable cost-
effectiveness standards. If so, the key question is not, “Shall we do

it?” but rather, “Who will pay?” If expenditures continue to grow at &
the same rate as they have in the past, health care for the elderly in §
2020 will require 10 percent of GDP, compared with 4.3 percent in 3
1995. Will it be possible to raise tax rates enough to maintain the
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‘Ovﬂ’ the long haul, there is only one reliable way to slow

. %dmg growth: slow the growth of services to patients.”

ment's current share? That seems unlikely. Will the elderly

ﬁ::':nough income to pay l}‘u;_'ir current share, or more, witbout
seriously jeopardizing their ability to buy other goods and services?
Nothing in current income trends of the elderly or in prospects for

er Social Security retirement payments in the future suggests

that they will.
What Can Be Done?

There are only two possibilities to avoid the economic and social

183 N
=-...' crises foreshadowed in current trends. The nation must either slow
0 the rate of growt h‘o'fhcal[h care spending on the elderly or find ways
7 8 to pay for the additional care.
8 B Slow the growth of health care spending. Only three routes
143 exist to slowing the growth of health care spending; (1) reduce the
isid rate of growth of the prices of the resources used in health care (for
- example, squeeze physicians’ incomes); (2) produce the same or "
193 more services with fewer resources (for example, automate labora- :UE:EC‘:::CY “
— g tory tests); or (3) slow the rate of growth of real services to patients.
32 The first route may be politically popular as long as the bashing is
L. confined to physicians and drug companies, but it will not yield
much over an extended period of time. Managed care organizations
po scored some quick gains this way in the mid-1990s, but by 1998 the
f‘:‘ possibility of further squeezing without jeopardizing quality of care
16 has become much smaller. Over a period of twenty years or more,
12 trying to pay lower prices for health resources can have only a mod-
f? est impact on the rate of growth of expenditures because prices
7 must approximately keep pace with the rest of the economy, to
me attract resources to the health sector. The second route, greater
efficiency, faces problems similar to lowering the prices of resources.
A few quick gains can be scored by eliminating obvious inefficien-
cies, but there is little reason to expect that the health care system
any can continue to achieve ever greater gains in efficiency decade after
tality decade without undermining quality of care.
ssible Over the long haul, there is only one reliable way to slow spend-
Cost- ing growth: slow the growth of services to patients. \Vill this affect
vedo & quality of care? Almost certainly. Although some ineffective services
wat = are delivered in every system and at every point in time, it is virtually
rly in impossible to cut back only on those services without affecting the
'“f]:n delivery of other services that do extend lives, improve functioning,
n the

e — _ e e e 2=
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or provide assistance with activities of daily living. Furtherm
because technology is the principal force behind the growth in '_’_"
of services, the most important strategy for slowing that gre vk
must be to slow the development and diffusion of new technolg
One way that public policy affects technology is through Medic
Medicaid, and other publicly funded health insurance programs,
Government's willingness to pay for particular services influenc e
the adoption and diffusion of technologies, and the pace of adopt of
influences private investment in research and development. Goverg
ment also influences the development and diffusion of technology
by subsidizing medical research and the training of specialists and
subspecialists. i
If the rate of growth of age-specific expenditures could be
duced by one percentage point per year, health care spending pég
older person in 2020 would be less than $20,000 (1995 dollars); il' it
could be reduced by two percentage points per year, spending
would average about $15,000 per person, a figure that prob bly
would be manageable with modest tax increases and some rea
ment of the elderly’s priorities regarding work, savings, and con n-
sumption. But most present thinking in Washington is to acceleratel
the rate of growth of medical technology. Proponents of this strat=
egy usually assert that new technology will reduce spending. Oni
balance, it has not worked out that way in the past, and there is ng
particular reason to think that it will in the future. A technological
advance may cut the cost of performing a particular intervention, o’
of treating a particular patient, but expenditures depend on -;__'
number of units of service as well as on the price per unit. For
example, technological advances in the computer industry have le u'.'
to spectacular decreases in price per unit of service; nevertheles
spending on computers has soared. Much the same happens with 1
most technological advances in medicine. 2
M Find ways to pay for the additional care. Most people want:
to live longer, better-quality lives; therefore, some policy advisers]
prefer to focus on finding ways to pay for more health care rather 8
than on slowing spending growth. After all, there is no physical law §
or economic principle that says a nation cannot spend 10 percent of
its GDP on health care for the elderly if it chooses to do so. But how %
can this be accomplished? An increase in government's share of the ¥
bill seems very unlikely. Indeed, even to maintain its current share,3
government will have to hike tax rates appreciably and make major §
cuts in other programs. If the growth of services were to continue as 3§
before, with many new and improved interventions available to pa-
tients, the elderly would have to be willing to forgo other goods and * ‘_
services, work more than they have in the past, and greatly increase
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“Differences in willingness to save provide a major explanation
for the huge inequality in accumulated savings at retirement.”

..............
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to 100.* By age sixty, men’s hours are only 67 percent of the average
of ages forty-five to forty-nine; for women, only 57 percent. The
decrease in mean hours arises for two reasons: (1) a decline in the
percentage of persons who have any paid work during the year, and
(2) a decline in average annual hours for those who are working.
Exhibit 3 shows that the former is by far the more important reason.
At age sixty the percentage of men who have any hours of work
during the year is only 76 percent of the average at ages forty-five to
forty-nine; the comparable figure for women is 64 percent. Some
decline in average annual hours of those who are working does
occur, but the change is much smaller than the percentage dropping
out of the workforce entirely. Moreover, only 3 percent of the sixty-
year-olds who had no paid work during the year spent any time
looking for work." A critical examination of the public and private
policies that discourage older workers from seeking work and in-
hibit firms from employing them is badly needed.

The most important potential source of increased income for the
elderly is greater saving prior to retirement. The reason is in the
numbers: After age sixty-five, income from savings (interest, divi-
dends, and private pensions) is now four times larger than income
from work.2 Thus, only a 25 percent increase in the savings rate
prior to age sixty-five would add as much to income as a doubling of
work. Furthermore, the nonannuitized portion of the increased sav-
ings could be “spent down” in later years, thus adding to the eld-
erly’s capacity to pay for health care and other goods and services,

oW can current workers be induced to save more? Tax incen-
tives almost surely would help, as evidenced by the individual retire-
ment account (IRA) program during 1981-1986. When public-
finance economists at the forty leading U.S. university economics
departments were asked what percentage of inflows to IRAs repre-
sented net additions to national savings, the median estimate was
20 percent.” Tax incentives alone, however, probably would not be
enough. Many workers with average, or even above average, income
did not participate in the IRA program and do not now participate
in employer-sponsored 401-K plans, even when the employer would
provide a matching contribution. In recent years millions of Ameri-
cans have reached age sixty-five without any significant financial
assets.

Not only is the average leve] of savings very low, but inequality in
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income from savings of retirees is extraordinarily large relative to
inequality in employment income of the same cohort when they
were younger (Exhibit 4). To measure incquality, family income
reported in the Current Population Survey (CPS) was divided
equally among family members, and the ratio of each person’s in-
come to the median was calculated. At ages sixty-five to sixty-nine
in 1995, less than 10 percent of persons had income between 0.6 and
1.4 times the median of $1,800. Most of this age group were concen-
trated at the extremes of the distribution: 36 percent had less than
0.2 of the median, and 42 percent had more than 1.8 times the me-
dian. The inequality in employment income experienced by this
cohort when they were ages fifty-five to fifty-nine (in 1985) or ages
forty-five to forty-nine (in 1975) was much less. Although there are
many factors that influence the ability to save for retirement, em-
ployment income surely is the dominant one. Thus, the data in
Exhibit 4 suggest that differences in the willingness to save prob-
ably provide a major explanation for the huge inequality in accumu-
lated savings at retirement.

This view receives substantial support in a study by Steven Venti

and David Wise based on longitudinal data from the Health and eo——

Retirement Survey. They show that inequality in savings for retire- MEDICARE &
ment is not primarily the result of inequality in earnings prior to PUBUC POLICY
retirement: Households with the same lifetime earnings approach

retirement with vastly different levels of accumulated wealth.® Even
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EXHIBIT 4
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SOURCE: CPS Utilities, March CPS Utilities, 1964-1996, Release 96.1 (1997) (Unicorn Research Corporation, 1640 Fifth Street.
Santa Monica, California 90401).
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after adjustments for special factors that affect the ability to save
and for differences in investment returns, the authors conclude,
“The primary determinant of the dispersion of wealth at retirement
is evidently the choice to save or spend while young.™

If public policy aims at greatly increasing the elderly’s income
from savings while avoiding huge increases in income inequality
after age sixty-five, it seems that part of the program would have to
be compulsory. Even then, if the elderly became more dependent on
their own income from work and savings, there probably would be
greater income inequality among the elderly than there is now. Such
a possibility should be evaluated in context. Once Social Security
retirement is added to income from savings and employment, there
is less total income inequality at older ages than at any other age.”
An inalterable commitment to an egalitarian policy after age sixty-
five probably would inhibit the changes in work and savings that
will be required to pay for future increases in health care.

]: ONG-TERM REFORM OF MEDICARE (and Social Security)

must face three harsh but inescapable facts. First, total expen-
itures for health care of the elderly are rising much faster than
GDP, tax revenues, or the personal income of the elderly. Second, the
number of years that the elderly are financially dependent on savings
and government transfer payments continues to increase because
rising life expectancy at age sixty-five has not been matched by
rising labor-force participation after that age. Third, on average,
Medicare pays for less than half of the health care of the elderly, and
Social Security retirement benefits provide less than half of total
personal income after age sixty-five. Thus, efforts to “save Medicare™
or “save Social Security” miss the main point: Even when these
efforts move policy in the right direction, they will prove to be “too
little, too late™ unless they are embedded in broader policy initia-
tives that slow the rate of increase in health care spending and/or
increase the income of the elderly.

Economic Rescarch from the Robert Wood Johnson and Andrew W. Mellon Foun-
dations, and the research assistance of Deborah Kerwin-Peck.

Volume |8,

Number |

SIALTN SPENDING ON &

NOTES

L

1L

12,
13.

14.

5.

16.
17

V.R. Fuchs, “Provide, Provide
Issues and Answers, ed. T.R. Savir
Chicago Press, forthcoming), ¢
nomic Research (NBER) Wor
spending on the aged for 1975,1
of total personal health care to !
et al., “Health Expenditures by
Review (Summer 1989): 116-120
were calculated by the author.
For 1975-1995 and 1985-1995 t}
the aged was decomposed into
per person; (2) change in the mt
age distribution of the elderly
age-specific expenditures was |
effects. Fuchs, “Provide, Provid.
Ibid. Projections were based on
constant dollars combined wit!
dle series).

Ibid. Income available for othe
sonal income minus personal t:
V.R. Fuchs and M. McClellan,
Socicty™ (NBER paper in progr
V.R. Fuchs, “Fconomics, Value-
Review (March 1996): 1-24, Tab
DJ. Morrow, “The Elixirs of Lil.
Fuchs, “Provide, Provide.”

CPS Utilities, March CPS Util
Research Corporation, 1640 Fif
310-393-4636).

. The actual values at ages forty-|

hours for all persons, 2,024 for 1
91 for men and 79 for women; av
men and 1,817 for women.

CPS Utilities.

Fuchs, “Provide, Provide.”
V.R.Fuchs, A.B. Krueger,and ].}
ters, Values, and Policies: Sun
Journal of Economic Literature (Sep
CPS Utilities.

S.E. Venti and D.A. Wise, “The
Choice or Chance?™ American Ece
Ibid., 191.

Fuchs, “Provide, Provide.”

[
HEALTH AFFAIRS - ]«




HEALTH SPENDING ON ELDERLY

0 save NOTES
iclude, | V.R. Fuchs, “Provide, Provide: The Economics of Aging,” in Medicare Reform:
¢ment " Jssues and Answers, ed. T.R. Saving and A. Rattenmaier (Chicago: University of
Chicago Press, forthcoming), currently available as National Bureau of Eco-
. ' nomic Research (NBER) Working Paper no. 6642 (1998). Total health care
ol spending on the aged for 1975, 1985, and 1995 was estimated by applying ratios
juality of total personal health care to Medicare payments as presented in D.R. Waldo
have to et al., “Health Expenditures by Age Group, 1977 and 1987, Health Care Financing
ent on Review (Summer 1989): 116-120. Rates of change for 1975-1995 and 1985-1995

uld be were calculated by the author.

2. For 1975-1995 and 1985-1995 the rate of change of health care expenditures on
/. Such the aged was decomposed into (1) change in the age/sex-specific expenditures

ccurity per person; (2) change in the number of elderly persons; and (3) change in the

t, there age distribution of the elderly. For both time periods the rate of change of
T age.” age-specific expenditures was more than double the sum of the demographic
. ! elfects. Fuchs, “Provide, Provide.”
S 4 3. Ibid. Projections were based on past trends in age/sex-specific expenditures in
gs thar  § constant dollars combined with Census Bureau population projections (mid-
dle scries).
4. 1bid. Income available for other goods and services was defined as total per-
cu I‘it}') s sonal income minus personal taxes and personal health care expenditures.
expen- , 5. V.R.Fuchs and M. McClellan, “Medical Technology and Mortality in an Aging
er than : Socicty” (NBER paper in progress, 1998).
. b 6. V.R. Fuchs, "Economics, Values, and Health Care Reform,” American Economic GCG—u——————
nd, the : Review (March 1996): 1-24, Table 1. MEDICARE & 21
savings { 7. DJ. Morrow, “The Elixirs of Life Style,” New York Times, 11 November 1998, C1.  PUBUIC POLICY
ecause : 8. Fuchs, “Provide, Provide.”
hed b)’ ; 9. CPS Utilities, March CPS Utilities, 1964-1996, Release 96.1 (1997) (Unicon
) i Research Corporation, 1640 Fifth Street, Santa Monica, California 90401, tel
tverage, : 310-393-4636).
rly, and ! 10. The actual values at ages forty-five to forty-nine are as follows: average annual
of total hours for all persons, 2,024 for men and 1,439 for women; percentage working,
‘dicare” 91 for men and 79 for women; average annual hours for those working, 2,217 for
i thess : men and 1,817 for women
2 1l. CPS Untilities.
be “too ] 12. Fuchs, “Provide, Provide "
y initia- 13. VR Fuchs, A.B. Krueger, and ] M. Poterba, “Economists’ Views about Parame-

ters, Values, and Policies: Survey Results in Labor and Public Economics.
Journal of Economic Literature (September 1998): 1387-1425, Table 2.
14. CPS Utilities.
e ; 15. SF. Venti and D.A. Wise, “The Cause of Wealth Dispersion at Retirement:
Bureau of _ Choice or Chance?” American Economic Review (May 1998): 185-191.
.'1)11 Fn[m’ 16. ”.‘-id i 191
I7. Fuchs, “Provide, Provide "

r and/or

et glvesEEY 00000 ———— — - —
o HEALTH AFFAIRS - January/February 1999




22

MEDIcARE & Pusric Poricy

MEDICARE
POLITICS

The Political Economy
Of Medicare

Medicare reform requires political reform.
by Bruce C. Vladeck

ABSTRACT: Medicare spends more than $200 billion a year; the politics sur-
rounding the Medicare program cannot be fully understood without an ade-
quate appreciation of that fact. An understanding of the political economy of
Medicare is perhaps best achieved by thinking along three dimensions: (1)
Medicare as redistributive politics; (2) Medicare as special-interest politics; and
(3) Medicare as distributive politics. Seeing the extent to which Medicare poli-
cies flow from these political processes makes clear that Medicare reform and
broader political reform are, at some level, inseparable and indistinguishable.

Y EPIPHANY, MY FLASH OF INSIGHT: An evening in Au-
I \ / | gust 1996, riding from the airport into Pittsburgh, prior to
a seminar at the University of Pittsburgh the following
morning. Few cities have so theatrical an entrance: If you're coming
in from the airport, through the Fort Pitt tunnel, you emerge from
the tunnel with all of downtown, across the river, laid out before
you. At night especially, the taillights from the elevated expressway
on the bluff above the river's north bank add motion to the more
vertical tableau of the skyscrapers behind.

In the past, when the steel mills were operating, the view was
even more spectacular. Lining both banks of the Monongahela, be-
ginning just east of the Golden Triangle at the confluence with the
Allegheny and extending miles upstream, stood the great industry
that provided Pittsburgh its identity. During World War 11, it is
said, the mills on the Monongahela produced more steel than all of
Germany's ; Hitler and Tojo were defeated by western Pennsylvania.
If you've never seen an operating open-hearth mill at night, it's diffi-
cult to imagine the orange-red brightness of the flames or the vol-
ume of smoke or the simple inhuman size of everything, with hard-
hatted workers dwarfed by their tools.

By the mid-1980s the mills were all shut, made obsolete by mini-

Bruce Vladeck is professor of health policy at Mount Sinai School of Medicine and senior
vice-president for policy at the Mount Sinai-NYU Medical Center and Health System, both
in New York City. He also serves as a presidential appointec to the National Bipartisan
Commission on the Future of Medicare. Vladeck was administrator of the Health Care
Financing Administration (HCFA) from 1993 through September 1997
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mills in Alabama and megamills in Korea and fuel-economy stand-
ards for cars. It must say something important about modern capi-
talist economies that the photographic images of closed factories
rest more prominently in our memories than do the images of work-
ing mills.

But the scene as | emerged from the Fort Pitt tunnel that night
more than two years ago was more dramatic still, for someone who
remembered older times, because now the mills were gone alto-

ether, torn down in the hope of urban regeneration from the brown
fields cleared of rust and slag. My mind's eye played tricks, calling
up the sight of enormous structures that were no longer there. In the
Middle East, when one civilization succeeds another, it builds on
top of the ruins of the old one. Here, we just leave the ghosts behind.

So we drove into town past the unmarked graves of the great steel
plants, through the Medical Center, which was bustling on a sum-
mer night in the way that most American downtowns don't. Medi-
cal students carrying textbooks, stethoscopes proudly dangling
from the pockets of their lab coats; housestaff and nurses grabbing a
quick bite or just some fresh air, walking past brightly lit store-
fronts; cars double-parked on crowded streets. My hosts, two con-
siderate health policy wonks, reminded me of what I already knew:
that health care has replaced steel as Pittsburgh’s largest industry,
its major source of good jobs and economic growth.

Then I remembered something else. Western Pennsylvania has an
especially high proportion of elderly citizens, second only to that of
south Florida; as the mills dried up, young people left Homestead
and Braddock and Carnegie and all of the other towns in the valley,
while the old stayed. It's not just health care that is now the largest
industry in Pittsburgh. The largest industry in Pittsburgh is Medi-
care.

For a Health Care Financing Administration (HCFA) administra-
tor and lifelong city boy and amateur urbanologist, that was a sober-
ing and disconcerting thought; there is only so much responsibility
one can take. It also clarified for me a whole gamut of perceptions
and experiences from my four years on the job. It provided a frame-
work and a perspective for much of what I had known and thought
I had understood all along,

Every reader of Health Affairs knows that Medicare spends more
than $200 billion a year. As they say, that's a lot of money, even by
Washington standards, and although the political and ideological
conflicts generated by that much money are familiar to most ob-
servers of the policy process, there are at least three other dimen-
sions to that volume of expenditure that engender political proc-
esses of their own. To use some rather shopworn but still evocative
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rerminology from political science, those dimensions are as follows: |
(1) Medicare as redistributive politics, in the sense of Medicare asa 1§
massive transfer program; (2) Medicare as special-interest politics, 8
in the workings of what I call the “Medicare-industrial complex”; "3
and (3) Medicare as distributive politics, in the allocation of finan- %

clal benefits across regions and communities.

Medicare As Redistributive Politics

Medicare provides, through an insurance mechanism, a set of service
benefits to many persons who otherwise would be unable to afford
or obtain adequate access to health services. It has revolutionized
access to health care for the elderly and disabled and thus has con-
tributed to the demonstrable improvements in health status and life
expectancy experienced by older Americans over the past thirty
years. Not incidentally, Medicare also has been an extremely power-
tul weapon for reducing poverty for the elderly and disabled.

Medicare does so, however, at least in part by transferring income
from working-age persons to retired or disabled former workers. On
average, each working-age person contributes something over
$1,250 a year to provide about $5,000 in benefits to each Medicare
beneficiary. (The astute observer may interject at this point that
Medicare funds are not in fact actually transferred to Medicare
heneficiaries but rather to the providers that give them services—or,
as the more cynically astute observers might argue, in the case of
some managed care plans and some beneficiaries, providers that do
not give them services. Certainly, unlike other Social Security pro-
grams, Medicare rarely puts cash into the hands of those who are
described as its beneficiaries. But they benefit nonetheless. The poli-
tics of those who do cash the checks are the subject of the next
section of this paper.) Although hardly anyone will say it out loud,
the dynamics of this transfer—indeed, its very existence—lie not far
helow the surface of many of the most bitter and contentious politi-
cal fights about Medicare that have erupted throughout its history,
especially in the past five years.

Just under 60 percent of Medicare revenues—essentially all of the
financing of Part A (hospital insurance)—comes from payroll taxes,
which are mildly regressive since they apply uniformly to earned
income at all levels and exclude all nonwage income. Since 1993,
however, the payroll tax contribution to Medicare has been less
regressive than Social Security’s, since it now applies to all wage
income, regardless of amount. Thirty percent of Medicare funds
come from general federal revenues and are as progressive or regres-
sive as those revenues are these days—which is to say, a lot less
progressive than they used to be. The most regressive part of Medi-
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care’s income is the 10 percent derived from beneficiary premiums,

but while the political debate has focused on the relatively small

pumber of beneficiaries at the upper ends of the income distribution

than 6 percent of benelficiaries live in households with in-

ater than $50,000 a year), the real regressivity in the flat

jum structure arises from the millions with incomes just above

the level of ligibility for additional subsidies through Medicaid
who pay the same premiums that average beneficiaries pay.'

Medicare benefits, on the other hand, are distributed more pro-

ly (as long as we continue, for purposes of this section, to
atrribute benefits to the recipients of the service, rather than to the
recipients of the checks). Because lower-income beneficiaries tend
to be sicker, just under three-quarters of all Medicare fee-for-service

itures are on behalf of beneficiaries in the bottom two-thirds
of the income distribution.” (The growth of Medicare managed care,
by generating average expenditures for healthier-than-average
beneficiaries, partially reverses this effect.) Over beneficiaries' life-
times, however, this effect is greatly attenuated by the fact that
more-affluent beneficiaries live longer.

As income-transfer programs go, in other words, Medicare isn't
bad, in the sense that its revenue sources fall roughly in the middle
of the total spectrum from progressivity to regressivity, and its bene-
fits, in any given year, are highly progressive when viewed across
society as a whole. It could be made much more progressive if a
greater share of the financing were transferred from payroll taxes to
general revenue (as was done to a small degree in the Balanced
Budget Act, or BBA, of 1997) and a little more progressive if benefici-
aries’ premiums were related to income. Extending coverage to pre-
scription drugs and long-term care would greatly increase the pro-
gressivity of benefit distribution.

But the very fact that Medicare is a mildly progressive income-
transfer program underlies much of the contemporary political de-
bate, even if that dimension is rarely acknowledged. Efforts to trans-
form the program from one of defined benefits to defined
contributions, to encourage medical savings accounts (MSAs), or to
raise the share of program costs paid by beneficiaries are all part of
the broader political and ideological attack on all policies that redis-
tribute income or wealth from the more affluent to the less affluent
(policies that redistribute income in the other direction remain

- much less controversial). Indeed, even much of the insistence that

Medicare and Social Security face a “crisis™ because of the aging of
the baby boomers is rooted in visceral hostility to redistributive
policy in all of its forms: the baby-boomer crisis simply goes away if
one allows into the discussion the possibility of increased taxes on
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the more affluent.

There is no question, from an economic point of view, that this
society could “afford™ to support indefinitely a more generous Medi- 3

care program than the one we now have. The question is whether,
politically, we want to do so. That question really comes down to
the extent of our willingness to require the better-off to subsidize
the less well off—a willingness that seems to be shrinking.

Nowhere is the redistributive dimension of Medicare politics

more apparent than in the argument made by some proponents of
radical change that it is imperative to do something soon, before a
much larger share of the electorate is made up of Medicare benefici-
aries or persons close to eligibility age, at which point the politics of
the issue presumably would change. In fact, the views of Medicare
beneficiaries, in responding to public opinion polls or in their voting
behavior, do not differ substantially from those of forty- or fifty-
year-olds regarding Medicare policies. This argument thus is less a
reflection of reality and more of an anxiety that has persisted in
American politics since the days of the Founding Fathers. The
authors of The Federalist, after all, insisted that the separation of
powers within a federal system was necessary to prevent the more
numerous lower classes from abusing direct democracy to confis-
cate the wealth of the upper classes.’

The political behavior of lower-income Americans ever since has
run largely counter to the Federalists’ expectations: Most working
Americans not only have identified themselves as “middle class™ but
generally have held “middle-class™ views about taxation, inflation,
and workers’ solidarity, even when such views have run directly
counter to their “objective™ economic interests. That cultural reality
has never sufficiently assuaged the paranoia of the more affluent, nor
has it discouraged them from seeking to further tilt the political and
economic systems in their own direction, as they continue to do in
the Medicare debate. The image of hordes of voracious Medicare
beneficiaries feasting on the hard-gotten gains of struggling, virtu-
ous investment bankers has an almost Hogarthian tone to it, but
such eighteenth-century imagery continues to dominate the con-
ceptual map of much of the policy elite.

Medicare As Interest-Group Politics:
The Medicare-Industrial Complex

Of course, James Madison’s system works, most of the time, the way
it was designed to, so American politics, most of the time, revolves
not around the great redistributive issues but around narrower ones
of primary concern to more focused interests. In that world of “nor-
mal” politics, Medicare’s annual $200 billion is a major prize or,
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(AMA). Although it occupies a central place in the literature on the

politics of Medicare, largely because of its central role in delaying

Medicare’s enactment in the 1960s, the AMA, despite the size of its =
membership, the magnitude of its political contributions, and the §
number of lobbyists it employs, is much less influential on global 3
issues of Medicare policy than is often believed. That is in part

because of how closely the AMA has identified itself with the Re-
publican party—a greater disadvantage, to be sure, when Demo-
crats controlled the committees of jurisdiction, but a tactical disad-
vantage even today—and in part because, within the Republican
party, the AMA continues to be outmuscled by the business and
insurance interests with which it is so frequently in conflict.

The AMA's role in Medicare politics also must be understood as a
manifestation of the dynamics of organizational maintenance. The
AMA is implicated in Medicare's system of paying physicians be-
cause it helped to develop that system, but also because it holds the
extremely lucrative copyright on the basic coding terminology, and
because HCFA has largely delegated to it responsibility for main-
taining many of the system's technical aspects. This requires the
increasingly disputatious specialty societies to go through an AMA
process to achieve some of their objectives. As HCFA administrator,
I received hundreds of letters from the executive vice-president of
the AMA, but the strongest and most urgent were always those that
involved protection of the AMA's ministerial role.

In the U S. political system, and especially in the current political
climate, executive-branch agencies achieve what legitimacy they
can by relying on private representatives for as many tasks as possi-
ble. The relationship between HCFA and the AMA is thus func-
tional for both parties, although the extent to which it protects the
interests of practicing physicians, even that fraction who belong to
the AMA, is subject to increasing question.

Far more effective is the health maintenance organization (HMO)
industry. Medicare beneficiaries still make up just a fraction of total
HMO enrollment, but they represent the fastest-growing market
and until recently accounted for a disproportionate share of all
HMO profits, especially among the largest, publicly traded firms. Of
all of the major types of Medicare providers, only HMOs incurred
substantially smaller payment reductions in the BBA than were pro-
posed by the Clinton administration, and they continue to enjoy a
degree of support among the congressional leadership that is signifi-
cantly at variance from the broader public perception.

Perhaps the most effective interest in the interest-group politics
of Medicare is one that is rarely discussed or noticed—the sine qua
non of effective interest-group politics—Medicare contractors. Con-
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_ "%na:ional, publicly traded firms are really the foot
e in the Medicare-industrial complex..”

» of course, are the private insurance companies that perform
 the basic administrative tasks of the Medicare fee-for-service pro-
: . communicating with providers, reviewing claims, paying

fle and auditing cost reports. The Blue Cross/Blue Shield Associa-

jts member plans, and the few commercial insurance compa-
still in the game operate under a set of contracting and procure-
©  mentrules that differ in a number of critical respects from those that
spply 0 almost all other government contractors. They have their
own piece of statute, which is understood (let alone known about)
by only a very small number of bureaucrats, congressional staff, and

2 few members of Congress, as well as the contractors themselves.
Public concern about health care fraud and abuse, the increasing
ess of Medicare contractors to participate in the Medicare
HMO program as part of their “private” businesses, and the fact that
several contractors were caught in illegal activity, permitted a par-
" gial breach in this special arrangement in 1996 when, as part of the
" Health Insurance Portability and Accountability Act (HIPAA),
HCFA was authorized to contract separately for audits, investiga-
* glons, and other program integrity activities. However, the contrac-
tor community has continued to resist implementation of those pro-
visions, as well as more far-reaching changes in the legal framework
for contracting. If long-term reform of Medicare is to include mod-

" emization of the fee-for-service part of the program, as it almost

certainly must, then modernization of the contractor process prob-
ably is a necessary precondition. For that precondition to be met,
however, according to the general laws of interest-group politics,
the issue of contractor reform probably will have to be redefined
Into part of a much larger issue.

Hospitals, doctors, HMOs, and Medicare contractors all have a
major stake in Medicare policy and act as expected in the political
system. Yet there are other service providers that essentially serve
only Medicare customers. Literally thousands of home health agen-
cies, durable medical equipment suppliers, and firms that contract
for therapy services, as the most notable examples, have been formed
todo business with Medicare. In most of these industries, individual
entrepreneurs account for the large majority of suppliers, although
llrgc. national, publicly traded firms have become more important
as a buoyant stock market has made equity capital easy to raise.

!ksc firms are really the foot soldiers in the Medicare-industrial
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Nothing s -1 Irustrating to Medicare administrators, nor more

puzzling te e observers, than the fact that the payment meth-
ods—and ewsr bevels of payment—for so many things Medicare
purchascs are WVHLEN into law, often at prices higher than a bi
buycr such #+ ..-ﬂl.‘iltarc could obtain in the markctp]acc. Effurts to
make Medic avs « fore “prudent purchaser” have been supported by
administration= W hoth political parties for more than a decade. But
Medicare supyat 1% OcCUpya political territory of classic dimensions
in American gr/utical science: narrowly focused interest groups
with an enerauervs specific stake in issues about which the rest of
the body peliti could really care ]css,_scc.k.ing l‘bcncfits of enormous
importance te £h miselves, but almost invisible in the total aggregate
of the federal #r#3get- They thus have succeeded in resisting almost
every effort te) mnprove Medicare’s purchasing by enlisting key
members of (47 €%s to defend their constituents from the depreda-
tions of the “tv brad federal burcaucmcy,“

Medicare swpyhers thus have built on the earlicr successes of the
more visible pyovaders, such as hospitals and doctors, in turning the
program from of¢ that provides a lcgfll entitlement to beneficiaries
to one that pmw!cs a f.ic facto political entitlement to providers.
Part of that transformation dates to the attitudes of program admin-
istrators from the carly days of Medicare, when officials were con-
cerned (-.1-.mm-.lum-’,|_y }‘HOUgh. ir_i _retro§pcct) that not cnough
providers would be “"H”"S to participate in the program; part of it
stems from some truly misguided decisions by the federal judiciary
over the years It the conversion of Medicare into an entitlement
for thousandls of smaller providers is also closely tied to the contin-
ued romancing, of the small-business community by political leaders
of both partics | ven though they exist for no purpose other than to
sell services 1o 4 government program, and even though the govern-
ment and its heneliciaries might be better off if there were fewer.
larger, more cllicient, and cheaper suppliers, these providers have
acquired a kind ol legitimacy in the political process that turns our
conventional notions of the boundary between the public and pri-
vate sectors it le Jown. Thus, we find the astonishing spectacle in
which a P,-wlh-nml appointee in the Small Business Administra-
tion recently denvunced, as inimical to small firms, the implementa-
tion of restrivtions on home care agencies that had been announced
as a president yal imtiative barely a year earlier.®

The analogy 1© Jefense contractors is not totally far-fetched.
There are plenty ol $400 tgiict seats in the Medicare program, be-
cause Medicare vannot deliver services to its beneficiaries without
providers and hvause providers are major sources of employment,
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litical activity, and campaign contributions in every congres-
sional district in the nation. Although the average home care agency
is very much smaller than the average military base, efforts to close
either one produce the same kinds of congressional responses.

Medicare As Distributive Politics

The analogy between shutting down military bases and closing
down Medicare providers also stands precisely at the boundary
between Medicare as interest-group politics and Medicare as local-
ity politics—the distributive dimension of Medicare's political
economy. Medicare spends money in just about every city and town,
and in every congressional district, in the United States. With the
federal government reducing almost every other form of domestic
spending, the geographic distribution of Medicare dollars has be-
come a matter of increasing attention.

The very wide variation in health care spending from one commu-
nity to another has long been accepted as a basic fact in health
services research. Some of that variation is attributable to differ-
ences in demographic characteristics and health status across com-
munities; some to differences in input prices and other price factors;
and some—although an amount that is, in fact, hard to determine
precisely and that may be less than often asserted—to differences in
practice patterns among health professionals. Since Medicare buys
health services from the existing system in every U.S. community,
and since the prices it pays remain tied in some way to cost, even as
the program moves to capitated or prospective payment, all of that
variation is reflected in patterns of Medicare spending. Further, as
noted above, the revenue that supports Medicare, as does federal
revenue in general, varies with the differences in both total taxable
income and payroll from one community to the next. As Sen. Daniel
Patrick Moynihan (D-NY), among others, has noted repeatedly in
recent years, the federal budget as a whole is significantly redis-
tributive, spending money in poorer states and those with large
military installations that is derived, net, from higher-income (but
higher-cost-of-living) states in the Northeast and Midwest.

Examination of Medicare’s “balance of payments” by state—com-
paring the state’s share of Medicare expenditures to the state’s share
of Medicare revenues—produces no easy explanation for states’
relative standing (Exhibit 1).” Michigan and Montana, for example,
both pay a dollar in federal taxes for every ninety-two cents Medi-
care spends, but Michigan's per beneficiary expenditures are almost
40 percent higher. California, Kansas, and Georgia all have about the
same Medicare balance of payments, but California spends a lot on
each of its proportionately few beneficiaries; Kansas has more eld-

MEDICARE &
PUBLIC POLICY

HEALTH AFFAIRS - January/February 1900

3

Tdeiagy

A 2 N B T AL

sigg s



"EDICARE POLITICS

HIBIT 1
qu.,dlcaro Balance Of Payments And Payments Per Enrollee, By State, 1996 (cont.)

a————

Medicare
balance of payments  Medlcare balance-
(millions of dollars)*  of-payments ratio® Amount Rank

0.68 $3.401 39
-107 0.65 3,537 34
-318 0.33 3,687 33

wﬂ_m':(’; Health Care Financing Administration, "Estimated Benefit Payments for Fiscal Year 1996," unpublished data
{Baltimore: HCFA, March 1998); Board of Trustees, Federal Hospital Insurance Trust Fund, 1997 Annual Report of the Board of
Trustees of the Federal Hosphal Insurance Trust Fund (Washington: U.S. Government Printing Office, Apeil 1997), 30-31; Board
of Trustees, Federal Supplementary Medical Insurance Trust Fund, 1997 Annual Report of the Board of Trustees of the Federal
Supplementary Medical Insurance Trust Fund (Washington: U.S. GPO, April 1997), 26; Tax Foundation, unpublished data
(Washington: Tax Foundation, March 1998); J.H. Walder and H.B. Leonard, The Federal Budgel and the States: Fiscal Year 1996,
21st Edition (Washinglon: U.S. Senate, September 1997), 85; and Health Care Financing Review. Medicare and Medicaid
Statistical Supplement, 1996 (1996) 211-213.

® The Medicare balance of payments for any state is calculated as follows: Medicare benefit payments in that state minus
Medicare revenués contributed by state residents. Thus, a positive figure indicates that Medicare’s spending in that state
exceeded whal its laxpayers paid in taxes toward Medicare, The contributions for the program were $188 billion.

P The Medicare balance of payments ratio is calculated as the ratio of Medicare benefit payments in the state 1o the tax
contributions that the state’s residents pay loward the Medicare program, Thus, a ratio of greater than one indicates that a
state's residents receive mons in banefits than the state’s laxpayers paid in taxes toward Medicare.

Medicare payments per onroliee

erly people than Georgia, but Georgia has a higher proportion of MEDICAREA 33

Medicare disabled beneficiaries. In general, western states have  pygie poucy
younger populations and relatively low per beneficiary costs, while
the Southeast has lower per capita incomes and relatively higher
health care spending, but there are exceptions all over the lot.
Whatever the actual results, however, issues of regional alloca-
tion increasingly affect Medicare policy. The most dramatic recent
example is the treatment of payment rates for capitated plans in the
BBA. Congress sought to respond to the complaints of rural repre-
sentatives that the adjusted average per capita cost (AAPCC) for-
mula, based as it was on actual Medicare costs in specific counties,
penalized lower-cost (and therefore presumably more virtuous) ru-
ral counties, as well as such low-cost metropolitan areas as the Twin
Cities and Portland, Oregon. At the same time, however, Congress
responded to the concerns of teaching hospitals by carving out costs
associated with Medicare’s teaching hospital payments from capi-
tated rates, to pay the money directly to the hospitals. Doing so by
itself, however, would have produced significant rate reductions in
major urban communities on both coasts, so Congress also estab-
lished a hold-harmless provision in which each county was guaran-
teed a rate increase of at least 2 percent per year. The result was, in
essence, a series of simultaneous equations that could not be solved.
The BBA has produced the sought-after effect of substantial rate
increases in rural counties, which has not yet been accompanied by
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EXHIBIT 1

Medicare Balance Of Payments And Payments Per Enrollee, By State, 1996 (Ranked

in Descending Order By Balance-Of-Payments Ratlo)

Medicare

balance of payments  Medicare balance-  Medicare payments per enroliee
State (millions of dollars)* of-payments ratio® Amount Rank
DC $ 638 2.12 $5,655 1
FL 6,822 1.74 5,027 6
LA 1544 1.64 5,468 2
MS 588 141 4,189 21
wv 374 1.37 3,798 29
N 1139 1.34 4,441 14
OK 615 133 4,098 23
AL 803 132 4,454 12
PA 2,408 1.27 5,212 4
AR 352 125 3,719 32
MO 626 1.18 4,191 20
KY 347 1.15 3,862 2T
ND 54 1.14 3,218 43
AZ 351 114 4,442 13
MA 611 112 5,147 5
RI 71 1.09 4,148 22
™ 831 1.07 4,703 10
sSD 15 1.04 2,952 50
ME 20 1.03 3,464 36
OH 124 1.02 3,982 24
NC -67 0.99 3,465 35
IN -57 0.99 3,945 25
NY -281 0.98 4,855 8
SC -62 0.97 3,777 30
GA -349 0.93 4,402 16
KS -131 0.93 3,847 28
MT -41 0.92 3,114 45
M -568 0.92 4,307 18
CA -2,107 0.91 5,219 3
NV -98 0.91 4,306 19
cT -333 0.89 4,426 15
1A -227 0.88 3,080 47
NE -154 0.86 2,926 51
DE -81 0.85 4,712 9
IL -1,508 0.84 4,324 17
Wi -569 0.84 3,246 42
NM -159 0.83 3,110 46
OR -385 0.82 3,285 41
NJ -1,355 0.81 4,531 11
VT -78 0.80 3,182 44
ID -166 0.76 3,045 49
co -716 0.74 3,935 26
MN -946 0.73 3,304 40
ut -304 0.73 3,443 37
MD -1,161 0.72 4,997 7
NH -255 0.72 3,414 38
HI -266 0.70 3,069 48
VA -1,522 0.68 3,748 31
= =]
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“The health policy debate consists of high-sounding arguments
cloaking relatively narrow, traditional regional and local issues.”

any increase in the availability of capitated plans in most of those
communities, and has produced modest rate increases in high-cost
urban areas, but at the same time the Twin Cities and Portland have
received almost no benefit.

There is no platonically “right™ formula for allocating capitated
payments across communities, especially since the dynamics of indi-
vidual markets vary on a number of dimensions, only one of which is
price. In fact, a strong case can be made that formula-driven admin-
istered prices are a fundamentally unsound way of setting capitated
rates to begin with, a position that HCFA has long advanced in the
face of considerable resistance from the HMO industry and Con-
gress. But the health policy debate increasingly consists of high-

sounding arguments cloaking relatively narrow, traditional regional
and local issues.

= The Political Economy Of Public Action
34 MEDICARE

gl The three dimensions of Medicare's political economy—redistribu-

tive, interest-group, and distributive—come together in a particu-
larly insidious set of arguments that are made with increasing fre-
quency in the contemporary debate about the future of Medicare.
The tendency of politicians and the interests to which they respond
to behave as politicians and interest groups generally do is advanced
as a rationale for moving responsibility for management of Medicare
out of the public sector altogether, through some form of greater
privatization such as a defined-contribution plan. The politics of
Medicare, it is argued, makes more rational or more effective ad-
ministration virtually impossible unless some mechanism is found
to delink Medicare policy from the political process.

This argument, of course, is most frequently made by those par-
ties who, the rest of the time, are most busily engaged in interest-
group and distributive politics. As such, the argument is the moral
equivalent of a junkie’s secking to be thrown in jail because it is the
only way he or she knows to keep away from temptation. “Stop me
before I sin again™ might be the practical translation of this position.
Apart from its dubious moral basis, this argument has two basic
ﬂi‘l“‘s.

First, the solution it proposes probably would not work. As the
process of modifying capitation rates in the BBA demonstrates so
well, when regional or local interests conflict with broader policy
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principles. the former often prevail, and those interests can be ad-
vanced or protected in a defined-contribution or voucher scheme
almost as easily as in the current program. Those who think that it
would be more difficult to promote interest-group or distributive
politics under such an arrangement simply are not giving Congress
enough credit; one has only to think for amoment about the Internal
Revenue Code to realize that. Of course, Congress, executive-
branch officials, and interest groups probably would have to think
of new ways in which to bend a new system to their interests, and
that might slow down the process for a year or two—but just think
of the bonanza for new generations of consultants!

More basically, the argument that Medicare must somehow be
insulated from the day-to-day workings of the political system is, at
root, an argument that in some basic sense we have lost the capacity
as a nation to govern ourselves. The flaws in our current political
system are real and profound, and there is a long-standing tradition
in American politics in which academic and social elites have sought
to insulate one public function or another from “politics.” That tra-
dition has given us civil service; the Interstate Commerce Commis-
sion; and independent, ineffectual boards of public health. But that
tradition is, at root, fundamentally antidemocratic.®

Inside the psychic Beltway occupied by the policy elites, there is
broad consensus that “we” could run Medicare, or other parts of the
health care system, much better if only the ugly exigencies of the
political process could be pushed aside. But if we take that approach
to Medicare—which affects almost every American family, reflects a
profound and long-standing intergenerational compact, and often
literally involves matters of life and death—then we are saying
either that the American people cannot be trusted with something
so large and so important or that we cannot trust our political
processes to adequately protect the American people. Either conclu-
sion would suggest that our problems are far worse than the pend-
ing insolvency of the Hospital Insurance trust fund or the economic
impact of the retirement of the baby boomers.

Conversely, this means that the task of reforming Medicare in a
way that serves all Americans, present and future, may be insepara-
ble from the task of broader political reform. The corrosive influ-
ences of campaign contributions, media both bought and unbought,
and widespread public disillusionment and apathy are generic po-
litical problems that are also specific to Medicare. Politics does
matter.

As Medicare has gotten bigger, more expensive, and more impor-
tant with each passing year, it has become more and more subject to
the broader workings of the U.S. political system. That is something,
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I believe, that we cannot escape. More importantly, it is something,
I also profoundly believe, that we should not try to escape. Doing so
would break a bond far more basic than Medicare itself.

...............................................................................................

The author thanks Daniclle Holahan for her able and conscientious rescarch sup-
port, and an anonymous reviewer for preventing some serious embarrassments.
Preparation of this paper was supported by the Commonwealth Fund. The views
presented here are those of the author and not necessarily those of the Common-
wealth Fund or its directors, officers, or staff.

NOTES

1. US. Department of Health and Human Services, Health Care Financing Ad-
ministration, A Profile of Medicare (Washington: HCFA, May 1998), 16.

2. Ibid, 18.

3. Compare The Federalist, no. 10 (New York: Mentor Books, 1961), 77-83.

4. KR. Levit et al, “National Health Spending Trends in 1996, Health Affairs
(January/February 1998): 35-51.

5. Ibid.

6. BNA's Mcdicare Report, | May 1998, 447.

7. The data that make up these “balance-of-payments™ tables are too extensive to
be presented comprehensively in this paper. For more concisely prepared |
tables, contact the author at Institute for Medicare Practice, Mt. Sinai Medical
Center, One Gustave Levy Place, Box 1077, New York, NY 10029, or via e-mail
at Bruce_Vladeck@smtplink.mssm.edu.

8. The historical ties between academe and the Progressive tradition pose what

should be a worrisome parallel for this generation of health services re-
searchers. Just as an carlier generation of social “scientists” provided much of
the intellectual rationale through which dominant Protestant elites main-
tained sovereignty at the expense of newly emergent immigrant populations a
century ago, so the increasing influence of health services research may serve,
if health services researchers are not careful, to advance the interests of par-
ticular contemporary elites. In today’s social sciences this danger is primarily
the result of the simple fact that nothing ever works as well in practice as it
does in theory, so no real program can ever compete with abstract micro-
economic hypotheticals. The greater power that markets give to those with
more wealth thus is reinforced in the political arena by analyses that confuse
market models with reality.
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