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Medicare: What's tght 
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, reasonable 
Projections of those costs suggest a major financing problem. The Balanced 
Budget Act of 1997 will provide temporary rel ief, although it introduced some 
new problems, including its geographic adjustment of Medicare+Choice rates. 
For the future we propose a premium-support system and an expanded benefits 
package. Such a system would provide a more tlexlDle means tc a6jwst. the 
'fflv1sion of the financing burden between the elderly and the nonelder1y, poteo.' 

tially gain some efficiencies from greater price competition and less reliance on 
administered pricing. and partly address the issue of uninsured early retirees. 

MED IC ARE R EMAIN S O NE OF this country's most popular 
social welf arc programs. for good reason. Prior to its enact­
ment, seniors had little access to group health insurance. 

,tnd if they could buy individual insurance at all, it was expensive. 
Medicare not only prO\ided seniors with insurance but did so on 
f.tvorable terms: Today's beneficiaries have received much more 
from Medicare than they paid in. Not surprisingly. then. ~ledicare 

lj has been especially popular \\'ith the seniors it serves and also has 
hccome an important source of income for millions of prO\iders.1 

For most of this decade, though, there has been a gro\\ing sense 
I hat Medicare needs serious reform. The impetus for reform may 
hJvc diminished temporarily as a result of the 1997 Balanced Budget 
;\er (BBA). yet it is generally well recognized that the changes in the 
IIBA arc just the beginning. 

~luch of the motirntion for ~kdicarc reform has been financiJJ: a 
l'J rt A trust fund that. prior to the BBA. was set to run out of funds 

< •1J1/ \\lilcnsky is rhc John M. Olin Senior Fellow ar Projccr HOPE and rhc chair ,1 rhc 
\lcd,care Paymenr Advisory Commission (MedPAq . She served as adminisrraror of rhc 
I lwlrh Care Financing Adminisrrarion (HCFA) from 1990 to 1992. Joseph N(whou5e LS rhc 
~•hn D. MacArrhur Professor of Heal ch Policy and Managcmcnr ar Harvard Univcrsil) and 
1l11worof Han·aras Division of Heal ch Policy Research and Educarion. He is rhl \1CC•chair 
t•/ McdPAC and has wrirren extensively on Medicare risk issues. 
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by the middle of the next decade; a rapid rate of Part B spending 
,Vlk and the looming retirement of the seventy-eight million 

C,y l:,oomers starting around 2010. But at least part of the drive for 
reform has come from the belief that Medicare should better reflect '\__ 
d,c way health care is organized and delivered in the 1990s rather ~ 
than continuing to rely on the financial and organizational struc-
tures of the 1960s, when the program was conceived. 

Medicare remains dominated by the traditional indemnity insur­
ance structure that characterized the Blue Cross and Blue Shield 
wsurance plans of the 1960s. The Blue Cross analogue is Part A, 
which covers inpatient hospital care, the first 100 days of home care, 
and JOO days of skilled nursing care foUo\\ing a hospital stay. It is 
financed by a portion of FlCA, the Social Security tax on earnings. 
The Blue Shield analogue is Part 8, which covers outpatient care, 
physician services, home care after 100 ,;sits 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 MEDICARE 

many of todar·s employer-sponsored plans, Medicare does not cover'\. PROPOSALS 

outpatient pharmaceuticals, nor docs it protect against very large ~ 
bills. It docs, however, provide 100 da}'S of skilled nursing care fol -
lowing a hospital stay and unlimited home care visits, neither of 
which is common in employer-sponsored plans but ,vhich are 
clearly important to an older population. 

Traditional ~ 1edicare solved the basic problem it was designed to 
address: prO\iding insurance for (most) acute care for persons over 
age sixty-five. ~ loreover, seniors face few constraints on their access 
to individual ph}'sicians and other health care providers under tradi­
tional Medkare. ~fedicare represents such a large amount of reve­
nue for pro\'idcrs that few turn down ~lcdicare 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 ~ fedicare patients because of 
Medicare's lower payments, there has not been any evidence that 
this has been srstematic or widespread 

What's Wrong With Medicare? 
■ Administered pricing systems. ~fedicare's financial problems 
re0cct 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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administered pricing systems. It is always difficult to get 
tered prices "right.~ especially in industries (such as he. 
with rapid technological change. Moreover, the structure 
systems has had powerful effects (some unintended and · 
able) on services delivered. 

Shorter hospital stars and substitution of postacute Catt 

the past fifteen years, for example, are consistent with the 
incentives of a fixed payment for a hospital admission 
tional payment for nursing home days and home health visits:-
ent reimbursement fo r new skilled nursing. rehabilitation, and 
term hospital providers has resulted in many more such p 
Payment as a function of case-mix has offered hospitals the 
rive to code patients in higher-paying categories. Some of 
changes may have been beneficial. but all have largely reflected 
unintended side effects of various administered-price reimbu 
ment systems rather than deuberate decisions. 
■ limited plan choice and Medlgap. Unlike choice ami 

institutional and indhidual providers, the choice among diffc 
types of health plans under Medkare has been sharply constrain1 
Before the BBA the choice was effectively either trad1t10n 
care. which could be augmented \vith an indemnity insurance S' 

plcment, or the most structured type of managed care, a tradition 
health maintenance organization (HMO). 

The restricted nature of plan choices. together with the limit, 
nature of the benefit package. has meant that almost all seniors 
supplement traditional ~ledicare. The supplemental plan may be a 
retiree program, a privately purchased insurance plan designed to 
wrap around Medicare (an individual ~fedigap plan). or t-.kdicaid. 
Only about IO percent of seniors have no supplementary plans.2 

The use of this two-tier insurance strategy rather than the use of 
a single (non-HMO) policr to replace all of tradit ional t-. tcdicare has 
had important consequences. For seniors. cspecia.lly the half with­
out Medicaid eligibility or cmplo>•er-provided insurance. it has 

IJ 

meant substantial supplemental premium payments. Average pre­
miums for individual \kdigap plans now range from $1.000 to 
$3,000 or more per year.1 

\Vhile filling some gaps. these supplementary plans leave seniors 
with financial exposure for noncovered medical costs. especially 
those relating to chronic long-term care and. in a number of cases, 
prescription drugs. Moreover, the individual policies have high 
markups over their medical costs, typically 30 percent. whereas 
private group plans typically have markups of only 10 percent or 
less, and Medicare itself has only a 2 percent administrative cost 
rate.• Partly because of the markups in individually purchased plans, 
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Medigap premiums arc large rclati\'e 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, ho\\'ever, 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 conservati,·ely practicing physicians. 
providing negligible incentives for the elderly to seek cost -effective 
physicians or hospitals. and pro,iding incenti\'es to bring onstream 
new technologies and procedures almost irrespective of cost. 

Given these incentives, which as already noted resembled those 
fac ing persons under age sixty-five until relati,·eJy 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 t--tcdicare spending \\'as 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 \\'hich is Medicare). It should not be surprising that 
these figures roughly correspond.) Historically. Medicare has given 
providers incentives similar to those of private insurers. t--toreover, 
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-fi"c mo,·ed to\\'ard man­
aged care. these trends have diverged. The annual gro\\th 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 percem.t 

The key uncertainty in projecting future ~ tcdicarc costs-and 
therefore the magnitude of Medicare's future fjnancing problem- is 
whether the future growth rate in Medicare costs "ill 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 futu re rate will be 
somewhere between these two \'alues 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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.. Real growth in Medicare spending after 2010 will average 
around 5-7 percent per year absent budget constraints . ., 
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Although the revolution in molecular biology may ulti 
lower treatment cost, there is no certainty about this (think 
six-figure cost of Cercdase for the treatment of Gaucher's di 
in any event, .. ultimately" may be well into the future. McanwJ 
the medical advances are likely to continue. To the degree 
people remain willing to pay for these advances, cost growth 
and should continue. 

Second, to some degree the recent slowdown undoubtedly 
fleets one-time gains from the changeover to managed care. 
though these gains might continue for several more years, we do1 
that they can continue very far into the next century. 

On the other hand, the spread of capitation and price competiti1 
could change the nature of medical innovation. As mentioned abo· 
until recently the financial inccnti\'es favored any innovation t: 
could benefit health. Cost is now more of a factor in dcterrni1 · 
whether to adopt a beneficial but more costly capability and, on, 
adopted, how much to use it. Furthermore, the heightened sensitivi 
ity to cost may increase the rate of development of cost -saving inn 
vations. Growth in medical spending thus may remain below his, 
torical rates, even after the one-time gains are accomplished. 

Compared with these uncertainties, the consequences of dcmo--

0
graphic changes arc much more certain. The Census Bureau projects 
hat the share of the population o,·er age sixty-fi\'e will rise frongJJ 

percent in 2010, when the first wave of baby 6oomcrs turns s~ 
ive, to~5. Because the total population is pro, 

jeered togrow 0.8 percent per year, rhe number of elderly will grow 
3 percent per year over this period. Medicare spending would grow 
at roughly the same rate, absent any other change.8 For comparison, 
the growing elderly population from 1950 to 2000 affected spending 
by only l.7 percent per year. Our guess is that real gro,,·rh in Medi­
care spending after 2010 will average around 5-7 percent per year, 
absent budget constraints or other direct limits on care. These val, 
ues arc considerably higher than the recent spending projections 
from the board of trustees of the federal Hospital Insurance (HI) 
trust fund. The trustees· intermediate projections assume that over 
the next twenty-fi ve years the growth rate in cost per unit of service 
(this approximates our growth in real costs per beneficiary) will 
trend downward from present b-cls to roughly the growth rate in 
the economy, approximately l percent.9 We agree with the trustees' 
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own characterization of their estimattc; as optimistic; our guess is 
that their high cost assumption o[ ~ly 3 percent is more likely. 
but it is difficult to overstate the uncertainty in all such estimates. 

Even the trustees' intermediate P,ojections imply substantial 
growth in Medicare spending. For eY..rmple, they imply that Medi­
care spending will be about 6 percer1t of gross domestic product 
(GDP) by 2030, up Erom 2.5 percent in 1995; Part A spending v.rill be 
about 6 percent of payroll. up Crom a base of somewhat over 3 
percent in 1995; and Medicare "ill _ht rwcr a quarter of the federal 
budget, up from around 11 percent in J'J9S.10 Although we certainly 
agree with the many other a_nalysts ~io have indicated the uncer­
tainty and volatility of Medicare pro,.:tions this far in the future, 
these numbers seem to us to be more lirtly low than high.11 

A key issue, to which we return heh....,, is how the burden of the 
increased costs will be shared betwee:. the noneldcrly and the eld­
erly. Under current arrangements the lv>n·s share of the additional 
costs will fall on the noncldcrly. 

Round One Of Reform: The B!4 
The 1997 BBA produced more ch.mg-.,. in Medicare than had oc-
curred in the thirty-plus years since r:i, program's inception. The MEDICARE 

Congressional Research Service, amo~ 'lthers, describes the legis- PROPOSALS 

lation in detail .•~ Here we refer to only~c most significant changes. 
The BBA produced an estimated SJY, 1illion of (net) savings over 

five years from Medicare spending tk otherwise would have oc­
curred under then current law. ln adtqion, it funded several new 
preventive care benefits; increased th• -ypes of Medicare replace­
ment programs available to scruors. 1-:-iui red prospective pricing 
strategics to be implemented for hw--A" al outpatient ,isits, home 
care, and skilled nursing fac ilities; mo~ ed the calculation of capi­
tation rates to reduce the variation in ~ent across various coun­
ties; modified and delayed portions o ·he physician fee schedule 
reform; and shifted f uncling for a sui.1r,inrial share of home care 
visits from Part A to Pan 8. 
■ Short-run spending effects. Rt:'.1..rmg t-.tcdicare spending by 

$HS billion primarily slowed down t·v ~rowth rate of t-.!edicare 
spending during the first five-year bv~ct cycle follo\\ing enact­
ment of the BBA. From 1997 to 2002 M~.kare spending is projected 
to grow at a nominal growth rate of r.<, than 6 percent per year 
rather than the 8.8 percent pre,iousl} tr •<:cted. By the 2002 to 2007 
period, however, the Congressional BL.Ct.et Office (CBO) projects a 
growth rate around 8.3 percent, on!} :i~htly less than under pre• 
vious law.u A lower growth rate co~ :ontinue if the spending 
freezes or reduced rates of increase sp,::fied in the BBA are contin-
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ued. However, assuming that spending growth continuca 
private sector, a markedly reduced rate of growth would be 
to sustain over the longer period without creating a substan: 
between the services enjoyed by persons under and over age 
five. Moreover, as expensive pharmaceutical advances conti 
pressure for some kind of drug coverage within Medicare is 1

•· 

grow- reflecting a cost not contemplated in any previous esti 
As a result, although some of the reduction in spending gro 
continue after 2002, as of now Medicare spending will be gm 
close to what it would ha\'e been growing \.vithout the BBA by 
in the next decade. 
■ Medlcare+Cholce. The BBA allowed for several new 

Medicare replacement plans under Medicare•Choice. These incli 
a Medicare preferred provider organization (PPO); a private fee-I 
service plan. which can pay physicians more than the Medicare 
schedule and can charge seniors an extra premium for the stan 
Medicare package of benefits; a provider-sponsored organiza1 
(PSO), in which physicians and hospitals can organize their O' 

risk plan and compete directly with HMOs; and a medical sa· _, 
account (MSA) option for a limited number of seniors, incorporal 
ing a high-deductible plan with an account set up for residual Mi 
care funds. The BBA also authorized the 1995 HCFA decision 
allow HM Os 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 apJ 
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.1• 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 t\kdicare•Choice (about half of seniors en­
rolled by 2030).'s 

Another important change concerns the calculation of capitation 
rates. Prior to the BBA. capitation rates followed the level of tradi­
tional Medicare spending per beneficiary in the county where the 
senior resided, adjusted for age, sex, welfare status, and institutional 
status. Because of differences in cost of lhing, 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 
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per month, and some actual payments were under $300. The 
~ vas financed by slowing annual growth in reimbursement to 

MOS in rhe higher-rate counties by moving toward a fifty-fifty 
~ of national and local rates. Rather than having actual rates 
dccfCaSC. however, Congress stipulated that rates in all counties 
·ould increase at least 2 percent per year. For the first f cw years the 

;367 floor and the minimum 2 percent value \\'ill be the overriding 
&ccors determining Mcdicare•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 rhe past decade. However, the manner in which the BBA has 
reduced variation is likely to change the relationship between tradi­
tional t-.lcdicare and HMOs, with substantial unintended effects. 

first, prior to the BBA. spending per senior (age- and sex­
adjusred) within a county differed by only S percent between tradi­
tional r-.tcdicare and risk plans. Now, howe\'er. payments per senior 
may differ by much more within the same county. In rhe floor coun­
ties, for example, spending will be much higher in Medicare•Choice 
than in traditional Medicare. Although at-risk plans ha\'e tended to 
avoid such counties in the past, they now seem like inviting targets 
fo r private fee-fo r-service plans. By contrast, in the highest- MEDICARE 

spending counties, Medicare•Choicc parmcnts are likely to grO\.v at PROPOSALS 

much slower rates than traditional t,.tcdicare. 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 "-ill be spent for what is supposedly the same package of 
benefits (aside from the HMO sa,·ings. which arc returned to seniors 
as extra benefits ).16 

Thus, enrollment in traditional Medicare may plummet over time 
in counties \\'ith the lowest spending per capita as providers find a 
variety of \\'a}'S to increase the funds a\'ailablc for their patients and 
themselves. in some cases without ha,·ing to account for the addi­
tional benefits provided by the increased f uncling. Profitability for 
providers cou ld be even higher, ro the extent that their sickest pa­
tients remain in traditional Medicare. Comparable distortions may 
occur in counties with the highest spending in traditional ~lcdicare, 
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 \\'ill produce much less 
money per senior over rime than \\'hat will be spent under tradi­
tional r-. tedicare and will make it increasingly unlikely that seniors 
will want to participate in risk plans in areas that have the most 
aggressi\'e practice styles. Both of these effects should be regarded as 
an undesirable and unintended consequence of reducing payment 
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differentiaJs across counties in a way that left Medicare nonn1 
in the choice between the traditional plan and the other optio 

Second, the BBA effectiveJy pulls all counties toward the na1 
mean. Although this is politically convenient, there is no com 
reason to believe that the national mean represents an approp1 
spending level. Perhaps the rates in states with more conserv: 
practice styles than the mean, such as Minnesota or Utah, shoul, 
regarded as the desired standard, and states with higher spend! 
per capita should receive lower payments. This strategy would 
duce payment even below the nationaJ mean and put pressure 
providers in states with more aggressive practice styles. 

Third, although the political attractiveness of increasing capi 
tion payments in counties with low traditionaJ Medicare spen,.1• 
is obvious, it will be important to moni tor how the higher rates 
used. With the potential availability of private fee-for-service pl 
and PSOs, most or all of the additional Medicare money in the "£1001 

counties-those raised to $367 per month-could go into higher: 
reimbursement for providers rather than additional benefits for seri_:} 
iors. Because providers have been only looseJy constrained under 
traditional Medicare, there is no strong reason to belie,·e that the 
monies will translate into additional services. 17 

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 
percent of annual Medicare spending is spent in the last month of 
life-and that mortality rates among the elderly vary \\i dely among 
counties, probably for reasons ha,i ng relatively little to do with 
medical care.18 As a result, counties with higher mortality rates 

. among persons over age sixty-fi,·e , all else equal, \\ill have higher 
Medicare spending.19 Whether a 50 percent weight on local spend­
ing will leave the right amount of \'ariation, 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 HC FA's ability to promulgate regulations in a timelr 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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SBA bas made it possible under current law co postpone significant 
reform unril the second half of the next decade, or later. By that time. 
t,owe\·er. the insolvency of the Part A trust fund will be upon us, and 
the rust of the baby-boom generation will reach age sixty-five. If 
significant changes have not occurred by that time, the pressure to 
rcfonn Medicare will become intense. 

Aside Crom the potential political impediment of trying to reform 
Medicare several years before a financial crisis appears imminent, 
the serious substantive obstacle to such rcfonn is that the vision of a 
reformed Medicare program has not been clearly art iculated 
through the political process. Until chat happens, major reform will ~ 
be difficult to accomplish. ',,<1 

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 arc impor· ~ - , 
rant. These include (1) a financially stable and viable program (that \ , ~ 
is, one that does not require frequent increases in tax rates or adjust- "?. 
men ts to the base) and, in particular. some indication of how the Ce 
necessary long-run financing will be structured; (2) incentives for '15 ' 
senior.a to choose efficient plans and/or provider.a,' wliich impliB j_ 
inancial incentives that reward physicians and other health care MEDICARE 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 comprehensive benefits ~ 

package that partially covers outpatient drugs and in the long run " 
covers some portion of long-term care as well; and (5) a program 
that is regarded a(fai2'to both its beneficiaries and those financing c:.e; °>· 
the program. A M~e program that would meet these goals is a \ q 
premium-support program. analogous to that proposed by Henry 
Aaron and Robert Reischauer in 1995, although our proposal differs 'q . ~ 
in some respects from thcirs.;,o In the remainder of this paper we ,,. ~~ 
flesh out our proposal. 
■ Premium support. Seniors could choose among health plans ~ 

but \\'Ould receive a governmental contribution or premium support ,,n 1, 
hat would be largely invariant to the plan chosen. The premium ~,,-

support would vary, however, according to the person's age. sex. '-. ~ 0 

£.Qgraphic area, health risk starus wealrb, aod use of s~es. ~ ~ 
Medigap premiums are already a considerable burden for the ~ 

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.2' We assume that additional costs for chis 
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 number 
middle- and upper-income seniors has been limited in the past, 
fortunately will not be as true for the next generation.12 

Tying the premium-support payments to income runs the risk 
undermining Medicare's political support, although as long as 
iors continue to receive substantial sums from the federal gove 
ment, this problem should not be insurmountable. Although so1 
might disagree, the political dynamic that caused the repeal oft 
catastrophic provisions of f\tcdicare in 1988 does not seem particu 
larly relevant here because the changes in the catastrophic provi­
sions were redistributive only among the elderly, with no additional 
financing from the nonclderly. Failing to relate premiums to income 
will seem even less attractive. The additional financial burden then 
must be shouldered either entirely b)• the (then relatively smaller) 
number of nonelderly, which also could undermine political support 
for the program, or by the lower-income elderly themselves, which 
we think is neither feasible nor desirable.ii 

Increasing government's contribution for low-income seniors 
while reducing it for higher-income seniors has the additional virtue 
of greatly restricting the scope of the separate dual-eligibility pro­
gram for Medicare/Medicaid recipients and with it the incentive 
problem caused by the ~notch" in Medicaid e ligibilit)'.:◄ By creating 
the categories of qualified f\ledicare beneficiaries (QMBs) and 
specified low-income Medicare beneficiaries (SU..1Bs). current pol­
icy has already moved in the direction of income-related benefits. 

Furthermore, the use of a premium-support program provides a 
more flexible way to change the Medicare eligibility age. The 
number of uninsured near-elderly 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 \\'as regarded as appropriate for full 
benefits. Raising the age to sixty-sewn 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 nonclderly. 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 Dexible means for dividing the burden than do the cur­
rent financing methods. 
■ The benefits package. Historically. the relevant package of 
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1,enefits 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 benefi ts 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 \\ithout 
assuming either that seniors continue to pay the a,·erage 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 gO\·ernment. 
Because of the low payouts of their ~tcdigap policies, those who 
now purchase individual policies arc likely to be much better off 
c\'en if they have to pay the cost of the additional benefits. On the 
other hand, those who have retiree health benefits could ha\'e 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. 
■ 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 in\'oh-es the MEDICARE 

choice between administratively and compctiti\'cly set rates. Unfor- PROPOSALS 

tunately. these discussions usually take place only in the context of 
risk plans and do not include traditional ~lcdicare. 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 go\'ernment or 
beneficiary payments that vary widely according to the competiti\'e• 
ness of particular markets. Moreover, with small numbers of bid-
ders. as seems likely in most local markers. there is alwars the possi-
bilit}' of collusion against the government. 
■ Risk adjustment. One critical technical issue, which must be 

effecth·cly resolved if beneficiary choice of plans is to work well, is 
risk adjustment, or adjustments to premium payments to re0ect 
expected or actual differences in health status and thus health care 
needs. Because spending is so concentrated among rclath·cly few 
persons, not adjusting for health risk unfairly penalizes plans with a 
sicker-than-a,·erage population and unfairly rewards plans with a 
healthicr-than•a\'erage population. Not making these adjustments 
also is an invitation to bad behavior by plans and could gi,·e new 
meaning to the phrase, ~No good deed goes unpunished." 

Risk adjustment is an issue whether one mo\'eS to a premium­
support system or not, but unfortunatel)' there remains disagree-
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ment about how best to do it. There is substantial conse 
successful risk adjustment will require encounter data, hut 
ing such data in a timely, low-cost way is a challenge. The 
requirement that the Department of Health and Human 
(HHS) issue a report to Congress on recommended strati 
risk adjustment in 1999 and implement risk adjustment 
health status in 2000 is likely to force additional thinking as 
decision making in this area. 

Because of the imperfect nature of any risk-adjustment strati 
the near term and because of the potential for skimping in a 
capitated system, we think that a partial capitation system w1 
be desirable.u Under such a system a portion of the gove 
payment would renect the capitation pa}1ment otherwise 
lated, and the remaining portion would vary with actual servi1 
used. In addition to mitigating the incenti\'es to engage in risk sel1 
tion, paying plans something rather than nothing for delivr---' 
more services also reduces the incentive to skimp. 

The effects of moving away from payment that is independent 
use obviously depend on how far away one moves. Weights • 
tween the capitation rate and the services-used component rni1 
be on the order of seventy-five/twenty-five, but some experimenta, 
tion would be required to assess the effect of various weights.l!6 
■ Consumer Information. A system of choices also requires that 

reliable information be presented in a clear and timely way. Work in 
this area is already under way because of the BSA and the mo\'e 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 SBA requirements should impro\'e the situation mark­
edly, imperfect though it be. 
■ 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
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 
technical. 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
tribution, although perhaps not beyond a certain age for those now 
eligible. 

W
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 t-.ledicare as we have 
known it is unlikely to succeed. 

····· ············· ····· ······················ ··· ·········· ·················· ······················· 
The views expremd here arc rhosc of rhc aurhors and nor necessarily those of rhe 
Medicare Paymcnr Advisory Commission (McdPAC). 
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Reimbursement Schemes on Health Pbn Choice: Journal of Health fo>l\.'m1cs 
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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 ~farily11 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 wlll 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 MEDICARE 
Incorporated into broader changes to make Medicare more viable over time. PROPOSALS 

O
NE OF MC DICARE'S G R EATE ST SUCCESSES has been its 
achievement of universal access to care for its beneficiaries. 
Consequently, in considering any proposal for changing 

~ lcdicare, reformers should consider how weU 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 e,·aluating 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 po"erty guidelines for eligibility 
for public programs are $8,050 for single persons and $10.850 for 
couples. Gi\'en the average of $2,600 in health care costs that indi­
,·iduals must bear 0\'er and abo\'e what ~tcdicare and other insurers 
pay. that is surcl>• too low a benchmark for \'Ulnerability.1 Setting the 
level at ISO percent of poverty- about $12.000 for a single per-

Marilyn Moon is a S(llior fellow at the Urban lnstirutc i11 \\lashmgton. D.C.. and a pub/IC 
tn,stu fa1r rhc Socral Scrnrity and 'Medicare tnisc funds. She is author of ~lcdic:i rc Now 
and in the Future, whrch was published 1111996 in a suond edition. \loon wa.s founding 
dirutor of the American Association of Rwrcd Persons' (AARP's) Public Policy Institute 
arid a senior analyst at the Congressional Budget Off,cc. She has her do<1orate in economics 
from rhc University of\\ 'isconsin. 
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VULNERABLE 
BENEACIARIES 

son- would include ten million persons or 30 percent of all M, 
care beneficiaries. . 

Also, many Medicare beneficiaries have substantial health p 
lems.. Nearly one-fifth of those in Medicare's fee-for-service (FF: 
program were in poor physical health in 1993. A total of 23.2 pcrcci 
of beneficiaries listed problems with cognit ive functioning, inclu1 
ing mental retardation, mental disorder, Alzheimer's disease, or 
ficulties in handling money or talking on the phone. Combined, 31.~! 
percent of all bene£iciaries have one or both types of these impair 
ments.i 

Bur ~ f edicare reform options also need to be assessed in the con­
text of a broad set of goals. These should include assuring a stable 
source of high-quality care to dderly and disabled persons, assess, 
ing how excluded persons will get care if eligibility is limited, and 
ensuring that the program is designed and administered efficiently. 
Even the most efficient program will need resources to serve a dou­
bling of Medicare's population and a near doubling of the share o[ 
the U.S. population served by Medicare. Thus. as a final goal, the 
system to pay for such care should spread burdens fairly. 

Recent Leglslatlve Changes 
The ~fcdicare program, as modified in 1997 by the Balanced Budget 
Act (BBA). is likely to increasingly become two separate, and per­
haps unequal, programs. The traditional FFS portion of Medicare 
will remain for the foreseeable future, still expected to serve about 
half of all beneficiaries in 2030.1 Because of the BBA. a substantial 
tightening of access to some services may occur, and in some cases, 
the program's efficiency will impro\'e. But the BBA also requires 
changes in treatment of home health and other scnices that some 
f car will go too far in limiting care for the vulnerable. 

The second portion, the new Medicarc•Choice or Part C. builds 
upon ~lcdicarc's long-standing managed care option. A range of 
new prh-atc plans will be allowed, extending bc)'ond traditional 
health maintenance organizations (H~tOs). Some of these new 
plans may work to the disadvantage of nilncrable beneficiaries. 
These new plans arc slated to start in January 1999, well before other 
reforms to establish protections for the \'Ulncrable will be in place. 

To protect the vulnerable, it is essential to ha,·e a prh·atc plan 
payment mechanism that adequately adjusts for the varying costs of 
beneficiaries who enroll. The current system is inadequate; conse­
quently. plans face a strong incentive to discourage enrollment by 
persons with substantial health problems and to encourage those 
who develop problems to disenroll.4 The payoff to selecting less 
costly patients is now higher than the returns from efficiently man-
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aging care for such patients. The BBA requires development of new 
payment adjusters. but no approach yet has satisfactorily resolved 
chis problem.1 Further, because a healthier mix of patients now 
enrolls in private plans, plans are, on average, paid too generously.6 

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 e.Kpected to 
be about $106 per month in 2008, $45 higher than the premium 
projected before the BBA.7 For a beneficiary with an income of 
$10,000 (which then grows at the rate of projected Social Security 
benefits), this premjum 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 e>:panded 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 ha\·e been MEDICARE 

set in motion. The nature of the basic program is changing in critical PROPOSALS 

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 impro,ing 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-b:tsed 
financing to keep up with greater future needs will be required. 
■ The clash between markets and vulnerable beneficiaries. 

Under even the current setup, }.fedicare 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 ellminat­
ing traditional Medicare, have been seriously proposed as a solution 
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"It is un likely that Medicare can or should turn back the clock 
and eliminate private,plan options." 
.......................................... ····· .......................................................... ... ........ ; 

h RABLE 
BEN~FICIARIES 

to Medicare's long-run problcms.9 This would require thirty-th: 
million beneficiaries to switch insurance arrangements. 

What is the justification for adopting vouchers? Belief in the 
private sector's ability to hold down costs of care is a primary moti: 
vator, re0ecting a strongly held philosophical viewpoint, but not 
one backed up \\ith facts. Since 1970 Medicare's cumubtive rate of 
cost growth has been lower than that of private insurance, even 
including the 1990s. when the successes of private plans have been 
strongly touted.I(\ }..tedicare has been more successful while retain­
ing a mainly FFS S)'Stcm and absorbing large numbers of new bene­
ficiaries. 

Can we expect the private insurance market to do better than 
Medicare at controlling health care costs in the future? Competition 
among private plans does not magically lead to lower costs. It is 
what plans do that matters, and as the current disaffection with 
managed care for the younger population demonstrates, many tech­
niques now used by private insurers are viewed with hostility for 
emphasizing the management of costs rather than managing care. 
Over time, progressi\'e plans may be able to improve techniques for 
managing care effecti\'cly. thereb}' establishing a case for further 
privatization, but the evidence does not yet support a full restruc­
turing of Medicare. \'oucher approaches mean that if private plans 
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. \'Ouchers are ways of shifting both risk and 
financing to beneficiaries. 

What are the benefits of a market-oriented approach? Giving 
beneficiaries more 0exibility would allow choice between less ex­
pensi\'e but more rcstricti\'e 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 char ~tedicare thus far has successfully a,·oided. More­
over, allo\\ring 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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vuLNERABLE BENEFICIARIES 

It is unlikely that Medicare can or should tum back the clock and 
eliminate private-plan options. Rather. t ime 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. 
■ Working with the traditional 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 arc less dramatic than a full - □edged 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 MEDICARE 

projected share of the gross domestic product (GDP) (net of the Part PROPOSALS 

B premium) in 2020 from 5.44 percent to 4.08 pcrcent.11 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. 1

: Nearly one-third of 
those likely to remain in the FFS system haw 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 
to enroll 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. ~toreover, 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 4 3.3 percent. and expenses to nearly two-, 
the total. 
■ Benefit Improvements. One of the most difficult and 

pieces of reform is expansion of Medicare's basic benefit 
Private supplemental (Medigap) plans are becoming u 
for beneficiaries with average incomes. Costs of policies rise 
as the risk pool becomes more heavily weighted with be~ 
with health problcms.11 Moreover, plans have moved away 
community-rated premiums to arrangements in which p1 
rise dramatically with age. Consequently, these experiencc­
Mcdigap plans shift costs onto those beneficiaries least ab~ t1 

sorb them. Further. efficiencies could be gained from having 
ciaries rely on only one plan. 

A more rational Medicare cost-sharing package would not 
to be extraordinarily expensive, especially if it increased cost 
ing in areas such as the Part B deductible that are likely too low 
while reducing the unusually high hospital deductible and a, 
stop-loss protection ... In addition, the other most crucial element 
a more up-to-date benefit package is a prescription drug be 

VULNERABLE Those purchasing Medigap plans can at best obtain limited 
BENEFICIARIES scription drug protection (and increasingly many private manag1 

care plans also restrict these benefits). Drugs are viewed as an 
tial part of today's health care treatments. But they also represent 
particularly strong way to select on risks; private plans that ofJe.a:, 
prescription drug benefits find that they attract sicker patients.as 
Thus, to assure future availability. prescription drugs arc 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 attract higher-risk beneficiaries. causing the 
problems noted above. An intermediate approach would create a 
two-tier premjum: 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
fi ts. 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 prerruums for increased benefits-could opt 
out of the voluntary portion. 
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VULNERABL E IEN EFICIA R IES 

■ 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.16 Raising the income and 
asset cutoff levels would ma.kc 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 
onJy the required premium. This would phase out protections more 
gradually than the current system docs. 
■ Unlversallty versus ellglblllty changes. One Msolution· 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 arc considered Mmainstream.· Universality also car- MEDICARE 

rics political advantages. Finally. any proposal to limit eligibility PROPOSALS 

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 off cred 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.r ~lore­
over, if actual retirement ages rise. this option becomes more ,;able. 

This approach also has disadvantages. \Vithout private insurance 
reform, persons who arc 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
£its. 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 sen ices rise to pay greater retiree health bene­
fi ts, and if the number of young families supporting their older 
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relati\'eS increases, we will be just as burdened. Thus, we 
have solved anything, although the balance on the federal 
ment's ledgers would improve. 

Finally, each age group of the population contains a su 
share of vulnerable beneficiaries who would need special 
tions, since they arc less likely to be ser ... ed by the private 
but protections would lower public savings.18 If public fin: 
Medicare becomes a major problem, age of eligibility may be a 
of a final reform package; its acceptability depends on what 
adjustments are made to protect those excluded from ~1edicarc. 
■ Increasing costs on beneficiaries directly. Some piece 

long-term solution will (and likely should) include increases in 
tributions from beneficiaries beyond what is in the BBA. The q1 
tion is ho\\' to do this fairly. Passing more costs of the program 01 

beneficiaries needs to be carefully balanced against bcneficiari, 
ability to absorb these changes (and assessed against other poli, 
changes such as in Social Security). 

The easiest way to raise additional revenues from beneficiaries 
through an across-the-board increase in the Part B premium. S 
increases generate large amounts of resources, although increa: 

VULNERABLE added br the BBA mean that Medicare beneficiaries will be paying 
BENEACIARIES 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 abo\'e ). 

An alternati\'e, subtle means of shifting the burden to indhidu­
als-but often not scrutinized in the same way-is through a 
\'Oucher system. If the voucher were constrained to grow at a fixed 
rate o,·er time, it could generate a regressi\'e impact as low- and 
moderate-income beneficiaries found it difficult to obtain reason­
ably priced insurance for the voucher amount. Further, eliminating 
go\'emment's stake in health care costs would mean one less pbyer 
concerned about reducing those costs O\'er time. 

Another option is an income-related premium, whereb)' higher­
income persons would pay a greater share of~ 1edicare·s costs. T)ing 
premiums to income makes sense on grounds of equity but mar be 
difficult to achic,·e in practice. Administrati\'e costs would rise sub­
stantially. ~tore important, such approaches generate only limited 
new revenues unless the income thresholds arc 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 O\'er t he period 1998- 2002.1

~ There simply are not 
enough high-income elderly persons for this option to ~soke" the 
problem. 
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V ULN E RAB LE BENEFICIARIES 

"Ultimately, the issue of who will pay must be divided between 
beneficiaries and taxpayers." 
·················· ··············································· ··········· ······································· 

An alternati\'e income-related approach would treat Medicare 
benefits-all or in part-as income and subject to the federal per­
sonal income tax. This is analogous to taxing Social Security, al­
though more complicated because these benefits are received Min­
ki nd" and are not traditionally viev,1ed as income. Taxation of 
benefits not only would raise revenue but also would make benefici­
aries more aware of the Mvalue" of Medicare benefits. Howe\'er, this 
option would add considerably to Medicare's complexity, and crit­
ics argue that it is unfair to tax some in-kind benefits and not others. 
Adopting either such taxation or an income-related premium may 
be justified as a symbolic gesture as part of the solution for Medi­
care's financing problems. 
■ Additional public financing for Medicare. Ultimately. the 

issue of who will pa)' must be divided between beneficiaries and 
taxpayers. Even with beneficiary contributions. the long-run costs 
of Medicare will require additional public funds. As the number of 
beneficiaries grows from 14 percent of the population in 1997 to 22 
percent in 2030, it is appropriate for Medicare's share of both GDP 
and the federal budget to rise.20 The share of the population getting 
insurance from other sources will fall. at least partially offsetting 
higher costs to Medicare over time-a fact often ignored by Medi­
care's critics.'' 

The payroll tax share for Medicare Part A at 2.9 percent of earn­
ings (reflecting the combined employer and employee amounts) has 
not risen since 1986.'' If the percentage of payroll devoted to Medi­
care were increased b)' a factor just to account for growth in the 
share of Americans covered by Medicare, the combined tax rate 
should be 4.2 percent by 2020. But for Part A, for example, rate 
increases could be lower for some time to come. The Medicare actu ­
aries ha\'e estimated that a one-percentage-point tax increase 
(bringing the combined total to 3.9 percent of payroll) would be 
enough to extend the life of the trust fund to 2030.n With reason­
able restraints on spending and other policy changes as described 
above, such a tax increase would keep the program in balance even 
longer. Revenues for Part B also will ha\'e to be increased, through 
general revenues or perhaps new dedicated taxes. Although painful. 
these changes are of an order of magnitude that taxpayers might 
accept as the price of keeping the ~tedicare program intact for the 
foreseeable future. 
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SOCIAl a 
HEALTH NEEDS 

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 Chriscinc K. Cassel, Richard \V. Bcsdinc, and Lydia C. Sicgd 

ABSTRACT: ~edlcace cnver~ 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 

adults and their families. t ur proposed revisions would promote, rather than 

discourage, optimal care for beneficiaries. By replacing incentives for frag. 
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 su_ccessfully aging society. -

No longer "ill older Americans Ix dcnic.-d the healing miracle of modern mcd1cme :-.lo 
longer will illness crush and dcstro)' the sa,ings t~· lu,~ so carefully put a,,.a)' o,-cr 
a lifctUJl( so that they might enjoy dignity in their later years. No longer will young 
families sec 1hc1r own incomes. and their own hopes. eJtcn away simply bccJusc they 
arc cam;ne out their deep moral obligations. 

Prcsidrnz Lyndon B johruon.. 01 rite signing of rite :\lcd1<arc kgularion.July 1965. 

MED I CARE HAS EN ABLED MILLIONS of older Americans to 
enjoy longer, healthier, and more independent li\'cs. In­
deed. the much-hailed trends in "heaJth}' aging" derive in 

part from numerous Medicare-covered interventions: joint replace­
ment, cataract surgery, and bypass surgery. to name a few. Yet aJ­
though ~kdicarc ensures access to many essential forms of care. the 
program's current benefit structure is poorl}' matched to clements of 
optimaJ care for its main beneficiary popuJation- oldcr adults. The 
program was modeled after employer-sponsored insurance, which 
..... ......................................... ......................................... ............ 
Christine Cassel is chairman of the Henry L Schwa~ Department of Gcriarri<s and Adult 
Dcvdopmmr and professor of gmatri<s and medicine at Mount Sinai Medical Center in New 
York City. Richard Bcsdine is professor of medicine.. dirccror of the UConn Center on Aging, 
and Travelers Professor of Geriatrics and Gero11tology at the U11ivcrsity of Co,1nwic11t 
Health Center. in Farmington, Connutina. Lydia Siegel is a health policy reS(archer and 
writer in Mount Sinai's Department of Geriatrics and Adult Devdopmenr. 
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MEDI C ARE 

:i 1s,:s since expanded in scope beyond its acute care emphasis; Medi-
~ a-c has not similarly changed. Medicare discourages management 

i!JJcl coordination of care, omits prescription drug coverage, favors 
.cure care over interventions for functional status, and permits 
incdical costs to impoverish older adults and their families. 

\'bx 
Moreover, Medicare has not kept pace with medical advances, 

~,, care strategics, and accompanying co,·crage n eeds, including 
mrerventions for sensory impairment and psychiatric care. Optimal 
management of chronic illness requires dose coordination with 
Jong-term care services, but today's financing policies encourage 

( 

fragmentat ion and cost shifting. Excluded services, including basic 
medications, often are unaffordable. Supplemental insurance cannot 
adequately bridge these gaps, particularly for lower-to-middle­
income populations. 

'1y\ 
\~ 
\\;,~ 

A health insurance program with these shortcomings must be 
examined closely, and the current debate on the future of Medicare 
presents an opportunity to do just that. \~'e argue that the content 
of Medicare coverage must be considered alongside any cost con­
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. MEDICARE 

Indeed, in planning for an unprecedented demographic shift, we PROPOSALS 

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 
older adults to remain productive and independent. ~ 

Our knowledge base in geriatric medicine has expanded dramati-
cally since Medicare's inception. We now ha\'e a set of proven inter- Q,. 
\'entions and approaches to care that foster optimal outcomes in ~ 

1.11 

older adults, involving continuity of care. early intervention.. health ¼ ~ 
promotion and disease prevention, and care manaflement. Coverage ~ ~ ,,. 
based on these principles, combined \\ith care deivered by provid- "1r ._ ~ I 
ers trained in geriatric medicine, are essential steps toward achiev- q

7 
(' _,,.., 

ing a successfully aging society. q ~ 
Restructuring Medicare toward this goal, and coordinating the ~-'I 

program more closely with other funding sources, may be possible 
without huge increases in cost , but this paper expressly does not , 
put forward a financing proposal. Today·s fiscal and political cli-
mate is a major constraint, resisting sweeping change. These reali-
ties should not be underestimated, but here we begin from the per-
spective of known standards of geriatric medicine. 

n,_,. ,.,,.,_ 't ..-rl ir -, rl' ic: rl l'c: innl'rl r" ,..-,t,'tr nlckr aclulr c:; and their 
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families from impoverishment, it is necessarily intertwined 
social policy. Therefore, it is essential to examine Medicare's 
text within a broader continuum of care, its role in society and 
economy, and its influence on the geriatric medicine workforce. w; 
outline two sets of recommendations, one oriented toward di 
health outcomes, and the other toward broader systemic viability_ 
our aging society. Our recommendations constitute a profounds: 
in Medicare's historical focus and overall philosophy, from a cata­
strophic health insurance program to a more comprehensive, Pl'Oaer. 
tive health care system. The current policy climate tends to discout .. 
age such fundamental rethinking, particularly since these proposais 
may increase some costs. However, reorienting Medicare covera&' 
to promote optimal health and protect older adults and thei.r farni_, 
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
eases, and functional decline through an integrated continuum of 

SOCIAL a care has radically reshaped our perspectives on aging and medicine. 
HEALTH NEEDS 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; adcm1ate cu~radial borne ~ppr2f>riate use of 
~ons; assistive devices for mobility, hearing. anavisioi'i;'and 
dignity and relief (rom suffering at all stages of illness. Medicare 
co,·erage 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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pdgment and communication among multiple providers. Capita­
p0P, one potential vehicle for this care, is discussed below in terms 
J. patential benefits and challenges. 

I Preserving function. Functional status must be carefully 
IJIOnicored in older adults, since activity-limiting disabilities and 
cbJoniC 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
tion of functional decline is a fundamental treatment goal. However, 
Medicare co\·erage 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 £it eyeglasses and hearing aids. 

Interventions and assiscivc devices for sensory impairment are 
basic elements of care that Medicare should cover. Visual loss can 
lead co 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- MEDICARE 

de function from disuse), and inability for self-care; simple inter- PROPOSALS 

ventions can forestall this cascade of functional decline. 
Paradoxically, Medicare covers walkers, canes, and wheelchairs 

for mobiliry loss related to musculoskcletal illnesses but excludes 
coverage for sensory losses; chis signals the need for better rationali­
zation of co,·erage. Medicare is also poorly aligned in the area of 
rehabilitation senices. Following stroke, amputation, or hip frac­
ture, coverage is cont ingent on improvement. Numerous studies 
demonstrate that rehabilitation is highly appropriate for patients 
whose conditions remain stable, given its ability to prevent further 
decline, yet this crucial maintenance function is not covered.1 

■ Care management. Care management is a comprehensive 
treatment strategy that includes anticipatory management of 
chronic illness. commun ication among interdisciplinary providers, 
and adjustment of care with changes in condition. This strategy is 
particularly important in the care of older patients, whose multiple 
medical conditions present complexities that are not adequately 
addressed by con\'entional disease management guidelines and care 
pathways oriented toward a single illness. 

Yet Medicare, which covers hundreds of intensive medical proce­
dures, docs not adequately reimburse the range of care management 
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 co1 
monly, arthritis, hypertension, heart disease. sensory and mob:· 
impairments, diabetes, and dementia.3 Care protocols vary 
edly, depending on comorbidities, polypharrnacy, functional le· 
social resources, and patients' values. However, reimbursemc 
policies favor fragmented care among several providers rather th1 
ongoing management by a unified team. Consequences of none, 
dinatcd care include missed or inaccurate diagnoses, harmful d 
interactions. and overrnedication. 

Care management by a skilled and knowledgeable team 01 
providers can address these complexities. Creating a reimbursable 
care management category under Medicare, or providing adequate 
rares 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-

SOCIAl • ration. Recent evidence that tight blood-sugar control can delay 
HEALTH NEEDS 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 
O\'ermedication or harmful drug interactions. Hrpertension man• 
agement also requires ongoing monitoring of multiple stroke­
pre\'ention medications; new research on cholesterol-lowering 
medications may greatly alter prevailing ideas of age-appropriate 
treatments for heart disease. ~ 1cticulous, skilled, and informed in­
terdisciplinary care is required for treatment of these conditions. at 
a lc\'CI of monitoring that ~ 1edicarc coverage docs 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. 
Older patients may miss appointments because of transportation 
problems. Adherence to medicat ions 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 poveny or inability to prepare 
meals, is a grave risk, precipitating declines in health; linking vulncr, 
able patients with nutrit ion resources can minimize acute care and 
insrinitionalization. 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 success[ ul 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 e\'aluation. 
■ 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 MEDICARE 

hospitalization and other costly interventions. However, high prices PROPOSALS 

often hinder adherence to recommended treatment. Medicare 
health maintenance organizations (HMOs) are reluctant to include 
co\·erage for prescription medications, and ~fcdigap policies offer, 
ing this benefit are prohibitively expensive for many beneficiaries. 

Se\'eral new medications can impro\'c aspects of cognitive func­
tion in Alzheimer's disease, and more arc on the horizon. Random­
i=ed t rials arc 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
protcctive medications have improved symptoms and overaU sur, 
\ival. ~tanagement of heart disease and hrpertension 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-
r"" '"' ""' - ~ ,-J.,., ..,. _ .. ~ . ,,.., ..... .. L, ... _.., _J -: .~ ... -~•=- .._ • 1 1, 
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vent this condition but require access to prescription drugs and 
continuity of care for medical monitoring. 

Older adults' mental health receives insufficient attention but is a 
major detenninant of overall health. Depression, both common and 
highly disabling, can exacerbate other chronic illnesses and hasten 
decline. New medications with fewer side effects are effective in 
older adults but are much costlier 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 Societal Issues 
■ Managed care. Managed care and capitated systems may be 
ideal for pennitting the flexibility that good geriatric care requires, 
as outlined above. However, in today's competitive marketplace 

socw. a managed care companies face powerful disincentives for providing 
HEALTH NEEDS 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 \Vill 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 predictable large increases in costs? 

Our nation's recent experience with managed care illust rates the 
ramifications of these challenges all too clearly. Although more than 
80 percent of Medicare beneficiaries have remained in fce-for­
service (FFS) arrangements, a significant proportion enrolled in 
managed care during the 1990s, seeking lower costs and comprehen­
sive benefit s. 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 arc numerous, 
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on outcomes of care-those consistent 
owledge and those desired by patients and 

and satisfaction are also major elements in 
~ness and care based on available guide­

~ rs of care, especially the Health Care 
· · - (HCFA), emphasize education as part of 

to enable beneficiaries to make better 
:.1nrovider systems and available treatments. 

now provide measurements that allow us to 
af care provided in various managed care or FFS 
~ to specific outcomes. Most data show no 

studies suggest that outcomes for old, frail. 
chronic disease are better in traditional FFS 

:.-care data collection for both systems is in dire 
HCFA and independent organizations that 

care need far greater capacity to provide this 
One promising step is already under way: the 

ation of performance measures across sites 
with substantial burdens of chronic dis­

th Plan Employer Data and Information Set 
~ has included a functional status measure. MEDICARE 

th of seniors," along with six other reJevant PROPOSALS 

measures, is now mandatory for those man-
Medicare contracts.' In addition, HCFA is 
measures of quality in the FFS setting. albeit 

adjustments. 
... if acute and long-term care. Long-term care. 
the home or in institutions, becomes increasingly 

cing age. This form of care is inseparable from 
ts of health status, since appropriate levels of 

activities of daily living (ADLs) can forestall 
_ of long-term care coverage permits a pattern of 
~ undermines the provision of appropriate, cost­
c are not proposing that Medicare ex'Pand to cover 

·~ services; however, we argue that better integra­
care with acute care can mitigate t his problem. 
. t of Medicare beneficiaries report their health as 
but more than one-sixth of all older adults require 

• Specifically, long-term care services provide assis­
~ lncluding dressing. bathing, transferring from bed 

oneself, using the toilet, and walking; and with 
{lADLs). including going outside, handling fi -;;;f ~ d p~eparing meals, taking medication, using 
doing light housework. Seven million persons 
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"Older adults with a lifelong work history can become depend1 
on Medicaid when health problems multiply and worsen." 

SOCIAL A 
HEALTHN££0S 

need assistance with AD Ls as a result of chronic illness or dis: 
a number that may double by the year 2020.'0 The disability rat1 
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 
eighty-five age group is the fastest-growing segment of the po] 

tion, which highlights the importance of this issue. 
Home health and skilled nursing facility (SNF) care are im 

cant forms of long-term care. However. Medicare coverage con 
restrictions that can limit their effectiveness in providing good 
Continuity of care is essential. and maintaining function can de! 
institutionalization. Adequate home health coverage could ha 
favorable impact by helping seniors to avoid more serious compll, 
tions. Notably. nearly one-third of all Medicare spending pays fc 
care used by only 13 percent of beneficiaries: those with substan1 
long-term care needs.12 Adjusting benefits for more appropriate d1 
ration and forms of care could decrease the likelihood of futu. 
hospitalization. 

End-of-life care is an essential part of the equation; some cos1 
attributed to long-term care actually represent high costs for care 
dying patients. Medicare-funded hospice care is successful for tho 
who use it, yet fewer than 15 percent of Medicare patients who die, 
are cared for in a hospice program.11 These patients must be part o1 

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
ishment. Long-term care thus remains a "dumping ground,M because 
these costs have \'irtually no impact on Medicare. Closer integration 
must be achic\'ed to realign these incentives. At the \'Cry least. we 
need to reverse incentives weighted tO\\'ard institutionalization and 
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 
contribute to a cost-shifting pattern that masks the true costs of 
care for older adults. Medicaid has become the largest prO\ider of 
long-term care coverage. for middle-class as well as low-income 
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-,~wlations... As of 1995 ~fedicaid paid for the care of approximately 
II percent of nursing home residents and covered more than 50 
~ent l'lf all nursing home costs.'• Currently, 16.5 percent of Medi­
~rc beneficiaries also are covered by Medicaid.'s However, in the 
~ulatioo \\i th long•tenn care needs, the proportion of Medicaid­
~tblc beneficiaries rises to 45 percent, which demonstrates a 
• ·klcsp~.ad inability to afford this care.16 Long-term care costs often 
al( imJXWcri.shing; older adults with a lifelong work history can 
t,ccom<- quickly dependent on Medicaid when health problems mul­
tiply and w orsen. Continuing to exclude long-term care coverage 
(rom th~ \ kdicare benefit will only exacerbate this problem; mak-
1ngpo,•1:"rty a requirement for long-term care coverage is not a viable 
option. 

lncl\-,L~ in ~tedicare spending for more in\'olved forms of care, 
such as home health and SNF care, have caused justifiable concem 
Howe,'--'f. the answer is not blanket spending decreases but closing 
the gJ._p between coverage provisions and actual needs. Precisely 
dcfini~~ th.is high-cost population's medical needs, and separating 
them lt\.."lln the social costs, is a major pol.icy challenge. 

Th<- bcsi model in the United States for integrating acute and 
long-h.'tm care is the Program of All-Inclush·e Care for the Elderly MEDICARE 

(PAC.l:\.. de\'elopcd in 1972 at a community-based nonprofit entity PROPOSALS 

in Sm Francisco. PACE employs a unique funding mechanism that 
pools. \ kdicare and Medicaid benefits into a fixed monthly rate. 
Fund::- ..are then 0exi.bl)' aUocated to a wider range of services than 
conv-.:-nltlonal CO\'erage restrictions allow. Based in a day care center. 
a multl'.lisciplinary team pro,;des medical. rehabilitative, and social 
scrv"' ,"S. PACE supports transportation to day care centers, doctor 
visit~ ('\·aluation. and socialization through capitated dollars. The 
~omrt1.:-hcnsi"c array of acute and long-term care ser\'ices also can 
mc~ui,k in -home skilled nursing or personal care. physical and occu-
patl1.'lr.~ therapy. □eal delivery. and other ser\'ices as needed. PACE 
then,'t-."l:-c embodies the best principle of managed care: One entity is 
resf' ,-.sil::-Jc for ..ill fin.incial and medical aspects of care. This model. 
an l''\\.'mphry syscem of care for frail older persons, must now be 
test,",:. m larger popuh.tions. 

R,''-t.trsing :\!ec.Jcare·s current incenth·c to hospitalize patients 
whl, ,'\."luld be tre1ted more appropriately in a subacute care facility 
col.lb-.{ reduce aruire care costs. Such a shift is unlikely to produce 
drai.'l'\Jitic sa,ings. but coordination among systems of care will be 
e~~:,,,.~al for tbe well-being of patients and families. There is no 
sm~~ right an~-a. but a better approach can be found than the one 
we h,c,·e now -whi...:h separates medical and social costs of long­
terL~ ...:are in :i " ".a)' that promotes discontinuity, redundancy. and 
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gaps in care. 
■ Protection from Impoverishment. The misali, 

«; 

tween needs and coverage places a heavy financial burden 
adults and their families. In this sense, too, Medicare fails to 
mandate. Out-of-pocket health care costs have grown drama1 
far outstripping the ability of most older adults to pay for ·' 
care. These costs now consume a larger proportion of oloo 
income than in 1965. Further, there is no maximum spending 
Medicare to protect against catastrophic costs. 

Many older Americans are in a fragile economic position. Ad· 
ing age often brings some combination of retirement, widow: 
or changes in housing-major life events that affect socioeco1 
status. Of the 31.4 miJlion Americans age sixty-five or older 
reported income in 1997, 79 percent reported income of less 
$25,000, and 37 percent reported income of less than $10,000.17 

filth of all older women live below the poverty line; 60 perct 
women age eighty-five and older a.re poor or near-poor, and 
lack the economic. physical, and emotional supports needed 
independence and good quality of life." Other older subgroups 1 • 

to live in po\"erty include minorities and persons in rural areas. 
SOCIAL& There is a strong, well-documented correlation between 
HEALTH NEEDS nomic disadvantage and health risk factors, which increases 

importance of appropriate coverage. Persons of lower sod 
economic status generally fare less well in the health care system, 
measured by access and preventive care, along with poorer ou1 
comes regarding accuracy of diagnosis, treatment efficacy, follow­
up, and hospital readmission.19 This population also has a higher 
prevalence of illnesses that often result in permanent activity; 
limiting conditions, such as asthma, diabetes, hypertension, and 
heart disease.~ 

Although many persons purchase supplemental coverage (Medi­
gap policies). others cannot afford the high premiums. The 1997 
Balanced Budget Act {BBA) raised Part B premiums, which will -.. 
increase the burden on low-income older adults. Assistance for low­
income persons also will be capped, thereby creating further hard­
ship. 21 Most older persons, regardless of socioeconomic status and 
often independent of financial planning, face staggering health care 
costs that few families can absorb. In one important study almost 
one-third of surveyed f arnilies reported losing most or all of the 
family's savings for a relative's care. Common adjustments included 
moving to a less expensive home or forgoing education or medical 
care for other family members. Notably. 96 percent of patients in 
this study had hospitalization insurance, which is strong evidence 
of the heavy burden of costs associated with nonacute care.22 In 

H E A L T H A F F A I R S • \ ' o I u m c I 8 . ~ u m h c r I 

ff l U C T U R I N G M E D I C A r ...-
;~S Medicare. t ransf ern 

cbcir families is not an opn 
· • setter training and rt 
...o1der workforce trained ir 
~r and growing need; pr0 
~rives to manage a range , 
liigh-quality geriatric care in 
ud}ization rates for more int 
~ ent inadequacies for th 
Powerful disincentive to the : 
"'°rkforce. Proficiency in geri. 
variable symptoms of ten pre~ 
can be further complicated b) 

Comprehensive assessmenl 
and physical functioning. is a 

1 
p0werful preventive tool. p;1 

or cognitive decline common 
early intervention to avoid 
intensive treatment. Althouf. 
providers without geriatrics 
inclusion and appropriate us, 

Only subtle differences m 
able illness and of irreversi\­
argy. and falls arc easily inter. 
ers, rather than as potential 
underlying illness such as 
myocardial infarction. Phy~ 
health-related quality of lih 
tients and families on issue• 
sive interventions or comfor 

Our aging papulation \\' 
health care professionals tr 

Aging Research forecasts t 

ciaos by 2030. when our \ 
sixty-five million.JI The U 
geriatricians. and the retire 

Reductions in Medicare 
(GME) will further weak~ 
medical training does not ;, 
management skills. and i· 
geriatric care demands; cu· 
this essential form of train 
burscment patterns. in th, 
ation and management, e> 

H EALT H AFFAIR S 



out, 
low, 
gher 
-ity, 
and 

'edi, 
1997 
will 
ow, 
ard, 
and 
care 
10St 

the 
::led 
ical 
, in 
nee 
Jn 

M EDICARE 

reforming Med icare, transferring additional costs to beneficiaries 
and their families is not an option. 
■ Better training and research In geriatric medicine. A 

provider workforce t rained in the field of geriatric medicine is a 
lllajor and growing need; providers must ha,·e the expertise and 
iJlcentives to 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
bursement inadequacies for the scope of geriatric care services are a 
pawerful disincentive to the training and retention of an adequate 
workforce. Proficiency in geriatrics enables pro,iders 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 disease; assessment enables 
early intervention to a\'oid serious conditions that require more 
intensive treatment. Although assessment is covered by Medicare, 
providers without geriatrics training are f requendy unaware of its 
inclusion and appropriate use. MEDICARE 

Only subtle differences may separate the presentations of treat- PROPOSALS 

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 
underlying illness such as hypothyroidism, pneumonia. or silent 
myocardial infarction. Physicians also must possess expertise on 
health-related quality of life and t reatment choices. to advise pa-
tients and families on issues such as the appropriateness of aggres, 
sivc interventions or comfort care. 

Our aging population will exacerbate the existing shortage of 
health care professionals trained in geriatric care. The Alliance for 
Aging Research forecasts the need for more than 36,000 geriatri­
cians by 2030, when our older adult population will total about 
sixty-five miUion.11 The United States now has fewer than 9,000 
geriatricians, and the retirement rate exceeds the training rate. 

Reductions in Medicare support for graduate medical education 
(GME) will further weaken this underpopuJated specialty. ~lost 
medical training does not address the complexity of medical issues, 
management skills, and interdisciplinary coordination that good 
geriatric care demands; cuts to GME funding will restrict access to 
this essential form of training. The disincentives in physician reim­
bursement patterns, in the form of inadequate payment for evalu­
ation and management, extend far beyond professionals already in 
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practice. Physicians-in-training. who observe that p1 
acute care skills are better reimbursed, are reluctant tocn1 
ties that require time-consuming. unpaid coordination 

The resource-based re111tive value scale (RB RVS), impl1 
the early 1990s. promised to replace customary charges wi1 
reasonable system of reimbursement, structured acco1 
difficulty of the work involved Unfortunately. political 
and high stakes have prevented the RBRVS from levelingt: 
field. Payments for some overvalued services have been 
surgical services are still reimbursed at a disproportiona1 
level compared with the evaluation and management 
needed to coordinate interdisciplinary care for older perso1 

Legislation proposed in recent years would increase M 
GME payments in geriatric medicine and psychiatry. In a, 
each yearof training for geriatrics certification would count as, 
of service for federal loan repayment. The Department of Heal1 ·· 
Human Services (HHS) also would establish five demons: 
projects that integrate geriatrics with traditional hospital­
training in skilled nursing facilities, hospices, rehabilitation 
ties, and other community-based programs. Medicare refonns · 

SOCIAL a support these aims would diminish the gap between supply 
HEALTH NEEDS demand. 

A 
PRODUCTIVE, SUCCESS FULLY AG ING SO CI ET Y is wit: 

our reach. and ignoring the issues discussed abo,·e will ' 
pose heavy costs: lost productivity, overwhelming econo: 

burdens on families, and potentially avoidable disability. Realignin! 
Medicare coverage to encourage optimal care strategies is one of C.: . ' most important steps we can take. In light of other unknowns,1 
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 
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. 

···· ············· ····· ··· ······· ·· ··· ······ ·· ·· ······· ·· ··· ···· ·· ·········· ········· ··· ····· ····· ·· 
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Medicare's Choice 
Explosion? Implications· 
For Beneficiaries 
Even if more managed ca re 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. 

A
s THE NAT IONA L BIPARTISAN COMMISSION on the Future 
of Medicare focuses on financing health care for f urure 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 ~ ledicare and to 
encourage plans to compete on the basis of price and quality. 

Howe\'er. early evidence suggests that the predicted, rapid 
growth of private health plan options under Medicare may not oc­
cur unless Congress and the administration inter"ene. OnJy a small 
number of plans. other than Medicare health maintenance organiza­
tions (H~IOs). have applied for contracts to serYe beneficiaries. 
Several HMOs with experience in the Medicare market are with­
drawing from selected areas or terminating their ~ ledicare line of 
business entirely. Unless a large number of Medicare•Choice plans 

Patricia Neuman is director of rhc Medicare Policy Projccr of rhe Henry]. Kaiser Family 
Foundarion in Washington. D.C. From 1989 to 1994 she was on the professional staff of rhe 
House \Vays and Mca11sS11bcommit1u on Hca/rh. where shcdcvdopcd and drafted Medicare 
and health care refonn legislation. Karh,yn Langwell is the managing dirwor of the Hca/rh 
Economics Pracricc of Barents Group LLC. also in Washington. D.C. She served as dcpury 
assisranr dir«ror for heal char rhe Congressional B11dgc1 Office from 1989101993. 
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new applications to the Health Care Financing Administra­
(HCFA) for 1999, there will not be a significant increase in the 
number of private plan options ayailable to beneficiaries as the 
~ ram gets under way. This would be a marked departure 

" the crend of rising Medicare H~vt O plan participation observed 
scccnt years.' If the n~mber ~f plans does not increase, then the !meted rapid growth m Medicare managed care enrollment may 

~~occur. Moreover, if Medicare•Choice plans are unable to con­
dlUC offering relatively generous supplemental benefits, while 
c)aarging low or no premiums, enrollment may be further con­
. craiJted, in that beneficiaries cite lower costs and better benefits as 
cbtroain reasons for joining Medicare HMOs.

2 

Jtis passible that plans will enter the market more aggressively in 
ahc future but are moving cautiously now in response to the new 
law and the implementing regulations. Whether the role of private 
plans under Medicare expands, plateaus, or contracts, the changing 
}.calth insurance environment presents both opportunities and un­
~ties for the Medicare population. 

Jn this paper we review the rationale for expanding choice in the 
)dcdicare program and the conditions under which choice could 
k}p Medicare beneficiaries. We examine recent evidence from and MEDICARE 151 

trtnds in the Medicare HMO program and the issue of whether a BENEFICIARIES 

significant expansion in the number or types of health plan options 
Is ,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 
necessary to maintain adequate coverage for beneficiaries in the 

future. 

The Theory Of Choice 
Under Medicare•Choice, Medicare v,,iJl be able to contract with 
HMOs, provider-sponsored organizations (PSOs), preferred 
provider organizations (PPOs), pri,·ate 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 t-.tedicare•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.1 Changes in 
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plan requirements also are intended to attract private organizatio: 
to the program. Examples include eliminating the .. fifty,fj 
rule-which required at least half of any Medicare HMO's mem1 
to be non-Medicare beneficiaries-and easing entry requireme1 
for PSOs by permitting them to seek federal approval rather 
state licensure. 

These changes may result in the emergence of plans in some a1 
of the country where they did not exist before. But other paymen1 
reforms in the BBA, coupled with new regulatory requirements gov1 

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 emironment 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 ft 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 
well below the amount charged by Medigap insurers for roughly 
similar coverage. Medicare beneficiaries have responded to these 
offerings by enrolling in ~tedicare HMOs at a rapid rate, especially 
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 off er generous benefits and low premiums primari.ly 
because they are located in areas with relativcly high Medicare pay­
men t le\'els 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 Fias 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 wiJl drive 
plans to operate more efficiently or withdraw from Medicare. 
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Uncertainties In The Market: WIii There Be 
More-Or Fewer-Choices? 
Recent evidence suggests that Medicare•Choice may not result in 
the wide range of choices anticipated in the BSA. Reports in the 
popular press indicate that a number of HM Os that have been oper­
ating under Medicare risk contracts, including some of the most 
experienced HMOs, are not profiting from Medicare and therefore 
are withdrawing from Medicare or dropping selected unprofitable 
markets from their service areas. As of November 1998, forty-three of 
Medicare's 347 risk plans announced that they will not be renewing 
their contracts for 1999. Another fifty-four plans announced that 
they will be reducing their service areas. Together these changes are 
expected to affect coverage for about 406,000 Medicare HMO en­
rollees, which is close to 7 percent of the current Medicare HMO 
population and about l percent of the total Medicare population 
(Exhibit 1).6 

A closer look at the data indicates a disproportionate impact on 
beneficiaries who are enrolled in plans with relatively low 1999 
Medicare payment rates and on beneficiaries who are enrolled in 
for-profit health plans. More than half (53 percent) of aU beneficiar­
ies affected by plans' withdrawing from the market or reducing their 

EXHIBIT 1 

MEOICA.RE 
BENEFlCIARIES 

Distribution Of Medicare Risk Enrollees Affected By Plans' Withdrawing From 
Medicare Or ReduclnC Their Service Areas, And Total Medicare Risk Enrollees, 
By Selected Plan Characteristics, 1998 

Beneflcl1rlH enrolled In 
nonrenewtn, pl1n1 or pl1n1 Beneflcl1rlH enrolled In 
reducln, their eervlce areu rt.k~ontr1ct HMO. 

Characteristic Number Percent Number Percent 

1999 payment rates• 
$300-399 50,770 12.5% 267,034 4.8% 
$400-449 96,097 23.7 526,586 9.6 
$450-499 69,748 17.2 839,621 15.2 

$500-549 71,814 17.7 1,626,530 29.5 
$550-599 67,383 16.6 1,039,697 18.9 
$600-649 33,281 8 .2 608,530 11.0 
S650o<more 17,083 4.2 599,164 10.9 

Type of ownership 
Not•for-prof,t 51,872 12,8 1,867,888 31.6 
For-profit 354,304 87.2 4,053,278 68.4 

Total 406,176 100.0 5,921,166 100.0 

SOURCES: Hea~h care Financ,ng Administratton (HCfA). Meaare Mafll)ged<:are Conrn,ct R~. Sep<ember 1998: HCfA. 
1999 ~re•Ctto;ce Paymenr Rare FIie: HCFA, Marl<el Penetration Report, September 1998; and HCFA, unpublished data on 
nonrenewinc plans and plans tiling for a reduction in seMee a.rea. 
NOTE: HMO Is health meirunance organization. 
1Per ffl4Hllbe< per monc/1. 
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service areas were enrolled in plans that would have received lesa 'fl: 
than $500 per member per month in 1999, compared with fewer' 
than a third of all Medicare enrollees, Eighty-seven percent of all 
beneficiaries affected by the retrenchment of plans are enrolled tn • .. . 
for-profit HMOs, compared with 68 percent of the total Medicare '"C"'~-~ 

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.7 

This recent evidence suggests that HMOs may have made deci­
sions about Medicare participation based on inadequate or insuffi- r 
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 HM Os contracted with Medicare between 1985 
and 1989, and nearly half of these HM Os subsequently dropped out. 
The rise and fall of plan participation in the late 1980s was the result 
of a number of factors, including many plans' inability to compete, 
low enrollment, inexperience in managing Medicare enrollees' serv­
ice use, and financial losses. 8 

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.9 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• 
Choice, as the law intends, competition among private Medicare 
plans could improve the quality of patient care, expand the range of 
benefits covered by Medicare plans, and produce savings for benefi­
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 
\tedicare population will not make good choices, which could un­
dermine the success of the program and result in potentially serious 
fin:incial and access problems for beneficiaries. 
■ 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 generate 
a need for supplemental coverage. and managed care alternati\'CS. 
For example. a recent survey found that more than one-third of 
Americans age sixty-fi\'e and older (37 percent) do not know that 
traditional Medicare docs not cover outpatient prescription drugs, 
and more than half (56 percent) do not know that Medicare docs 
not cover long-term nursing home care. 11 The same sun·ey found that 
about a quarter of elderly Americans are aware of Mcdicare•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-
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care beneficiaries-including those who are covered by Medicare 
HM Os-are confused or lack basic knowledge about managed care 
under Medicare.11 In addition, several studies have found that mi­
nority groups are less likely to understand basic elements of the 
Medicare program.11 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 Medicare+ 
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 
fairsft to disseminate standard information about all Medicare• 
Choice plans, and the new structure for enrollment and disen­
rollemnt, before every open-enrollment period. 
■ Beneficiaries 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. 1◄ 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.'s 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 arc 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 aff ccted 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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Medicaid program, and managed care under both programs.16 To 
make the program work, these bcneficiaries_are likely to need care­
fully tailored information to understand their options and assis­
rance to make good choices. In addition, safeguards will be needed 
to 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 
plan 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 seeking care 
because they arc unable to effectively use managed care systems. 

Polley lmpllcatlons Of Increased Choice 
The BBA has a number of objectives: increasing beneficiaries· health 
plan choices, encouraging health plans to participate in Medicare in MEDICARE 157 

1reas 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.17 

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 off er "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 
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"The changing insurance environment could disproportionately 
affect those with low incomes and serious health problems." 

MEDICARE 
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plans may be difficult to achieve. A major question is whether thk 
Medicare program has the resources and management approach 
needed to achieve this balance. An equally critical question is 
whether HCFA has the capacity to monitor compliance and enforce 
requirements for Medicare•Choice plans. 

One component of the program's new set of responsibilities is 
providing beneficiaries with information about plans and tailoring 
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), 
off er employees health plans with standard benefit packages to help 
them to compare the value of benefits covered by available health 
insurance options.18 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 \\'ill require beneficiaries to 
remain in a plan for a full year, some consideration should also be 
gi\'en 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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safe-

ards may be needed to promote a more stable health insurance 
fr:v-1ronment for beneficiaries. The recent rapid increase in Medigap 
rates nnd the decline of retiree health benefits pose serious problems 
both 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 
heal th 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 
provide a true safety net for the most vulnerable segments of the 
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. Howe\'er, it is unclear whether the envisioned 
benefits of Medicare•Choice will be achieved. Additional research is 
needed to examine why HM Os 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-
tions to reform the Medicare program for the twenty-first century, MEDICARE 

the evidence to date suggests caution in moving rapidly toward a BENEFICIARIES 

structure that e.Kpands choice further. 
......... ... .. ............. ... ..... ............. ......... .. .. ... ............ , ... ... ... .... .... ... . . 
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GRANTS 

Chronic Care 

Alzheimer'• Disease and Related Dlsor• 
ders Association, Inc., Chlcaco, 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 or 
integrating the complex needs of people with 
Alzheimer's disease into the framework or 
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 arc 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 
Californ ia Hea lthCare 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 
recci,·ed funds or in-kind donations from vari­
ous other entities and an individual. Most of 
the funds arc targeted to specific sites. 
$600,000 over thru years. Funded by the Helen Bader 
FotmdatioTL 

Environmental Health 

Union of Concerned Scientists, 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 indusrry, 
~largaret Mellon, project director, said in a 
telephone intmicw. 
S110/XX)ovaonc)'car. Funded by the Joya fuundation. 

Information Dissemination 

Center for Polley Alternatives (CPA), Wash­
lncton, 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 U.S.," 
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 scn ing as an information clearing­
house for the initiative, Nancy Epstein. CPA 
project director, said in the release. 
Sl.6 million over five years. Funded by the W.K. 
Kellogg Founda1toTL 

WQED Pittsburgh, Pittsburgh, PA. "(l)t is 
important to ha\'e in-depth coverage of issues 
that is comprehensible to the average person.ft 
according to Jewish Healthcare Foundation 
UHF) of Pittsburgh materials. But no area 
tebision outlet "is routinely engaged in re­
porting on the health policy developments 
that determine the quality, cost, and accessi­
bility of care.ft This grant supports regional 
health policy segments on WQED, a public 
tele,ision station. They will be aired, begin­
ning in April 1999, on the Pictsburgh Magazine 
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GRANT\1/ATCH 

program. Possible topics include chiJdren's 
health insurance. managed care oversight. and 
privacy in genetic testing. The program will 
start as a weekly show and e,·entually 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 useful -resources fo r developing 
effective stories: 
$150,000 over cwcncy-cight months. Funded by the 
Jewish Healthcare Foundation of Pitcsburgh. 

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 organi:utions that work with seniors 
so that these groups can help Medicare bene­
ficiaries to make crucial health care choices. 
The grantee \\ill 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 ,;a maUings. audiotapes, vide­
otapes. and a \\'eb site, according to Robert 
Wood Johnson Foundation (RWJF) materi­
als. The grantee also will -sponsor efforts to 
idcntif y best practices for educating special 
populations-the low literate, the home­
bound. and minorities" and will hold regional 
meetings to train trainers. The Medicare 
Rights Center is a subcontractor for training. 
In a telephone imer.·icw. 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. 
$5,460,001 over four years. F1111dcd by the Robert 
\Vood Johnso11 fo11ndJtio1t 

University of Callfornla, 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 Mcdigap policies in 
the fee-for-service market," the Common­
\\'CaJth Fund explained. Managed care plans 
often co,·cr 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 £ind that managed care growth is 
making or might make -Mcdigap premiums 
unaffordable for vulnerable elderly beneficiar­
ies, Medicare offi cials 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 twcncy-011, mo11ths. Funded by 
the Commonwealth Fund. 

Rural Health Care 

George L. Mee Memorial Hospftal, Kine 
City, CA. The grantee will use this planning 
grant -Co develop a coordinated regional deliv­
ery 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). -rhe 
need for cooperation among locaJ providers is 
now even more urgent" because Medi-Cal 
managed care will soon begin in the county, 
lr\'ine 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 intel'\riew. hospital 
Chief Executive Officer Walt Beck said that 
there has been "an incredible response" from 
the provider community. He added that 
-ocher 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 mom hs. Fu11dcd by the James I rvi11e 
Foundatwrt 
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GRANT OUTCOMES 

Outcomes Of Grants 

The American Association of H(talth Plans 
(AAHP) released a breast cancer report (part 
of a series called Best Practices in Women's Health.: 
Identifying Exemplary Care) in August 1998. The 
Commonwealth Fund supported the series 
under a grant awarded in 1996 ·to identify 
models of delh'ering care to women through 
[managed care] plans,· the concise report ex­
plains. Derived from a longer, technical re­
port, it provides ten key questions that 
women can ask their health plan to find out if 
it uses exemplary practices and features of four 
model programs. One thousand health plans 
were invited to submit inf onnation about their 
breast cancer treatment approaches. Some 400 
plans responded; forty of those-many of the 
large plans- made it to the equivalent of 
semifinal status, AAHP President and Chief 
Executive Officer Karen lgnagni explained at 
a Washington press conference. 
For details, sec the report, which is available from the 
AAHP's Web sire, www.aahp.org, "For Consumers.· 
Inc association is located in Wa5hington. D.C. 

Genome Horizons: Public Deliberations 
and Polley Pathways, a May 1998 confer­
ence, was funded by the Greenwall Founda­
tion, the National Institutes of Health (NIH). 
the University of Michigan, and Michigan 
State University. The conference is part of the 
two universities· project. Genome Technology 
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 de\'eloping policies in [ the repro­
ductive decisions] area which is complex, di­
,isive. and heavily laden with deeply held per­
sonal views, religious principles, and values." 
Citrin also notes the '"relati\'e lack of involve-

ment [in the dialogues] by people typically 
underrepresented in decision making," that is, 
low-income and minority persons. Leonard 
Fleck. who directed this phase of the project, 
explains that -Che type of people who showed 
up· were 85 percent Caucasian and mostly 
college graduates, and -We could not have 
forced others into it." Uthe NIH awards addi­
tional funding for the project (and Citrin told 
Health Affairs that he was cautiously optimistic 
about getting the funding), the staff will strh'c 
for more inclusiveness. 
For a copy of Project Reports and Conf erencc 
Proceedings, call Toby Citrin at the University of 
Michigan, 734-936-0936; e-mail: tcitrin©umichedu. 

Grantmakers In Health (GIH) held ·Mental 
Health and Managed Care: A Briefing for 
Foundations· 1-2 October 1998 at a Dallas/ 
Fort Worth Airport hotel. The California 
Wellness Foundation, Hogg Foundation for 
Mental Health, and John D. and Catherine T. 
MacArthur, Meadows, and Paso del Norte 
Foundations supported the short conf cre.nce. 
Speakers included Bernard S. Arons, director, 
Center for Mental Health Services of the fed­
eral Substance Abuse and Mental Health 
Sef'\ices Administration {SAMHSA); author, 
journalist, and mental health advocate Kathy 
Cronkite, who suffers from clinical depres­
sion; and Mary Jane England, president of the 
Washington Business Group on Health. 
Arons suggested that foundations fund data 
analysis and education of legislators and their 
staffs to ·help orchestrate a fair telling of 
what's known in the field and what's becom­
ing known.· Laurie Garduque of the 
~facArthur Foundation noted that they ha\'e 
already f~nitiati\'e on getting \'alue 

• '"~" - •'"•, +- - z 

njcan at the Hogg Foundation Jo 
-471-5041. 

In a national survey toeased on underage 
drinking, released in October 1998, 96 per­
cent of respondents said that they are con-
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cemed about drinking by teens. The survey 
shows that the American public ·wants to sec 
policies put in place that will hdp prevenC­
teen drinking, said Nancy Kaufman of the 
Robert Wood Johnson Foundation (RWJF). 
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 Jax• 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 Commu11ications, lindalo@burnessc.com 
(c-maiO 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 J. 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
cultural 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 b:irriers. The center 
has received additional R WJ F support. 
For a free copy of the report. contact the Opening 
Doors National Program Office, in Washington. D.C. 
202-974-4694, e-mail info@opcning-doors.org. 

Results from the National Survey on Medi­
care: The Next BIC Health Policy Debate? 
were released 20 October 1998. According to 
the press release, ·While most Americans 
know Medicare faces fiscal problems, they arc 
not ready to support changes that would pro­
duce major sa,ings: According to this Kaiser 
Family Foundation/Harvard School of Public 
Health survey, when respondents were gi,·cn 
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 rt• 

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 Airman. Kaiser president, at a 
\Vashington press conference. Princeton Sur­
,·cy Research Associates conducted the sur­
\'ey in August and September 1998. 

Kaiser released three useful fact sheets in 
July 1998: ·~tcdicarc at a Glance· (Pub. no. 
1066). "Medicare Managed Care· (no. 2052). 
and ·Medicare•Choice" (no. 1422). 
For fm materials on the survey (P11b. no.1442) or fact 
sheets (order by above numbers). call the Kaiser Fam-
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ily Foundation's publ,cation request line, 800-656· 
4533, or visit its Web sire. www.kfforg. 

The Role of Medic.are In Successful AC1n£ 
a forum held in \Vashington, D.C.. was spon· 
sored by the Centl'r for the Ad,·ancemcnt 0£ 
l lcalth. Gerontological Society 0£ 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 0£ reduced 
premiums) and C0\'crage for more pre\'entive 
care. Speakers ad\'(:,caring these approaches at 
the June 1998 e\'ent included Sen. Jack Recd 
(O-Rl) and John \V. Rowe, president and 
chi · r ~t Sinai-NYU 

edical Center and Hea Syste 
For more information. call Richard llrbcrt,c, 
cations dirwor, Ccnrcr for the Advanccmc 

ealrh, in \Vashingron. DC~ ar 102-387-1829. 

Publlcatlons 

Beyond the Balanced Budget Act of 1997: 
Strengthening Federal GME Polley 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 (G\IE). by the commis· 
sion's Federal Policy Task Force, chaired by 
Neal Vansclow, 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- cdu· 
cation, uncompensated c:trc, specialized clini· 
cal services, and research- which arc now ii• 
logically -subi.idizcd through current federal 
'education' subsidies." Th:H panel makes nine 
recommendations for reforming federal GME 
policy, including all-payer financing so that 
public and private pa)'Crs ·contribute to the 
subsidizarion 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 

f undcd resider~)' positions and establishment 
of a federal workforce policy commission. 
whlch ·should be a pubuc•private partnership.• 
Orders musr be prepaid. Send a check for $20 10 UCSF 
Ccntcr for rhc He4/th Professions, Suire 410, 3333 
California Srr«r. San Francisco, CA 94118. 

From Generation to Generation: The 
Health and Wel~lnt of Children In Immi­
grant Famlll• was released by the Institute 
of Medicine (IOM) in September 1998. "Be• 
cause of the burgeoning importance of chU­
dren and youth in immigrant families to the 
vitali ty of the nation.- an IOM committee was 
appointed to do this study. The Carnegie Cor­
poration of New York; the W .T. Grant , 
Rockcf cller, and California Wellness Founda­
tions; and the federal Departments of Health 
and Human Scf\iccs and Education funded 
this report. Hcalrh Affairs readers will be par• 
ticularly interested in the · Public Policics­
chaptcr, which includes new data on immi• 
grant families· use of benefits before welfare 
reform and discusses health insurance co,·er• 
age patterns, access to and use of care, and 
barriers to care (for example. culture and lan­
guage). Among six recommendations, one is 
for the federal go,·cmmcnt to conduct a longi• 
tudinal sun ·ey of immigr:rnt children and 
)'Ollth. Another is that ·both quantitative and 
qualitati\'C research should be conducted on 
the effects of welfare and health care reform 
for children and )'Outh in immigrant families, 
and on how access to and effccti\'eness of ... 
scniccs arc affected br the provision of cul• 
rurally competent care." 
For a copy of rhc SIS (pre• 
paicf) •. ), plus 54 sJupping for the first copy. 

larional Acadcm> Press. 2101 Co11s1i111tion A\'c 
n"\N\V, \Vashingron. IX ~~IS. 800 614 6141. The 
rcpo~ available on the /nrcrncr at wM1·.nap.cdu. 

arles with HIV/AIDS: Issues and lmpllca­
tlons is a June 1998 :\cadem)' for Educational 
De"clopment (AED) report. Funded by the 
George Gund Foundation. the report by 
Helen Schietingcr and Carol Schechter ex­
plains. "Little is known about the cost or qual• 
ity of health care sef\ices provided to Medi-
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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 scnice 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 drug benefit: they 
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 \\ith various levels of 
Medicare expertise. 
For a copy of the report, visit the AED's \Veb site at 
www.acd.org. or call Elisa Velasco at the AED, 202· 
884-8860 (limicrd 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 sun·eys \\ith some 1,000 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 im·olved ·patients. providers, purchas· 
ers, and health plans in a consumer-driven 
process of research. solutions, change, and 
evaluation.· The Integrated Healthcare Asso• 
ciation and Che,Ton Corporation funded the 
report; the St. Joseph Health S)•stem, Califor­
nia Wellness, and James I nine Foundations 
were among several entities that funded spe· 
ci£ic projects. MThe research findings show 
that the same issues cut across culrural, 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 

care delivered: a CHD press release reported. 
For a copy of the cxcOlti\'C summary (free) or of tlte 
full report ($50).contact CHD. Publications-October 
1998 Report. Suite 400, 505 South Main Strccr, Or­
ange, CA 92868. The summary is also a\'ailablc on rite 
/nurnct, www.cahd.o,x. 

Announcements 

The Robert Wood Johnson Foundation an­
nounced a new $25 million initiative, the Na• 
tional Program for Improving Chronic tUness 
Care. · As the nation's population grows older. 
the number or 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 fi,·e-year RWJF 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 tar· 
getcd research grants program." 
fur details. call 1lte RW]Ps Communications Office, 
609·2-l.3-5937. or Ed \Vagncr at Group Health Coop­
crati\'c, 206-287-2876. 

The Rockefeller Foundation announced 
that it established a $2.5 mi llion Global 
Health Leadership Fund at the World Health 
Organization (WHO). New WHO Director 
General Gro Harlem Brundtland is using the 
nonrenewable fund -Co recruit a cadre of ex· 
perts r rom a ,·aricty of fields to SCr\'e during a 
two-r ear transition period: according to a 
press release. The fund will allow Bnmdtland 
"to infuse• W HO M\\ith fresh approaches to 
global health chillcngcs." Rockefeller's prcsi· 
dent. Gordon Conway, said in the release that 
the fund is an important component of the 
Rockefeller Health Sciences division·s current 
Mrocus on global health [status) equity: 
For details. visit the Rockefeller Foundation's \Vcb site. 
''"wrockfoundorg. or wnrc 10 it.s Health Sciences divi­
sion at -no Fifth Avmuc. New York. NY 10018. 
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INTERVIEW 

Bringing Forth Medlcare+Choice: 
HCFA's Robert A. Berenson 
A practicing physician turned HCFA executive details his agency's plans 
to bring Medicare into the twen ty-firs t century. 
,, John K. IClehart 

<t. The Health Care F1nanclnC Administra­
tion (HCFA) has had a long relationship 
With health maintenance orcanlzatlons 
(HMOs), dating to the 1970s when the 
•cency conducted experiments with how 
Well health plans could serve Medicare 
beneficiaries under risk contracts.1 In gen­
eral, how well have HMOs, at flnanclal risk 
for the obllgatlons they must fulflll under 
Medicare risk contracts, performed over 
this extended period? 
A: HMOs have had a solid track record in 
\Crving Medicare beneficiaries. In recent years 
Medicare beneficiaries have been enrolling in 
II MOs at a rate of almost 100.000 people a 
month. Now, about 17 percent of Medicare 
hcndiciaries have selected HMOs as their 
preferred option. Many elderly people arc 
\ffiart shoppers. They recognize the value of 
the additional benefits HMOs arc offering at 

(

111 t It- or no extra .cost to them. What we know 
I<·.,., ahout is the performance of HMOs in 
term., of the quality of care they offer and the 
~ati.,faction of their members. 

Prescription Drug Coverage 
Q: When )'OU talk about HMOs as solld 
value for Medicare beneficiaries, what Is 
the differential In dollars between what an 
• verace elderly person must pay to obtain 
those extra beneflts--<>utpatlent prescrip­
tion drucs being the most valuabl~f he 
or she paid for them by purchasing a Medi-

gap supplemental Insurance policy? And' 
untll now, have all or onty some HMOs that 
have Medicare risk contracts offered out­
patient prescription drugs to beneflclarlet 
for no additional premium? 
A: The cost differenti:il is quite substantial. 
T)rpical Medigap policies that include drug 
coverage cost about $200 or more ~r month, 
whereas the typical t-.fcdicarc riskp an oilers 

rug coverage with no premium. Of perfilips 
even greater concern is that kw of the Medi­
gap policies available to Medicare beneficiar­
ies offer out arient rcscri ·on dru s. Sec­
on • t ere is no guarantee issue or t e three 
policies (out of ten standardized Medigap 
plans) that include a drug benefit, and appli­
cants can be subject to preexisting condition 
cxclusions..So beneficiaries who no longer can 
enroll in HMOs because plans have aban­
doned certain counties will be exposed to 
very high prices to obt.:tin prescription drug 
coverage. This could add greatly to their out• 
of-pocket medical costs. 

About two-thirds of plans off er a drug 
bendit today, and we expect that a large 
number will continue to do so next year. 
However. some pbns \\ill be reducing the 
scope of coverage. but we ha,·e not yet con· 
ducted a comprehensh·e 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 

llo/, lkrcnson, a physician, is director, Ccritcr for Health Plans and Providers. Health Care Finanicing 
AJm,n,trution. He is cofoundcr and former codircctor of the National Capital Preferred Provider Organiza­
llun. a rro serving 130,000 patients in the Washington, D.C/ Baltimorc area. 
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dll,ty-nlne mllllon benef1cl1rles have had enroll Medicare beneficiaries in high-pay· 
access to outpatient prescription drucs as mcnt areas, but they arc dropping out of mar• 
• t,enefft. It ... ma to me that this aeb up• ginal-parmcnt areas. The BBA will partly ad­
polltlc1lly sensitive IHue-that la, some dress this problem when HCFA has fully 
beneficiaries have acc ... to drue, at an implemented the BBA's payment fonnula for 
affordable price, while others, for no other managed care plans, but for now it places fi­
reason than that they live In eeoeraphlc nancial pressure on particular plans in certain 
areas not served by HMOa, must pay far areas. 

( 

more out of pocket to obtain these prod- Q: What la the basis of the overpayment.? 
ucts. Where does the Clinton admlnlstra• ls It strictly the payment formula, or Is part 
tlon. stand on this Issue? ,--.---..---7 of the equation the health 
What Is Its thinking on add· status of Medicare beneflcl-
lng an outpatient preacrlp- "HMOs are arlea who enroll In particular 
t lon drug benefit to the fee- eager to enroll plans? 
for-service Medicare benefit Medicare A: It involves both the pay-
package and thus ellmlnat- beneficiaries In mcnt formula and the favor-
Ing this discrepancy? high-payment able selection of members that 
A: There is a view that a basic b t th some HMOs experienced and 

. . . d areas, u . ey h h hod 1 outpatient prescription rug t at t e payment met o ogy 
benc£it should be a part of are dropping out of simply did not capture. The 
Medicare. The Competitive marginal-payment risk-adjustment measures that 
PricingAdvisoryCommission. areas." the BBA requires-paying 
set up under the Balanced L-_ __. ______ ..J plans that enroll sicker pa• 
Budget Act (BBA) of 1997 to help HCFA de- ticnts more money than those that attract 
sign a demonstration under which health healthier people are paid-should reduce the 
plans wouJd bid to serve Medicare bcneficiar• overpayment problem to some extent. An­
ies. recommends that the benefit package that other factor was the way in which hralth 

fans would bid on include a modest drug plans were allowed to cakulate their adminis• 
benefit. Other options for broader provision of trative overhead; it was too generous as wclJ. 

drug benefit arc under consideration. HCFA pcmtitted plans to take the same per· 
HCFA' p ts T HMO centage of overhead and profit as they gcner-

S aymen O 9 aced on the commercial side. and this led to an 
Q: I have heard a managed care Industry overpayment. This is being corrected. I should 
leader~ne, I might add, whose company add that heaJth plans were required by law to 
has not pursued the Medicare book of use most of these overpayments to pro,·ide 
business aggressively-say that HCFA's add itional benefits to rnrollcd ~kdicare 
payments to HMOs, which are based on a beneficiaries. Again. that i.s what has made 
formula embedded In law, have led to ob- H~!Os attractive to the elderly. 
scene profits. Has HCFA been overpaying 
health plans? 
A: Yes. That, of course, is speaking in the ag­
gregate. In 1999 payment rates wiJI ,·ary 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, Washington, 
and Utah- we have not overpaid plans. What 
we arc witnessing is that HMOs are eager to 

Medlcare+Cholce Implementation 
Issues 
Q: Until last September (1998) we heard 
very little from HMO• about their concerns 
In enrolling Medicare beneficiaries based 
on the new regulatory requirements and 
payment constraints of the BBA. At that 
point, the American Association of Health 
Plans (AAHP) registered Its concerns over 
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the approach HCFA was taklnc to lmple• 
ment the Medlcare+Cholce provisions of 
the BBA. Its most pre11lnC concern In­
volved the payments health plans would r• 
celve for each ellClble beneficiary that 
they enrolled. The AAHP, actJnC on behalf 
of Its member plans, sought approval from 
HCFA to chance the benefit• and the cost• 
sharlnC and premium requirements that 
were contained In the proposals they were 
required to 1ubmlt to the agency laat May. 
The a11oclatlon'1 rationale was that the 
payment methodoloey In the BBA, alone 
with changes In market condition• and 
other requirements contained In HCFA's 
proposed Implementation plan, combined 
to significantly change the operating envl• 
ronment for manaced care companies. 
HCFA turned down the Industry's request 
to allow plans to amend their offerlncs of 
last May because (81 HCFA Administrator 
Nancy-Ann Min DeParle wrote to the 
AAHP'• chief executive officer, Karen 
tcnagnl, In a letter dated 1 October 1998) 
"many beneficiaries would receive fewer 
benefits while paying more for their health 
care." In HCFA'• view, where 11 this dispute 
over the Implementation of the Medicare+ 
Choice provisions headed? Would It not 
have made sense In certain Instances to 
allow plans to reflle their plans? Or, In 
other word•, would not higher costs and 
fewer benefits have been a better solutlon 
than no HMO at all? 
A; ~fanaged care companies submitted pro­
posals to HCFA in May 1998 regarding their 
plans for enrolling ~fcdicarc beneficiaries. 
They were consistent with what we had seen 
in the past several years-stable bendits and 
stable cost-sharing requirements. We are still 
sc ratch ing our heads about what plans 
learned between May and September that 
compelled them to seek an opportunity to rc­
,·isc their proposals when, in fact. the 6 to 8 
percent medical innation that they reported 
had been a reality for some twelve to eighteen 
months. We have wanted to know why the 
health plans knew, for purposes of contract-

ing \\ith the Federal Employees Health 
fits Program (FEHBP}, that health care 
were rising so fast. but for purposes of sul 

· mining proposals to Medicare. they did not. 
know until much later in the year. Nevcrt~ 
less, we agree that the I May deadline that thel 
BBA imposes on health plans for submitting 
their Medicare proposals should be pushed 
back until later in the y~r. as long as HCFA 
has the information it needs to conduct the 
information campaign for beneficiaries every 
November. 

Physician And Hospital Payment 
Rates 
Q: I am struck by the contrast between the 
reaction of health plans to the reduced 
payments levels they wlll receive from 
HCFA for enrolllnC Medicare beneficiaries 
and how physicians and hospltal1 have re­
acted to the tighter payment constraints 
that Congress has Imposed on these 
providers repeatedly over the yeara. How 
do you account for this difference? 
A: Ph)•sicians and hospitals had little choice in 
the matter. They were forced to carry on be­
cause if they turned away Medicare patients, 
the)' were essentially not in business-Medi­
care is such a large percentage of their finan­
cial base. Health plans, which, unfortunately, 
still too much resemble the traditional insur­
ance company, often just have distant con­
tractual relationships with providers. ~fany 
plans lack the infrastructure, the culture, the 
community roots, that would lead them to op­
erate through leaner times, and they arc able 
to just close down shop. I think thJt is differ­
ent from the traditional staff- or group-moocl 
H~IO that emplored its own doctors or, in 
the case of Kaiser Permanente, signed exclu­
sive conrracts with full -time physicilns dedi­
cated to sening the enrolled population. Such 
plans often operated from their own facilities 
and. basically, like hospitals and private phy­
sicians, were seen as community institutions. 
So we have many large, usually for-profit, 
managed care companies that ha,·e stayed in 
some parts of the country and have dropped 
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lillC kcts. Each decision to pull out or a service or care, cspcc1ally m an organ1zat1on that ts 
.,,r makes sense as a narrow business deci· remunerated by a per capita, fixed parmcnt in 
~ But \\'hen you add up all of these deci- which the potential for underscrvice always 
::~. the H~IO industry is losing a reputa- exists. \Ve won't retreat from our oblig.1tion 
pOll for rcliab1lity and stability. And that is a as a purchaser or medical care for a n1lnerablc 
«1Y unfortunate trend for the industry and population to insure a basic level of quality 
the Medicare popul:ltion. Indeed, it casts in and broad access for beneficiaries. 
some doubt the hoix that a competitiw mar- Q: What has the Clinton administration 

)cct might be a solution to r---.-------7 and HCFA Itself heard from 
Medicare's long•tcm1 financi.tl " the Medicare populatlon In 
roblems. HCFA could spend response to the decisions of 

P a couple more managed care companies to 
Managed Care And decades trying withdraw from certain ar• 
Medicare Beneficiaries to design the eas? Most beneficiary 
Q: Let me ask you • hypo- Ideal risk-pull groups have been relatlvely 
thetlcal question, based on dj t t quiet In reacting to these ac-a us men 
this new level of uncertainty t lons, which certainly are of 
regarding HM Os and the SYStem, but I th1nk concern to many of their 
Medicare population, many that the time has members. 
members of which are quite arrived to get A: At this time, an estim:ncd 
averse to taklnt any risks on with It." 400,000 t,.tedicare beneficiar-
when It comes to how they L_....1 ____ ._ _ __J ies who are enrolled in HMOs 
obtain health care. If your mother were to with risk contracts will ha\'e to switch plans 
seek your counsel by asking whether or not or return to traditional fee-for scn·icc cover­
to enroll In an HMO, what would you tell age. I should emphasize that no beneficiary 
her? will be left without co\'erage. A large majority, 
A: I \\'orkcd in m:magcd care as a practicing perhaps 90 percent of elderly people who lose 
physician. :t medical director, and a co-owner their H\1O. will have an opportunity to sim­
of a plan for ten years. I bclie\'e that, done ply S\\itch plans because another plan oper­
corrcctly. managed care can delh·er a higher ates in the same geographic area. ~1any will 
level of qu:tliry and better patient satisfact ion keep their same physicians because pro,·ider 
at a lower cost than tr:1dirional fee-for-ser\'ice net works arc so similar. Our greater concern 
medicine Jnd indemnity insurance can. In is for some S0,000 beneficiaries who do not 
fact , m)' mother might \\'CU benefit from join- ha\'e the option of enrolling in another H~IO 
ing a good H\1O. She now secs five or sbc because none exists. and they must return to 
different physicians, and no one seems to be fee -for-service medical care. Although all 
coordin.umg her care. She might be better off beneficiaries arc guaranteed such CO\'crage, 
with a go..xi gatekeeper. ~laybe she takes ad· they ,,ill need to purchase ~lccligap insurance 
,·antagc of the fact that her son is a physician. to han: access to the additional benefits that 

But. unfortunately. part!)' in response to H\1Os \\'ere prmiding under their risk con­
consumer dcm;md for pro"ider choice, many tracts. such as annual physical examinations 
plans h.1,c stopped inno,·aring and ha\'c put and outpatient prescription drugs. In this re­
quality impro,·cmcnt efforts on the shelL In spect. there will be some dislocations because 
some c:1ses. health plans arc crit icizing HCFA t,.tcdigap Co\'crage is expenSi\'C, and not all 
for holding them to quality standards that we bcndici.1rics can afford to p:ty for it . 
belic\'c would help to distinguish them from 
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I NTERVIEW : RO B ERT BE R E N SO N 

Why The HMO Pullout? 
Q: One of the vexlni questions Is why 
HMOs that have many years of experfence 
In servlni Medicare beneficiaries, such as 
Aetna/ U.S. Healthcare, Humana, Kaiser 
Permanente, and United HealthCare, 
would withdraw from selected markets. Is 
this strictly a case of payments' belni 
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 pa)•ments. But it's impor· 
tant to underscore that these managed care 
companies are remaining in most of the mar• 
kcts where they enroll Medicare bcndiciaries, 
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 
arc deemed too low, but the BBA payment 
formula should partly resolve this pressure 
O\'er the next several years. HCFA docs not 
ha\'C the discretion to take money from high• 
payment counties and reallocate it to low• 
payment counties. 
Q: Do you anticipate that the Clinton ad­
ml nlstratlon will propose a legislative 
packate to address those Issues In the 
BBA that apply to Medlcare+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 counties and. in 
the process. abandoning patients. We arc 
concerned about plans· submitting their 
benefit packages to us too early in the )'Car. 
\Ve need 10 look at the timing of notice of 
withdrawal so that beneficiaries will be more 
aware of their plan choices.\ Ve are looking at 
other things. but at this point I really can·t 
announce them. 
Q: One Issue Is certainty payment levels. 
WIii the Cllnton admlnlstraUon Hrlousty 
consider easing up on the strict payment 
constraints written Into the BBA? 
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Q: WIii the risk adjusters be budget• 
i,eutral, or do you anticipate that they wlll 
either save or cost HCFA money? 
A: There is evidence of fa\'orable selection into 
Medicare H~ fOs, so, overall, we would expect 
to sec savings. It is also important to remem­
ber that some plans will actually have higher 
pa)•ments 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 
rransition period to a\'oid 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 Medicare's eligible population 
about the new world of Medlcare+Cholce? 
Does HCFA have the necessary resources 
(financial and human) to Implement this 
congressional requirement, particularly as 
It applies to this vast population of thirty• 
nine mllllon eligible people? 
A: HCFA is using several vehicles to communi­
cate with beneficiaries about Medicare• 
Choice. Thc.-se include, for instance, print ma­
terial, a toll-free telephone service, an Internet 
sire.-, and outreach efforts in local communities 
c.-onductcd b)• our regional offices. Pilot testing 
of some of these \'chicles in 1998 will allow us 
to assess and impro\'c thc.-m in 1999. We also 
arc trying to leverage our limited resources by 
establishing relations at the community level 
to get the greatest effect. This is an educational 
cff ort that will take some time.- to establish so 
that bendiciaries become more active partici­
p:tnts in their health care decisions. What is 
clear is that the only way Medicare beneficiar• 
ics can make informed decisions i.s to be edu­
cated about their choices. For example. benefi­
ciaries should be abk to make choices not only 
by comparing benefit packages but by under• 
standing and using rclarh·c qua~ty measures 
and discnroUmcnt rates. 

Looking Ahead: HCFA's Dual Roles 
Q: Looking ahead, should HCFA continue 
to be an agency that both regulates the 

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· 
adwrtcntly. Therefore. by default, it is inc\'i• 
table that the roles of purchaser and regulator 
arc 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 plans through 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 
being a public agency, HCFA must be scrupu­
lously impartial in it.s treatment of acrual and 
potential contractors and also must attempt 
to maintain a level pla}ing field between man­
aged care and traditional fee -fo r-service 
Medicare. A requirement for impartiality re­
sults in restricted purchaser flexibility and 
discretion. 1n short, HCFA should become a 
purchaser in some ways but \\ill be viewed as 
a regulator in other ways. 

NOTES 
I. J.K Iglehart, ·Mroic:m Tums to HMOs." New 

England Journal of Medicine 312. no. 2 (1985): 
132- 136. 

2. J P. Newhouse, M.B. Buntin. ;ind J.D. Chapman. 
·Risk Adjust mcnr and ~ tcdic.m: Taking a Closer 
Look." Hcalrh A/fain (S(pumbcr/Octobcr 1997): 
26-43. 
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PUBLICATIONS & REPORTS 

Medicare 

Employer Reaction to Medlcare+Cholce, 
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 o£fer 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 (n percent), followed by 
preferred provider organizations (PPOs) (55 
percent). Em,ployers 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 rcenrollment; 23 per­
cent will not allow it; and 35 percent are un­
decided. 
Free copies of the survey findings arc available from 
rhc Hcwirr publicarions desk, rd.: 847-295-5000. 

A Famllles USA analysls found that sbcty• 
one of the ninety HM Os 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
clusi\'e of stock options) in 1997. A few high 
lights: United HealthCare, which is pulli g 
out of the Medicare market in parts of t r­
teen states, paid its top executives more t an 
S2.8 million each, on average. in 1997; Ae na. 
whkh is pulling out of Medicare in part of 
eb·cn states and the District of Colu 
paid its top executi\'es $1.7 million; and 
ford Health Plans. which is pulling ou 
parts of four states, paid its top execut~· •es 
more than $6.4 million and its former c cf 
executive officer, Stephen Wiggins, mo e 
than $30 million. The October 1998 analysi 
(in press release format) is based on Families 
USA's September 1998 report, Premium Pay II: 
Corporate Compcnsarion in America's HMOs. 

For furrhcr in/ormarion, call Families USA at 202· 
628-3030. 

"Medicare Beneficiaries with Dual 
Sources of Coverace," a.1u.~;ioc1r 1998 re­
port by the Employee ncfit Researc sti­
tute (EBRJ Notes n . 10). found that (1) t 
number of Medi re beneficiaries without a 
·supplemental urce of coverage· increased 
from 6.9 milli (22.9 percent) in 1994 to 7.6 
million (24.9 percent) in 1996; (2) the per­
centage off ales without an additional cov­
erage sourc rose from 23.9 percent in 1994 to 
26.4 perce t in 1996, and for males, from 21.6 
percent t 22.8 percent; and (3) lack of dual 
sources o coverage increased by age-from 
23.8 perce t of beneficiaries ages sixty-five to 
sixty-nine 1 1996 to 32.8 percent of those age 
eighty-five a d older. 
Copies of the Ju report arc available for $25 e, 
from EBRl publicat ns,Suitc 600, 2121 K Sr~~· 
Washington. OC2003 896, rd.: 410-516-99'46. 

Medicare Home Health Benefit: Impact of 
Interim Payme ystem a ency Clo-
sures on ess to Services is a ember 
1998 re rt of the U.S. General Accou ·ng 
Offi (GAO). The study found that ·neitn, 
a ncy 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 beneficiaries. However, the 
GAO's interviews with hospital discharge 
planners and representatives of organiza ·ons 
for the elderly •indicate that access to scrvi es 
may be more difficult for beneficiaries wi h 
particular needs· (higher-cost bendiciaries . 
The study also found that despite 760 agen y 
closures nationwide between October I 7 
and 30 June 1998, ·there were still more a en­
cies to treat Medicare beneficiaries in gust 
1998 than [there were] in October 19 ." 
Single copies a" available fru; addition copies arc 
$2 each (payable to Supcrinrcndcnt Dornm,nrs), 

om U.S. GAO, P.O. Box 37050 ashington. DC 
13, rd.: 202-512-6CXXJ. 
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"Medicare: New Choices, New Worries," a 
nineteen-city study published in the Scptem, 
her 1998 issue of Consumer Reports, found that 
·seniors are facing higher o'ut-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 
Mcdigap 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 
arc disco\'cring that the health care system 
they were promised and depend on is bccom, 
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 

Resecurlng Soc/al 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. 
Copies arc available for $IO each from the Geronto­
logical Society. Suite 250. l030 Fiftw1th Stmt. NW. 
\Vashington. DC 20005-1503. rct 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 Arc the Issues? 
(NASI. March 1997). 

From a Generation Behind to a Generation Ahead: 

Transforming Traditional Medicare (NASI. Janu­
ary 1998). 

R.D. Reischauer. J. Lave. and S. Butler, eds., 
Medicare: Preparing/or the Challenges of the Twenty· 
first Century (Brookings Institution, January 
1998). 

Stnicturing Medicare Choices (NASI. April 1998). 
(Summarized in He.a/th Affairs GrantWatch 
section. September/October 1998, page 238.) 

Medicare Choices in C.alifornia, 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 ,ideo, and twelve commis­
sioned papers. 
For further information. call NASI at 202-452-8097. 

Systemic Prob/ems with Medicare HMOs: 
Case Studies from the Medicare Rlgha 
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 calJers· confusion about 
how Medicare HMOs work and what benefi, 
ciaries' rights and benefits are; and II percent 
involved ·systemic problems· that "impeded 
access to care." The MRC recommends that 
Congress (!) 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 Mfail to com­
p!( with Medicare rules; and (3) fund health 
insurance information, counseling. and assis­
tance programs Mto educate and assist Medi­
care consumers." 
Copies of the September 1998 report arc available 
from the MRC, tel.: 212-869-3850, ext. 19. or on the 
MRC Web site, www.mcdicarcrights.org. 

HEALTH AFFAIRS · Jonuory ! Fcbruory 1999 

265 



-). 59-62; and Pro­
th< Ameri<an Health 

ll' 1997), 35-45. 
>" accurately reOcct 
•ccs, they arc prob­
. factors (for exam-
1ic.1re expenditures 
.1,·~ been expected 
rhcn AAPCC rates 
'I. 
·ht-u,11grcss (Wash-
1g Rural Medicare 

.: Pl.ins: Unh'ersity 
"11:r no. 19 (Novem-
Do So Few HMOs 
•1,111ci11g Review (Fall 

nd PPRC. Medicare 
gron: PPRC, April 

,. !-. 1:lrch of the year 
BBA also specifies 

1ed ·oCfsct percent­
.:d for 1999 is to be 
,tment mechanism 
h·cly for under- or 

Program: I ons 
nted at the .:rt 
1-Based Papr •ts: 
· 1998); and Fcdrral 

:nt Advisory Com-
1dcr the 2 percent 
.id~d rate as long as 
These com·ersions 
'xlt h of these types 
r h rate after 2003, 
ment rates, and any 
: rural counties will 

· on I\ lcdicare Risk 
red to the Office of 
ember 1997), 9-11. 
w Types of Health 

,grcss: Medicare Pay­
~3. 

GRANTWATCH ESSAY 

Medicare Reform: Foundations Respond To 
Federal Policy Changes 
Private-sector efforts can supplement those of the federal government to 
inform Medicare benef iciaries abou t their expanded options. 

by Lauren LeRoy and Anne Schwartz 

AT ITS PA SSAGE, the Balanced Budget Act 
( BBA) of 1997 was hailed as t he 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 Mcdi­
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 pri\'ate-sector 
organizations will be instrumcnta.l in shaping 
how these policies are carried out, monitoring 
their implementation, conducting research to 
impro\'e 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. ad,·ocacy, or 
direct ser.ices. 

Roles For Foundations 
Medicare is not a new item on the agendas 

of many health foundations. Foundation­
supported research and analysis ha\'e in­
formed policy dewlopment and reported the 
effects of policy change. Results from projects 

on the specifics of hospital pa}rment. risk ad­
justment , spcndjng 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 (RWJF). and the 
W .K. Kellogg Foundation, influenced the 
shape of t he BBA and previous refonns. 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 t-fedicare 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 ser.·ices 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 eCfects of the Medicare reforms. 
found:1tion-sponsored cff orts C:lll complement 
and reinforce the gO\·ernmcnt's acti,·ities. 

The projects that foundations choose to 
fund can focus on issues affecting the l\lcdi­
care program and the health care S}'Stcm at 
the m:icro level or on the impact of t-lcdicarc 
reforms on indi,·iduals as they seek to gain 
access to health care ser.•ices and na,igatc the 
health care system. These types of activities 

............................................................................................ .............. ............ .. 
Lauren LeRoy is prcsidrnt and chief executive officer, and Anne Schwarcz. director of policy programs, ac 
Grancmakm in Health (GIH). locatcd in Washington, D.C. GIH is a national educational organization that 
works with fo1111dations and corporate giving programs co help them to improve the nation's health. 
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are not mutually exclusive, but foundations of 
diff cring sizes, scopes, and priorities may 
choose to concentrate more on one than the 
other and to approach the same issues with 
diff crent types of strategics. · 

Local Foundations 

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 Crom its work. 

There arc also several other strategics that 
community-based foundations might pursue 
that would complement HCFA's major educa• 

local or regional foundations that focus on tional campaign to inform Medicare benefici· 
the health of specific communities arc most arics about their new health plan options. One 
likely to fund efforts that respond to the par- l.s to bridge the gap between consumer advo­
ticular needs of beneficiaries in their area. cates and health plans scning the Medicare 
These foundations are particu· ,------.--~ population. Plans are a princi• 
larly well suited to enrich our pal source of informat ion 
understanding of the effect of "Medicare reform about their benefits and fea• 
Medicare reform at the com• ·a d l r. tures, but their publications 
munity level by documenting provt es a mo e Jor and telephone help lines arc 
beneficiaries' experiences and the complementary of ten viewed as marketing 
bringing issu~s to th~ ~ttcn- l h tools. local foundations co~ld 
tion of those m a position to ro es t at act as neutral COn\"encrs, usmg 
act: community organizations. government and community meetings. pu~Lica• 
health plans, state and federal k tions, and other strategies to 
policymakers, advocacy groups, grantma ers can open up lines of communica• 
and the media. Their initiatives play as they pursue a tion so that consumers can 
also can enhance our under· l " reap the ad\"antages of detailed 
standing of what information commongoa · plan-level information. An· 
has proven most meaningful to L _ ___1 _____ _ _i other strategy is to develop 
beneficiaries and has led to the best choices partnerships with local print and broadcast 
for them. These activities have the potential to media to get out the word to Medicare benefi­
infonn policy dc\"elopmcnt, but their initial ciaries and their families (particularly adult 
priority is to help individuals. children) about plan options and the implica• 

For example, a long-established commu· tions of different choices. 
nity foundation, the Cleveland Foundation, Although implementation of Medicare• 
and a new con\'ersion foundation, the Mt. Si· Choice has focused attention on the immedi­
nai Health Care Foundation, arc supporting ate issue of how beneficiaries select a health 
development of a consumer coalition to in· plan, beneficiaries are equally likely to need 
Conn the elderly and the disabled about plan assistance in navigating the system that they 
choices and track the performance of man• ha,·e chosen. Again, there are many options 
aged care plans in that community. The Coali· for foundations to help. In northern Virginia, 
tion to Monitor Medicare Managed Care is a for example, the Arlington Health Foundation 
project of the local area Agency on Aging, is funding its local area Agency on Aging to 
which also secured Older Americans Act serve as a Medicare managed care ombuds­
f uncling that accounts for about one-third of man. Foundations also can assist beneficiaries 
the project's revenues. The coalition consists by fund ing transportation. interpreter, or 
of twenty-two local organizations, including other scr\"iccs that increase access to care; 
the medical society, the American Association supporting community organizations that in­
of Retired Persons, the bar association. social crease beneficiaries' understanding of how to 
service agencies, and faith-based organiza• use their health plans; and fostering innova­
tions. Its mi.ssion is to provide useful informa• tion in the care of the vulnerable elderly by 
tion about plan choices, one-on-one counsel• health plans, providers, and community 
ing for seniors seeking advice, and help with 
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groups. For example, in October 1998 the 
California HealthCare Foundation launched a 
five -year, $15 million initiati\'c 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 arc demonstration 
projects that will dc,-clop new ways to iden· 
tify senior citizens who need scniccs, coordi­
nate medical Catt and supporti\'C services, and 
expand the roles of existing health and social 
service professionals to create comprehensive 
strategics 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 
ad\'ocates 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 Hcalch Affairs, are supporting researchers 
at t-.tathematica 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 ~lcdicarc choices 
and on strategics to educate beneficiaries. 

National foundations also are more likely 
than local grantmakcrs arc to focus on pro­
jects to monitor implementation or ~ledicarc 
rcf orm at the system le\'el and co de\'elop 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 f uncled effons to consider 

Medicare's future. Kaiser, in cooperation with 
the league of Women Vours Education 
Fun~ 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 Future encompasses a number of health 
services research 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 Medicatt beneficiaries in 
the managed care versus fee-for-sen<ice sec­
tor, monitoring implementation or 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 arc 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 or the most 
pressing federal health policy issues. But the 
dialogue about future policy on health and ag­
ing in the next cenrury must move beyond 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 carcgiving will grow as the popula­
tion ages, bringing to front and center the 
need to reexamine the interrelationships be­
tween t-.tcdicare and Medicaid policy. Foun­
dations can take the lead in bringing these 
issues to public attention and supporting the 
dc\'clopment of inno,·ative 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 
pro,ides a model for the complementary roles 
that go\'ernment 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 Julie A. Schowman 

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. 

P
RIOR TO TH E BALANCED BUDG ET A CT (BBA) of 1997, risk 
plans enrolling ~kdicare beneficiaries received 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 Medkare 
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 fo r risk factors 
such as age, sex, institutional status, and so fonh. 

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 ,·olatility in rural rates over time.1 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 

Julie Schocnman is a senior research director at the Project HOPE Center for Health 
Affairs in Bcrhcsda, Maryland. 
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in rural areas have contributed to plans' reluctance to enter these 
markets, which in tum has contributed to much lower Medicare 
health maintenance organization (HMO) enroUment 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

mined as the higher of (l) a locaJ/national blended rate, (2) a national 
floor, or (3) a minimum update rate set at 2 percent above the 
previous year's rate. The payment floor was set at $367 in 1998 and 
will be updated each year b)• the national per capita growth rate for 
Medkarc spcnding.6 The 1999 floor will be just under $380. 

The blended rates arc computed as a weighted average of the 
county's own local rate from 1997. and a national rate that has been 
adjusted to reflect geographic differences in input costs. Medicare's 
expenditures for graduate medical education (GME) are removed 
from the local rate prior to blending. The locaJ/national blending DATAWATCH 

weights for 1998 were set at 90 percent and 10 percent. respectively. 
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 implement:ition of a new risk adjustment method 
beginning with year 2000 rares. Although the exact method is not 
yet finalized. early inform:ition indicates that it will be based on 
health status as indicated by the diagnosis assigned during an in­
patient hospital stay.7 

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 rares for 1998 and 1999; hospital wage indi-
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ccs 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 Ieflcct health status. The file also con-
tains Urban Influence codes characterizing the county's urban/rural 
status. obtained from the U.S. Department of Agriculture. 

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 enrolJmcnt 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 

MEDICARE aggressive than the ones used in this model 
HMO PAYMENT The model also docs not incorporate the upcoming changes to the 

risk-adjustment methodology. Rate projections arc presented in 
nominal dolJars. 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 wilJ be more 
similar for rural and urban counties, while the payment floor will 
remain much more important for rural counties. In both )'Cars 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 enrolJment rates. All counties in the lowest 
quartile of AAPCC rates fo r 1997- 92 percent of which were 
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EXHIBIT 1 
Risk.Plan Payment Chane, 

Number of Per 

'!tP9 of c;ounty eountlH "''· 
Urban 835 

Rural 2,281 

1997 MPCC 
quartiles 

$221- $341 776 ~ 

$342- $385 777 
$386-$437 778 

$438-$721 785 

1995 HM0 
enrollment 

None 149 

<1 peroent 2,014 

1-5 percent 520 

5-10 peroent 184 

> 10 percent 249 

All countres 3,116 

SOURCE: Author's calculatlo· 
NOTIS: MPCC is adjusted a. 
• In 1998 and 1999 no cour 
r.rcent minimum update ra· 

Not applicable. 

rural- were brough 
age of nearly 21 per, 
half of the 1997 AAP 
the 2 percent rninir 
be urban. This pal 
counties with hist<' 

Counties with I 
received large pa~ 
counties were o\'c 

disproportionate\~ 
with high rates <' 

likely to be urban. 
ment rates in 199~ 
mum update. In 
across counties. I­
more important t 

Projected rat 
trends in mean r 
period. Rural ral 
after the BBA i· 

HEALTH Ar 



he input 
-rccntagcr:-.-: 
~ benefi, 
c file also 
y's ur~ 
ture. 
:cs that 
from 21 

I rates foi 
I are not 
wth rat, 
'Jseline p 
1rure ye: 
1corporati 
t mayocc: 
dcl uses 
rn 1995 

.:hanges ti 
presenti 

utralityc: 
ations f1 
r Alask 
f the dill 
tegories. 

.:ase for rural 
rban counties 
primarily rc-

·ural counties 
f urban coun­
will be more 
cnt floor will 
..>th years the 
,1] areas, with 
~-
..>r increasing 
.vith the ]ow­
n the lowest 
which were 

a,EDI C ARE HMO PAY M EN T 

EXHIBIT 1 
Rl•k•Plan Payment Changes, By Type Of County, 1998 And 1999 

1998 ratN 19t9ratN 

Mean Mean 
percent Percent of percent Percent of 

Number of Percent Mean ctiance countlH at Mean dlance CCMlntlHllt 
mi!of county countle1 rural rate 97-98 floor rate• rate 98- 99 floor rate• 

Urban 835 _o $451.53 3.~ 14.6% $ 461.42 2.~ 17.1% 

Rural 2.281 -0 404.27 8.2 42.5 414.77 2.7 45.6 

1997 AAPCC 
quartiles 

$221-$341 776 92.3% 367.00 20.5 100.0 379.84 3.5 100.0 
$342- $385 777 77.7 374.64 3.1 40.7 384.66 2.7 52.3 
$386-$437 778 71.6 418.66 2.0 0.0 427.03 2.0 0.0 
$438- $721 785 51.5 506.45 2.0 0.0 516.58 2.0 0.0 -1995 HMO 

enrollment 
None 149 99.3 403.39 11.6 47.7 414.16 2.7 50.3 
<1 percent 2.014 79.3 408.31 7.2 37.9 418.64 2.6 40.9 
1-5 percent 520 63.5 425.65 5.9 30.2 435.88 2.5 33.1 
5-10 percent 184 53.3 447.51 4 .4 20.1 457.68 2.3 23.9 
> 10 percent 249 43.8 454.02 5.1 25.3 464.52 2.4 26.9 

All counties 3.116 73.2 416.93 6.9 35.0 427.27 2.5 37.9 

SOURCE: Author"s calculations. 
NOTES: AAPCC is adjusted average per capita cost HMO iS health maintenance organization. 
• 1n 1998 and 1999 no counties are assigned a blended rate . Thus, the percentage or counties receiving the 2 
percent minimum update rate can be computed as 100-the percentage at the floor rate. 
D Not applicable. 

rural- were brought up to the floor rate in 1998 (rates rose an aver­
age of nearly 21 percent for these counties). All counties in the top 
half of the 1997 AAPCC distribution saw their payments increase by 
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 r-..tcdicare Ht-.10 enrollment, which were more 
likely to be urban, saw smaller-than-a,·erage increases in their pay­
ment rates in 1998 and were more dependent on the 2 percent mfoi­
mum update. In 1999 average rate increases will be more similar 
across counties. but the pa)'ment floor \\ill 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 v.ill remain consistent!)' below urban rates even 
after the BBA is fully implemented. \Vhcn examining for county 
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~roupings based on 1997 AAPCC rates. we see a dramatic move 
t\)Ward convergence in the first year of the BBA-with counties hi 
the lowest quanile recehing a significant boost because of the floor 
,rnd counties in the highest quartile held t o a 2 percent in­
ncase-but the cliff erence does not narrow in later years. 

It is clear that the BBA will cause the payment distributions for 
O\)th 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 
p.1yment strata. while the urban distribution reflects a greater con­
centration of counties in the upper payment strata. By 2003 only 
.1bout one-quarter of urban counties will haw rates below the na­
tional mean. compared with more t han two-thirds of rural counties. 

Volatility in payment rates. W ith 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 
p.tyment 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. 

~ 
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EXHIBIT 3 
Dispersion Of Local Rates Arou1 
BY Type Of County, 1997- 2003 

Local rate u percent of 
natlonal everaC• 

Urban counlieS 
Less than 80 percent 
80-89 percent 
90-99 percent 
100-109 percent 

110-119 percent 
120-129 percent 
1Jo-139 percent 
140-149 pe<cent 
More than 150 percent 

Rural countieS 
Less than 80 percent 
80-89 percent 
90-99 percent 
100-109 percent 

110-119 percent 
120-129 percent 
lJo-139 percent 
140-149 percent 
More than 150 percent 

IOUIICl: Aulho(1 celcullltionl . 
• No counllea In the c:.11. 

Percent o• 

1997 

2.5% 
9.8 

18.7 
20.1 

19.3 
12.8 

8.1 
3.9 
4.8 

17.1 
21.0 
23.8 
18.3 

10.9 
4,4 
2.9 
1.1 
0 .5 
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EXHIBIT 3 
Dispersion Of Local Rates Around NatJonal Mean Payment Rate, 
BY Type Of County, 1997- 2003 

L-1 rat. H .,_,c•nt of 
natlon■I av•ra1• 

Urban counties 
Less than 80 percent 
80- 89 percent 
90-99 percent 
100-109 percent 

110-119 percent 
120-129 percent 
130-139 percent 
140-149 percent 
More than 150 percent 

Rural counties 
Less than 80 percent 
80-89 percent 
90-99 percent 
100-109 percent 

110-119 percent 
120-129 percent 
130-139 percent 
140-149 percent 
More than 150 percent 

SOURCE: AU1hot's calculations. 
• No counties In the cell. 

P•~nt of countln 

1997 1998 

2.5% 
9.8 

18.7 
20.1 

19.3 
12.8 

8.1 
3.9 
4.8 

17.1 
21.0 
23.8 
18.3 

10.9 
4.4 
2.9 
1.1 
0.5 

-· 
17.5% 
20.8 
20.9 

17.2 
11.3 
6.0 
3.1 
3.2 

-· 45.9 
23.8 
16.0 

7.3 
4.1 
1.9 
0.6 
0.4 

1999 

-· 
18.4% 
20.6 
21.2 

17.0 
10.7 
6.1 
2.9 
3.1 

-· 
47.1 
23.4 
15.8 

7.1 
3.8 
1.9 
0.5 
0.4 

2000 

-· 
10.3% 
24.9 
27.8 

16.8 
10.3 

4.8 
2.2 
2.9 

-· 39.9 
30.9 
17.2 

6.7 
3.3 
1.3 
0.4 
0.3 

2001 

-· 5.9% 
26.6 
29.5 

19.9 
10.7 
3.9 
1.7 
1.8 

-· 
34.0 
35.0 
20.7 

6.7 
2.4 
0.8 
0.3 
0.1 

2002 

-· -· 
30.5% 
31.4 

21.1 
10.7 
3.2 
1.9 
1.2 

-· -· 
68.5 
22.0 

6.8 
1.8 
0.6 
0.3 

-· 

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. Final1y. the importance of the minimum update provision 
will diminish over time.8 

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.9 

Thus, if HCFA's actual growth rates for future )'Cars 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 ,,ill 
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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-· -· 
25.9% 
36.7 

22.2 
10.2 
3.3 
0 .7 
1.0 

-· -· 
67.7 
24.2 

6.5 
1.2 
0.3 
0.1 
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EXHIBIT 4 
Rance Of Annual Rate Chances, 1994-2003 

Percent change 

!JO_ 

60 

40 

20 - -

_Q_ 
~ 

- 20 

- 40 

-§__Q 

-••·· 
Urban counties 

94.95 95-96 96-97 97-98 98-99 99-00 00-01 01-02 02-03 

SOURCE: Author's calculation.. 
NOTO: BBA 1$ Balanced Bud&et Act 

■ Before the BBA 

■ After the BBA 

-

- -

- - -
_II ■■ - -

-

Rural counties 

94-95 95-96 96-97 97•98 98·99 99-00 00-01 01-02 02-03 

possible to implement the BBA payment changes in a budget ­
MEDICARE neutral fashion in these years. This situation arises because the BBA 
HMO PAYMENT permits budget-neutrality reductions t o be taken only from 

blended-rate counties. If the reductions push a county's blended 
rare below the noor of its minimum update rate, then the county is 
assigned the next-highest alternative rate and is removed from fu r­
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 

l.XHIBIT 5 
Relatlve Importance Of Payment Methods For Urban Versus Rural Counties, 
1998- 2003 

Percent of counties with the given rate 

1998 1999 2000 2001 2002 
Urban counties 

Blended rate 0.0% 0.0% 58.3% 83.0% 88.0% 
Floor rate 14.6 17.1 9.8 5.6 3.8 
Minimum update rate 85.4 82.9 31.9 11.4 8 .1 

Rural counties 

Blended rate 0.0 0.0 41.4 60.4 65.4 
Floor rate 42.5 45.6 38.7 33.0 30.6 
Minimum update rate 57.5 54.5 19.9 6.7 4.0 

SOURCE: Author's calculations. 

H E ALTH AFFAIRS Volum e I 8 . Number I 

2003 

94.0% 
1.8 
4.2 

73.1 
25.3 

1.6 

' ' 

' 
~ J 

i 

' I 
I,' r. 

M ED I C ARE HM O f 

wit h a little more th. 
neutrality adjustme· 
counties. For the va­
rate, the 2 percent 
finding was true for 
importance of the f 
mean differences bet 
rate (that is, the ma~ 
in pursuit of budge1 
margins translated i 
initial blended rates 
next-best rate and rh 

Discussion 

The BBA is likeh 
methodology to the 1· 
particular, will helF 
whereas the 2 percc 
that no county ever 
year to the next. E, 
payment rates will c, 

The higher and n 
counties more attrac 
wishing to serve Mc 
Choice program. Of 
the decision to offer 
mains to be seen wh 
sufficient to increase 
rural areas. HCFA re 

EXHIBIT 6 
Impact Of 1998 Budgf 

Countlff lnltlally 
asslCned a blended Number 
rate In 1998 countle · 

Urban counties 426 
(n • 835) 

Rura I counties 813 
(n • 2.281) 

All countoes 1,239 
(n • 3,116) 

SOUAeE: Author's calculations. 
NOTE: Budget-neutrality adjustm-
rates. -H E ALTH AFFAI 
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with a little more than a third of all rural counties. Thus, the budget­
neutrality adjustments were taken disproportionately from urban 
counties. For the vast majority of counties injtiaUy given a blended 
rate, the 2 percent mfoimum update was the next-best rate; this 
finding was true for rur~l as well as for urban counties, despite the 
importance of the floor payments for rural areas in general. The 
mean differences between the irutial blended rate and the next-best 
rate (that is, the maximum amount blended rates could be reduced 
in pursuit of budgct-ncutraHty) averaged only $4-$5. These small 
margins translated into only about a l percent reduction from the 
initial blended rates before all blended counties converted to their 
next-best rate and the budget-neutraHty 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 hdp 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, rural 
payment rates will continue to lag behind urban rates. DATAWATCH 

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 
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 Medicarc•Choice options in 
rural areas. HCFA received only three applications for the coming 

EXHIBIT 6 
Impact Of 1998 Budget-Neutrallty Adjustments 

Counties lnltlally 

Me1111 
blenffd 
rate before 

a11ICned I blended Number of budCet• Next bett 
rete In 1998 counties neuttellty rite II 

Urban counties 426 $420.91 Floor 
(n • 835) ~update 

Rural counties 813 399.31 Floor 
(n • 2.281) 2% update 

All counties 1,239 406.74 Floor 
(n • 3.116) 2% update 

SOURCE: Authors cal<:ulations. 

MHn 
difference 
between 
blend end 

Number of next-beat 
counties rate 

30 SS.21 
396 4.60 

92 3.72 
721 3.73 

122 4.09 
1.117 4.04 

M11111 
percent M ean 
reduction nnal 
from blend rate 

· 1.39% S367.00 
· 1.12 420 .00 

- 1.00 367.00 
--0.93 399,24 

- 1.09 367.00 
- 1.00 406.60 

MHn 
perc:.nt 
lncreue 
over 1997 
rate 

3.31% 
2.00 

3.07 
2.00 

3.13 
2.00 

NOTE: Budget-neutrahl)I adjustments in 1998 resulted in all blendoo-rate counties being conwne<J to floor or minimum update 
rates. 
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year from providers wishing to form provider-sponsored organiza­
tions (PSOs) and pref erred provider organizations (PPOs )- the 
plan types expected to be more feasible and attractive in rural 
areas-and some existing Medicare HMOs have recently with­
drawn from selected markets rather than expanding to rural areas . ., 

It also is as yet unknown whether any new managed .care options 
that are offered in rural markets will be attractive to rural benefici­
aries. Traditionally, beneficiaries have enrolled in managed care 
plans because of these plans' additional benefits. Anecdotal reports 
in the past year indicate that plans may have begun to scale back 
these added benefits in response to lower-than-expected payment 
increases. If plans entering rural markets do not offer the more gen­
erous benefits traditionally offered by their urban counterparts, 
then rural beneficiaries may be less likely to enroll. 

Even with no positive enrollment response, the BBA payment 
changes will not be budget-neutral for the first two years. A large 
enrollment increase in counties whose rates have increased dramati­
cally would require the budget-neutrality adjustment to be more 
aggressive than modeled here, further reducing blended rates and 
possibly even the number of blended-rate counties. If there are not 

MEDICARE enough blended-rate counties, or if their rates are not sufficiently 
HMO PAYMENT above the floor and minimum update rates, the Medicare program 

will continue to be unable to finance the floor and minimum update 
payments in a budget-neutral fashion beyond 1999. An actual 
growth rate that is below the growth rates assumed for this Data­
Watch could bring about a similar situation. 

In sum, although the BBA has accomplished the goal of increasing 
rates in low-payment areas, Medicare has been left to pay a larger 
bill than anticipated. As long as the minimum updates and floors are 
protected by statute, the BBA budget-neutrality provision cannot be 
a binding constraint. HCFA has recently signaled its interest in 
seeking a legislative change to correct this problcm.11 

Ironically, even with these higher aggregate expenditures, the 
BBA payment rates may not be adequate to entice Medicare•Choice 
plans to enter rural markets and may even be causing plans to leave 
some urban markets. Thus, it appears likely that rural advocates and 
provider groups will seek higher payments in the next legislative 
session. This action will, of course, exacerbate budget-neutrality 
difficulties. In the end, poucymakers may have to weigh the cost of 
increasing payments against the goal of ensuring equal access to the 
range of choices under Medicare•Choice. 

Several aspects of the new payment methodology are not speci­
fied in detail in the BBA or arc subject to change, and these features 
can be expected to change the rates simulated here. Chief among 
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oese- !actors is the risk,adjustment method that HCFA is to begin 
..implementing in the yea~ 2000. Future simulations should assess the 
r...di.snibutional impacts of changes related to risk adjustment. An, 
o.iber factor that could change is the way that input price adjust , 
-ments are made. Although the BBA specified that existing hospital 
w.age indices and geographic adjustment factors be used for 1998, 
:t'~ kgislation granted the secretary of health and human services 
.discn=rion to develop new price-adjustment mechanisms for later 
years. The Medicare Payment Advisory Commission (MedPAC) has 
:n::ice:nt1y recommended creating new price indices that would be 
more reflective of the costs faced by Medicare managed care plans.12 

Finally, several other issues are likely to receive continued policy 
a::unrion and may affect the determination of payment rates in the 
wrure. Removal of Medicare payments for disproportionate-share 
h:ispilals from the base rates was debated at the time the BBA was 
u:::ider 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 
approximately negate one another at the national level, they may DATAWATCH 

h.aYe \'ery different net impacts at the county level. Lastly, the find-
ing that rural payment rates \Vill continue to fall below urban rates 
e""en af tcr the BBA is fully implemented may spark policy interest in 
mO\ing to a more aggressive blending formula, or even to a fully 
national rate once improved risk adjusters are available.11 

··-···· ····· ·· ··········· ·· ····················· ················· ·· ·········· ······················ 
Ekmcn1s of this papcrwm pmentcd as a poster session at the May 1998 mutings of 
chc l\'ational Rural Health Association in Orlando, Florida, and at the June 1998 
matings of che Association for Health Services Research in Washington. D.C. The 
aurhor acknowledges the assistance of Michael Cheng with aspects of the budga­
nairrality calculations and the substancive input of Curt Mueller during early phases 
c>j ,he simulations. This work was funded by the Office of Rural Health Policy 
(ORHP). Hcalrh Resources and Services Administration (HRSA), Dcparcment of 
Hcalch and Human Services (DHHS). The views e:..pressed arc chose of the author 
a-,d dl, nor necessarily reflecr those of the ORHP or Project HOPE. 

NOTES 
l. See S. Palsbo, The Demographic Facrors Explained, Research Brief no. IO (Washing­

ton: Group Health Association of America, February 1990); S. Palsbo. The 
AAPCC faplaincd. Research Brief no. 8 (re\iscd) (Washington: GHAA. October 
1991); and S. Palsbo. The USPCC faplained. Research Brief no. 5 (revised) 
(Washington: GHAA,July 1992). 

2 T. McBride, "Setting the Price for Medicare Risk Contracts in Rural Areas· 
(Presentation at the Robert Wood Johnson Foundation Invitational Policy 
Conference. Washington. D.C., 9 ~lay 1997); Physician Payment Review Com-
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mission. Ann11al Report to Congress (Washington: PPRC, 1997). 59-62; and Pro­
Spe<:ti\·e Payment Assessment Commission, Medicare and the American Hwlth 
Care System: Report to the Congress (Washington: ProPAC,Junc 1997). 35-45. 

3. Although lower rates arc not necessarily problematic if they accurately reflect 
lower costs of producing scn~ces or a lower need for services, they are prob­
lematic if they are depressed for reasons unrelated 10 these factors (for exam­
ple. difficulties in accessing the health care system). If 1'tedicare expenditures 
in rural areas historically have been lower than would ha,·e been expected 
gh-en input prices and the health status of the population, then AAPCC rates 
based on these spending patterns are artificially low as well. 

4. Pro PAC, Alcdicareandthe Amc,icanHealthCarcSystrm: Report to the Congress (Wash­
ington: ProPAC, June 1997), 41-42, 52; M. Casey, "Sm'ing Rural Medicare 
Risk Enrollees: HMO's Decisions, Experiences, and Future Plans," Uni\'crsity 
of ~linnesota Rural Health Research Center, Working Paper no. 19 (Novem­
ber 1997); and C. Serrato, R. Brown. and J. Bergeron. ·why Do So Few HM Os 
Offer Medicare Risk Plans in Rural Areas?" Health Care Financing Review (Fall 
19Y5): 85-97. 

5. ProP . .\C, Medicare and the American Health Care System, 44; and PPRC. Medicare 
Managed Care Premiums and Brnefits.. Basics no. 4 (Washington: PPRC, April 
1997). 

6. This growth rate is to be projected by the HHS secretal)• by March of the year 
prior to the year for which rates arc being determined. The BBA also specifics 
that these projected gro"th 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.S percentage points). There is also an adjustment mechanism 
that is to be used after the first year to correct retrospectively for under- or 
0\-erprojcctions in prior growth rates. 

7. L Greenwald ct al., "Risk Adjustment for the Medicare Program: Lessons 
Learned from Research and Demonstrations· (Paper presented at the Robert 
\\'ood Johnson Foundation in,itational meeting, ·Hcalrh-B:iscd Payments: 
\\'hat Do We Know about Risk Adjustment?," 29 January 1998): and Frdcral 
Register 63. no. 173 (8 September 1998): 47506- 47S13. 

8. In its ~larch 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 C\'entually com·ert to the blended rate as long as 
the ~ledicare growth rate remains above 2 percent (p. 18). These conversions 
\\ill le:i,·e only blended-rate and floor-rate counties. With both of these types 
of rates increasing annually by rhc same Medicare growth rate after 2003. 
there will be no further switching between the types of p:iymcnt rares. and :iny 
rem:iining differences in payment lc\'cls between urb:in and niral cou nties will 
be perpcniarcd. 

9. J. Schocnman. "Impact of the BaJ:inccd Budget Act of 1997 on 1'1cdicarc Risk 
Pim P.1rmcnt Rates for Rural Areas," Final Report submitted to the Office of 
Rural Health Policy. Contract no. CSU RC00005·01 -2 (December 1997). 9-11. 

10. N. Jcffre)'. ·Medicare Gers Weak Reply to Request for ~cw T)'JJCS of Health 
Prognms." \Vall Street Journal. 8 September 1998. B8. 

11. Federal Rcgisrcr 63. no. 123 (26 June 1998): 35005. 
12. ~ledicarc Payment Ad\'isory Commission. Report to the Congress: ~lcdicarc Pay­

mcnr P<>licy. Volume I (Washington: MedPAC, March 1998). 23. 
13. Ibid, 19, 21- 23. 
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BooK REVIEWS 

An Unusual View Of Health Economics 
BY BRYAN Dowo 

The Economl~ of Health Reconsidered 
by Thomas Rice 
(Chicago: Health Administration Press. April 
1998), 251 pp .. $SO (cloth), $40 (paper) ................. ....... ....................... ... .. ...... 
In The Economics of Hcalrh Reconsidered, Tom Rice 
has provided a highly critical re,iew of health 
economics 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 Smices Re­
search. Alchough I do not agree \\ith all of 
Rice's analysis. I found it thought-promking. 
and many of his points deserve more attention 
than they typically recci\'e 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 
competiti\'e markets. Rice does not argue that 
the standard result is wrong but, rather. that 
the entire compctiti\'e 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 inurim dirwor, Divi• 
sion of Hcalrh Services Research and Policy, Univer­
sity of Minnesota School of Public Health. He is 
coauthor of Competiti\•e Pricing for t-. fed icare 
(AEI Press. 1996). 

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 I 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, I 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. 
■ Cautff of market failure. Rice's discus­

sion of decreasing marginal costs (pp. 
119-120) is incomplete. mixes rcsulcs on qual­
ity with results on costs, deals only with hos­
pitals. and unjustifiably generalizes results to 
the entire "healch 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 arc 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 healch care markets 
pass the first hurdle of decreasing marginal 
costs and pure public goods. we still must ask 
how likely competitive markets arc 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 (spillo,·er 
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, ph)•sician licen­
surc ). Restricted entry in health care markets 
is, for the most part , not a narural 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 benefits 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 
innated because consumers are unable to 
judge the qualiry or effects of medical treat• 
mcnt. We believe that poor consumer informa­
tion would make our estimates conservative. 

Externalities are a crucial part of Rice's 
anal)'sis. Rice argues that allocating resources 
on the basis of individual demand for health 
care services will lead to inefficiency because 
la\'ish consumption of health care services by 
the wealthy creates a negati\'e 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 off set , 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 
affi rmed in the moral code, but its presence 
and extent are empirically verifiable: We ob­
serve people voluntarily transferring tbeir 
income to others. Rice acknowledges the 
importance of •participation" akruism in ex­
plaining behavior such as voting and recycling 
(p. 1S6), 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 pan 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- 81, and ISS- 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 
Collccrivc 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 co~pclling case for consumer infonnation, may cost more than 
either public financing or public pro\'ision of the improvement in efficiency is \\'Orth tocon­
health care services to the general population sumcrs. The same is true of fairness. ·Fairness 
purely on efficiency grounds. at all cost· may be seductive rhetoric, but Crom 

Rice also objects to using consumer prefer- a purely economic viewpoint, it is as nonsen­
cnces, as embedded in standard weUare analy- sical as •efficiency at all cost: 
sis, as a foundation for judging the efficiency Rice belkvcs that both the current method 
of alternative health care rcfonn proposals. It of distributing health care resources and the 
is important for advocates of national health distribution itself are unfair. Many health 
insurance to discredit consumer preferences economists would agree. He argues for an al­
because, as Rice reports, only , - -,----.-----, location system based on de-
23 percent of the U.S. popula- " tennination of need and a dis-
tion agrees with the st.ttement: The U.S. health tribution of health care sc.rv-
·tt is the responsibility of the care system ls by ices rhat is equal across all 
gO\'ernment to take care of rhc no means Ideal, members of society. after ad-
\'ery poor people who can't but neither ls It justi ng for ·need· (pp. 
take care of themselves· (p. adrift. Rather, It ls 160-162). Contrasting this sys-
16~). Taken at face v~uc ~al- the aggregate of te~ _with one that pro~'ides a 
be1t a dangerous exercise Wlth m1mmal Ooor of services to 
surYeys ), that means that 77 hundreds of those who otherwise could not 
percent of the U.S. population tradeoff1." afford it reveals the crucial role 
doesn't even support the cur- L _ __. ____ ._ _ __J of envy in Rice's analysis. A 
rent Medicaid program. much less further minimal floor might satisfy the altruistic de­
go\'cmment-bascd redistribution. sires of consumers, but only equality of con-
■ Fairness. The discussion of fairness sumption can eliminate envy. Rice makes a 

bring us to what I think is the main point of pica for putting fairness issues first. followed 
the book. In standard economic theory there by efficiency concerns. but I am left with the 
is no necessary relationship between com- feeling that I am being asked to put em-y first, 
petith·e markets and the fairness of the distri- followed by efficiency. I also am concerned 
bution of resources. In contrast. Rice thinks that while Rice is quick to question the reU­
that competition has contributed to unfair- ability of consumers· preferences over their 
ness by increasing the financial pressure on own consumption, he seems quite sanguine 
pro,iders so that they no longer can afford to about converting consumers· preferences re­
pro,ide chari ty care. This topic needs addi- garding the consumption of others directly 
tional empirical work. I could agree that in- into public policy. 
creased competition might necessitate more Rice also fa\'ors nation:tl health insurance 
explicit mechanisms for charity. But reduced proposals that address fairness through the 
prices resulting from competition also may re- use of in-kind transfers (in the fonn of health 
duce the need for charity. care senices) rather than cash transfers, be-

~larkct fail ure, as found throughout the cause donors prefer them to cash transfers 
health care industry. results in competitive (pp. l57-158). Donors' preferences arc defcn­
equilibria that arc inefficient , but society sible criteria, bur I wonder if Rice would be 
nonetheless may judge those ineffi cient equall}• enthusiast ic about donors' prefer­
equilibria to be fair. Thus, imperfect competi- enccs if they included conditions on recipi­
rion docs not preclude attainment of a fair ents' bcha,'ior, such as refraining from having 
final distribution. children out of wedlock. 

Fairness has a ,·aluc to consumers. just as Rice favors comprehensive CO\'erage in 
efficiency does. In some cases, correcting in- NHI systems, rather than point-of-purchase 
strinsic sources of marketfailure. such as poor 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 wah·ers 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 I disagree about that. 
■ Summary. The central question, as 

Pauly notes, is not whether our current sys· 
tern is optimally efficient or fair.2 The central 
question is whether the efficiency and fair­
ness problems that exist arc addressed best by 
imperfect government or by imperfect mar• 
kcts. 

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 I couJd agree to that, 
someone would have to go further than point· 
ing out market imperfections that arc, for the 
most part, weU recognized by health econo• 
mists and common to many sectors of the 
economy that seem to function well enough. I 
would have robe 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. I also would 
have to understand why the outcome of a na­
tional health insurance proposal would differ 
from Medicare-the best example we ha,·c of 
our government's inability to run a national• 
izcd health insurance system. Medicare ap• 
pears to have taken up permanent residency 
on the brink of fiscal insolvency; has been 
blocked politicall)' from implementing even 
the simplest efficiency-improving compcti· 
tivc-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 
tran sfers income from the poor t o the 
wealthy. 

The U.S. health care system is by no means 
ideal, but 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. 
MoraJ 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 arc being 
called into quest ion, mostly by U.S. health 
economists. The same is true of our decisions 
regarding fairness . The working poor pay 
taxes to subsidize the health insurance premi· 
urns 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 e,ridcnce of our government's in• 
ability to allocate health care resources fairly 
and efficiently, and I 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 tic 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 arc 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 docs 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 
I. R. Fridman and B.E. Dowd. "A New Estimate of 

th<'. Wdfart loss of Excess I kalth Insurance: 
Ammca.n EconomlC Review (March 1991): 297-301. 

2. M.V. Pauly. ·who Was Thai Srraw Man Any· 
way! A Comment on Evans and Rice," Journal of 
Hcalrlt Polit ics. Polley and law (April 1997): 
467-473. 

3. Ibid. 
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Bloody Business 
BY ROBERT M. Got.OBERG 

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. J.D. Kleinke argues that 
integration of htakh care-the reorganization 
of scrvicts 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 SCf\ices can no longer 
depend on a guaranteed profit based on their 
Mcur 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 obsem:rs claim that 
health care is rapid)}, 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 rcsponsi\·e, 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 organi=ation and rnterprise. 

In a market cconom}'. Joseph Schumpeter 
wrote, ·the impact of new things . . . on the 
existing structure of an industry considerably 
reduces the long-run scope and importance of 
practices that aim, through restricting output, 
at conserving established posirions and at 
maximizing the profits accruing from them."1 

In health care such barriers are still the path 

················ ··· ······ ····················· ··········· · 
Bob Goldberg is a senior research fellow in the Medi-
cal Science and Society Project, Ethics in Public Pol­
icy Center, \Vashington, D.C. 

to profitability. Utilization review, gatekeep­
ers, prior authorization for the use of new 
drugs and de\ices, and the effort to slash costs 
without regard to outcomes or quality are the 
tools that insurers and health plans use to ttJ 

duce the availability of novel goods and serv­
ices. Moreover, the ability of health mainte• 
nance organizations (HMOs) and insurers to 
ward off new forms of health care delivery has 
been critical to earnings grO\vth over the past 
decade. Indeed, no other industry over the 
past thirty years has undergone fewer changes 
or new challenges to the existing order than 
health care has. 

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 \.\rith 
organized care systems. Doctors and hospitals 
reached an uneasy accommodation to avoid 
forms of care and insurance that would have 
easily led to a stronger entrepreneurial role for 
hospitals and insurers. Both doctors and hos­
pitals aggressively sought to enforce these 
agreements through legislation if possible and 
by illegal boycotts when necessary. 

For the most part, the financing of health 
care and insurance co\'erage was limited to 
sef\·ices pro\'ided in the hospital, C\'en though 
the Mayo model showed that they could have 
been offered in a doctor's office. And since 
patients 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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rangcment 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 scnices 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 ilJnesses. It is 
easy to see why health care companies cannot 
stop their financial hemorrhaging in their pre­
sent form. 

The fight for financial surYival has led most 
companies to tty to capitate the cost of care 
and leave others to assume the risk of treat­
ment. Most of Bkcding Edge describes how 
competition for sunival will lead to the inte­
gration of health care services-a process 
KJeinke calls indusrriali::_arion. 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, arc 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 wilJ happen to 

Oxford and Aetna. Indeed. HMOs and large 
insurers arc 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 ,.st 
collection of hospitals and related scnrices 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 arc 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 peopk 
with medical care but also will manage their 
own financial risk without the help of HMOs 
or large insurance companies. Hence, wha..t 
Kleinke calls the ~emerging health organi=a­
tionft (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 emplo}'ers 
spend on each employee. 

But BHCAG reveals a fundamental truth 
overlooked by Kleinke and others who h.1,"e 
offered insights into the value of market com­
petition for health care: Market forces do not 
emerge without conscious cff ort. If we want a 
health care market, we will hat·c to build one 
in the same way that democratic nations ha,"e 
helped Communist countries in a similar 
transition. And. as Klcinke's book shows. this 
will be a beneficial but bloody process. 

NOTE 
I. J. Schumpeter, Capiralism, Socialism, and Danoa-a,.·y 

(New York: Harper Collins, 1962). 107. 
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W e welcome yow-~ to papers rltar 
appear in Health Affairs. Please ltcq, 
your comments brief (500-750 words) 

and sharply focused Health Affairs rcsavts chc righc co 
edit all letters for clarity and length. l.tttcrs can ·now be 
submitted via e-mail (hcaltlialfai~ojhopc.org) or the 
Health Affairs Web site (www. pr~). 

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 ,..,ill nearly re­
turn to its historical trend 

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. AJthough 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 (FFS) 
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 

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, im·oh,ing 
trends in use, prices, and residual growth of 
each 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 rnid-1990s, 
I expect that the average rate will be much 
lower than it was over the twenty years prior. 

The HCFA analysts characterized the rnid-
1990s as a period in which people switched 
from high- to lower-cost plans. In my ,iew, 
recent changes in the health sector are much 
more complex. The striking thing about the 
experience of the rnid-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. 2 In recent rears the 
Hay report has separated trends into two con­
cepts: (I) the weighted average of same-
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c0mpany and same-plan data. and (2) the ag• 
grcgate oC all companies and prevalent plan 
chta. The first concept attempts to exclude 
the impact of switching from high-cost to 
tow-cost plans; the second, in dfect. includes 
the impact o( that switching. Prevalent plan 
rrends arc lower than the same-company/ 
same-plan trends, which indicates that em­
ployees arc 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· 
grcssive 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 of ten come from a 
series of ·one-time changes: and pressure to 
contain costs leads to a process in which a 

EXHIBIT 1 

new crop of •one-time changes· is dC\-dopcd 
and implemented C3Ch year. For health care 
establishments, tbcse changes have taken t~ 
fonn of slow growth in unit costs and wage 
growth that more closely matches that of the 
rest of the economy.l 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. 

I have modeled the effect of HCFA's pro­
jections based on the assumption that man· 
aged care wou.ld ha,~ primarily a one-time cf. 
fect. a hypothetical alternative assumption in 
which managed care would have primarily a 
permanent efTect, and the CBO's assumption. 
which represents a middle approach (Exhibit 
1).4 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 aunage care more effec­
tively and pro\'idcrs to continually seek to 
lower their costs. On balance. I am more com• 
fortable with the CBO's assumption. 

Nevertheless, I expect rates of increase of 
private health insunnce premiums to start 

ExceM Of Private Premium Growth Over GDP Growth, Based On ThrN AuumptJons, 
1990-2007 
Percentage polnts 
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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-
lying cost increases for some time now, and mcstic product (GDP). They note: 
signs that the underwriting cycle Is tum-
ing- the exit of insurers fro~ markets in In a rtvtl"S.ll of rteent trtnds, tht lughtr antici• 
which they are doing poorly and little entry pated growth in ttal per capita rucional htalth 
into new markets-suggest that premium in· spending will be dri\'tn almost tncirdy by ris• 

creases will soon exceed cost increases. But Ing cxpcnditurts In the private rathtr than tht 

there are few early indications that the under- public ,ector (p. 128).. 

lying beneCit costs for private plans (which They see growth in private, third-party 
dctennine premiums in the long run) are soon spending accderating from 2.9 percent a year 
headed back toward the 8 percent growth in 1996 (the last year for which HCFA has 
rate implied by HCFA's projections. data) to 7.4 percent a year in 2007. Underlying 
PAUL B. GINSBURG th1s projection is the belief that managed care 
CENTER FOi STUDYING HEALTH SYSTEM is largdy a one-time savings. With only 14 

CHANGE percent of workers still in indemnity cover• 
WASHINGTON, D.C. age, the authors foresee an end to the slow• 

down in health care spending that has oc-
NOTES curred throughout the 1990s, because we have 

I. Tht author pro_j(cts that the growth rate of bo1h 
aggrtgatc Medicart spending and privatt insur· virtually exhausted our supply of indemnity 
anct premiums will be about 8 percent per year. enrollees to convert to managed care.1 

Assuming that Mcdicatt enrollment will grow 1 bdieve that these authors have inade-
fastrr than the number of persons co,·ertd by quatcly credited and understood how man• 

274 printe insurance in the project ion puiod, aged care has altered the expectations and 
HCFA's proj«cions imply that Mcdica.rt spend· 

ethos of employers and providers. After a dee• Ing per enrollee will grow more slowly than pri· 
,-att insurance spending. ade of actively restructuring their health care 

2. Hay &rtc/iu Report. 1993-1997. The Hay sun-ry is plans to reduce medical expenses, employers 
not drawn from a random sample, and its find• will not simply roll O\'er and pay the bill for 
ings may not be ddinith~. Ne\'trthtkss. results inflationary rates of this magnitude. Since 
arc: generally consistent \\ith othtr sun·e)'S of 

1993 the annual rate of increase in premiums employers on the le\'cls and trends of health 
among firms with 200 or more workers has costs or premiums by type of plan. D.ita for 1998 

arc: courtesy of Edwin Hustead and Michael a\'eraged just 2.6 percent a year. Employers 
Carter of the Hay Group. don't expect and will not pay for 1980s-like 

3. National Hospital Panel Sun·cy data from the premium increases. Both employers and em-
Trend Analysis Group. American Hospi tal Assa-

ployees will vote with their feet for less ex-ciation. 
4. Congressional Budget Office. ·Pro_;«cions of Na• pensive health plans. 

tional Health Expenditures: 1997-2008." in Eco, The major savings come from how provid-
nomic and Budgct Ourlook (Washington: CBO. ers' beha\'iOr changes when large numbers of 
January 1998). consumers enroll in managed care. The domi-

nance of managed care has imposed a cost-Functioning In A Different 
Health Economy consciousness on prO\iders that most ana• 

lysts failed to predict a decade ago. The rate of 
To the Editor: increase in prices, use of senices. and adop-

Because ~The Next Ten Years of Health tion of cost-increasing technologies will be far 
Spending" was a front-page story in the na- slower in a system in which prO\iders must 
t ion's newspapers. we must critically review lh·e within budgets that simply did not exist 
the assumptions behind the projections, so as 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.1 
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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 overalJ.l Among firms offering 
multiple health plans, only 12 percent do not 
subsidize more -expensive health plans 
through higher premium contributions.4 

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 Hcalrh Affairs are at odds 
with these authors' gloomy view of the fu. 
turc.) 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.6 

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. 
J O N R. GABEL 
KPMG PEAT MARWICK 
ARLINGTON , V IRGINIA 

NOTES 
I. KPMG Peat Marwick. Health EkrtC/m in 1998 

(~lonvale, NJ: KPMG.June 1998). 40. 
2. In fairness, Smith and colleagues award modest 

sa,ings to managed care for slo\\ing down the 
rate or technological diffusion. 

3. D. Epstein, ·Utilization or Generics· A ~fanaged 
Care Failure," Managed Care (~tar 199i) 

4. K. Hunt et al .. "Paying More Twice: \\'hen Em­
plorers Subsidize Higher-Cost Plans: Health Af­
fairs (Nowmber/Deccmber 1997): 6. 

5. P.8. Ginsburg and J.R. Gabel. ·Tracking Health 
Care Costs: What's New in 19981" Health Affairs 
(September/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 arc difficult to under­
stand, in light of the powerful role that em­
ployers played in controlling costs during the 
past se,·eral years. These efforts helped to 
slow the rate of growth in benefits costs per 
worker to 05 percent by 1996 (2.l 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. 

MoreO\·er. 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
gressi\·e utilization controls. if the market 
would permit it. Howe\'er, employers have 
not wanted to alienate their workers with sig­
nificant utilt:,ition 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 
strong!}' suggests that employers will take 
measures to impro\'e the efficiency of their 
health plans as well-such as eliminating the 
point-of-senice (POS) options, mo\'ing peo­
ple back to HMOs, limiting alternati\'es 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 chat many employers are celling insur­
ers chat 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 chat the average per 
capita premium increase among employer 
plans was only 3.3 percent in 1998 (both em­
ployee and employer share).2 

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· 
rive ways of slowing the growth in health 
spending. 
J OHN F. SHEILS 

LEWIN GROUP 

FAIRFAX, VIRGINIA 

NOTES 
I. Includes employee and employer share of premi· 

urns. KPMG Peat Mamick. Hcalrh Bcnc/iu in 1998 
(Montvale, N.J.: KPMG. June 1998). 

2. P.8. Ginsburg and J.R. Gabel. ·Tracking Health 
Care Costs: What's New in 19981" Hcalrh Affairs 
(September/October 1998): 141-146. 

The HCFA Authors Respond 
To the Editor: 

Paul Ginsburg, Jon Gabcl, 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 into the co­
hort ages fifty-five co sixty-four (where costs 
are high relative to other private enrollees) 
temporarily inflates growth in private spend­
ing near 2007. Excluding this factor, growth in 
pri,·ate spending per enrollee is expected to 
be below chat for Medicare. 

Is chis projection unreasonably high? The 
real question is one of magnitude and timing. 
How ...,,i.11 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 co one 
that imposes a range of restrictions on choice 
of pro,·iders and covered services. Health 
plans, under enormous pressure co 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 pri,·ate health spending 
has been pushed to new lows. Based on both 
reason and empirical e,idencc. we expect fu. 
cure 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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This raises the second major contention: 
employers' ability to restrain growth in health 
costs over the next ten )-cat"S. The commentcrs 
express confidence that some combination of 
altered incentives attributable to managed 
care and the dctennined ana 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· 
urns 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-l990s. 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•tenn growth in health spending, 
Gabel and Sheils include not only efficiency 
gains but also the potential for cutting de• 
mand for medical senices outright through 
tighter utilization controls. Shcils notes that 
employers have the ability to impose such 
controls and will e,·cntually do so. when em• 
ployees arc 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 analrsis to options that re• 
duce inefficiency, we conclude that further 
nonrecurring cost sa,ings are likely to decline 
in magnitude. Easr cuts will be made first. 
Research has shown chac much of the cost 
reduction associated with managed care 
stems from cutbacks in inpatient hospital 
services. Other options. such as the use of ge· 
ncric drugs or elimination of unnecessary 
tests, also reduce costs. Howe\'Cr, all such op· 

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 
pennanent 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 miew 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 
l.5-5.0 percent.' This overstates the probable 
effectiveness in reducing long·tenn growth 
since it includes "savings from reductions in 
inefficiencies and movements toward com• 
petitive pricing that may be hard to replicate 
in the future."1 Studies analyzing the rate of 
growth of premiums (thus excluding one• 
time effects from switching plans) conclude 
that growth in HMOs was ~99 percent of 
that seen in fee-for-service plans.1 

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 A UTHORS 

HEALTH CARE FINANCING 

ADMINISTRATION 

BALTIMORE, MARYLAND 

NOTES 
I. M.E. Chernew et al, "Managed Care. Medical 

Technology. and Health Care Cost Growth: A 
Rc,icw of the Evidence:," Medical Care Research a11d 
RCYicw {September 1998): 259- 288. 

2. Ibid .. 270-271. 
3. Ibid .. 267. 
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H EALTH Sl'ENDING ON ELDERLY 

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 ca re by 
the elder1y. 

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. 

H
EAL TH CA RE EXPE N DITU RES on the elderly have outpaced 
the gross domestic product (GDP) by 3 5 rn 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.2 If the 
trends of the past decade or two continue until 2020, the dderly's 
health care consumption in that year will be approximately $25,000 
per person (in 1995 dollars), compared with $9,200 in 1995.1 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. 

Victor Fuchs is rhc Henry). Kaiser.Jr. Professor Emcrirus ar Stanford Univcrsiry. where he 
applies cconamic analysis 10 social problems of national concern, wirh special emphasis on 
health and medical care. He has authored nine books. including the landmark Who Shall 
U,·e? Health. Economics, and Social Choice (1974, 1998). He is the recipient of nu­
merous distinguished awards and is currently studying the rdationships among empirical 
research. values. and economic policy. 
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MEDI C AIE 6r P U BLIC POLICY 

HEALTH 
SPENDING 

EXHIBIT 1 

Without a dramatic change in health care costs, income, or both. 
health spending on the elderly in 2020 is likely to be two to three 
time.s the income available for all other goods and services. ◄ 
■ Ace/ sex .. peclflc 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 IX'. greater at older ages and somewhat greater for women than for 
men. On average, the rate of increase was between 4 percent and 5 
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 
share 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 
a period when reimbursement rates for physicians and hospitals 
were being held under tight rein? It was not because physician fees 
for specific interventions were growing rapidly; they were not. It 
wa, not because hospital admission rates were increasing or pa­
tients 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 

Annual Rate Of Chante In Medicare Payments Per Peraon, By Aee, 1987-1995 
(Adjusted For Inflation) 
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_-s...hly bas been improving over time. 
pa~ experts believe that 'lechnol~" is the driving f~rce beh~nd 
me Jong-term rise o~ health care spendmg. ln a sui:vey of fifty leading 
health economists m 1995, 81 percent agreed \\1th 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."6 
Expenditures grew primarily because the medical care system was 
d,divering 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. 
■ 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.7 More often, however, a 
technological advance such as a new drug. surgical procedure. or 
diagnostic technique has only a modest effect on expenditures in-
itially. Over time, however, further development, refinement, and MEDICARE• 

diffusion of the technology result in large increases in spending. This PUBLIC POUCY 

process 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 11.l percent per year for men and 10.7 
percent per year for women. The rate of incre::ise tended to be more 
rapid at older ages. 

One lesson from these data is that the arrribution 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~ 
pearancc 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 Chance In Use Of Seven Procedures, By AC• And Sex, 1987-1995 

Men Women 

65- 89 70- 74 75- 79 80- 84 85+ 
Proeffur" per 100,000 

Angioplasty 
1987 
1995 

CABG 
1987 
1995 

Cardiac 

catheterizatlon 

1987 
1995 

Carotid 

endarterectomy 
1987 
1995 

Hip replaoement 
1987 
1995 

Knee replacement 
1987 
1995 

Laminectomy 

1987 
1995 

249 215 122 75 · 22 
712 756 589 411 131 

560 545 357 179 33 
750 849 706 436 106 

124 111 82 56 
339 367 322 245 

187 179 138 
266 322 324 

59 
171 

1.146 1.135 740 379 111 708 709 483 182 52 
1,624 1,863 1,652 1,109 399 1,086 1.254 1,064 706 183 

182 287 246 174 65 
321 460 553 433 152 

76 90 113 122 92 
250 331 467 609 724 

160 182 205 200 70 
403 478 529 385 164 

208 215 169 97 54 
285 322 320 218 106 

111 132 132 95 
221 229 273 217 

30 
77 

78 133 175 174 143 
338 519 782 965 1.4« 

218 278 322 242 82 
523 657 667 475 193 

188 186 153 103 32 
278 316 258 143 57 

Aver•&• rate of chance (percent per yHr from 1987 to 
1995) 

Angioplasty 
CABG 

1396 1696 2096 21% 22" 
4 6 9 11 15 

1396 1596 1796 18% 2°" 
4 7 11 13 11 

Cardiac catheterization 
carotid endarterectomy 
Hip replaoement 

4 6 10 13 16 
7 6 10 11 11 

15 16 18 20 26 

5 7 10 
9 7 9 

18 7 19 

17 16 
10 12 

21 29 
Knee replacement 
Laminectomy 

12 12 12 8 11 
4 5 8 10 8 

11 11 9 8 11 
5 7 7 4 7 

SOURCE: V.R, Fuchs and M. McClellan, ·Medical Technology and Mortality tn an A&,ng 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 li,·cs for many 
elderly persons. From 1987 to 1995 their age/sex-specific mortality 
rates declined at a brisk pace (about l percent per year). It is possible 
that the additional expenditures, on average, met reasonable cost, 
effectiveness standards. If so, the key question is not, MShall 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 percen t of GDP. compared with 4.3 percent in 
1995. Will it be possible to raise tax rates enough to maintain the 
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-over tht long haul, there is only one reliable way to slow 
~inggrowth: slow the grow~h of services to patients." 
·-············· ·· ··· ·· ... ······· ..... ... . ' ................... ' ... ' ....... ' .. ... ............ .... .. .... ................. . 

ICf[Ullent's current share? That seems unlikely. Will the elderly f:~ enough income to p~y t~~ir current share, or more, wit~out 
•ously jeopardizing their ab1hty to buy other goods and services? =hing in current income trends of the elderly or in prospects for 

greater Social Security retirement payments in the future suggests 

chat they will. 

What Can Be Done? 
There are only two possibilities to avoid the economic and social 
crises foreshadowed in current trends. The nation must either slow 
the rate of growth of health care spending on the elderly or find ways 
to pay for the additional care. 
■ Slow the growth of health care spending. Only three routes 

exist to slowing the growth of health care spending: (1) reduce the 
rate of growth of the prices of the resources used in health care (for 
example, squeeze physicians' incomes); (2) produce the same or 
more services with fewer resources (for example, automate labora, 
torytests) ; or (3) slow the rate of growth of real services to patients. 

The first route may be politically popular as long as the bashing is 
confined to physicians and drug companies, but it will not yield 
much over an extended period of time. Managed care organizations 
scored some quick gains this way in the mid, 1990s, but by 1998 the 
possibility of further squeezing v,ithout jeopardizing quality of care 
has become much smaller. O\'er a period of twenty rears or more, 
trying to pay lower prices for health resources can have only a mod, 
est impact on the rate of growth of expenditures because prices 
must approximately keep pace \\'ith the rest of the economy, to 
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 
can continue to achieve ever greater gains in efficienq, decade after 
decade without undermining quality of care. 

Over the long haul, t here is only one reliable way to slow spend, 
inggrowth: slow the growth of scnices to patients. \\'ill t his affect 
quality of care? Almost certainl)', Although some ineff ecth·e services 
are delivered in every system and at e\'ery point in time. it is virtually 
impossible to cut back only on those services without affecting t he 
delivery of other services that do extend lives, impro\'e functioning, 
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or provide assistance with activities of daily living. Furthermore, 
because technology is the principal force behind the growth in 
of services, the most important strategy for slowing that 
must be to slow the development and diffusion of new techno. 
One way that public policy affects technology is through Medic. 
Medicaid, and other publicly funded health insurance program, 
Government's willingness to pay for particular services influen1 
the adoption and diffusion oftechnologies, and the pace of adopti1 
influences private investment in research and development. Gov1 
ment also influences the development and diffusion of technol, 
by subsidizing medical research and the training of specialists 
subspecialists. 

If the rate of growth of age-specific expenditures could be 
duced by one percentage point per year, health care spending 
older person in 2020 would be less than $20,000 (1995 dollars); if 
could be reduced by two percentage points per year, spendi 
would average about $15,000 per person, a figure that probaM 
would be manageable with modest tax increases and some realign; 
ment of the elderly's priorities regarding work. savings. and con! 
sumption. But most present thinking in Washington is to accelera1 
the rate of growth of medical technology. Proponents of this strat­
egy usually assert that new technology will reduce spending. 
balance, it has not worked out that way in the past, and there is 
particular reason to think that it will in the future. A rechnologi, 
advance may cut the cost of performing a particular intervention, . 
of treating a particular patient, but expenditures depend on the 
number of units of service as well as on the price per unit. F1 
example, technological advances in the computer industry have l, 
to spectacular decreases in price per unit of service; nevertheless,' 
spending on computers has soared. Much the same happens with• 
most technological advances in medicine. 
■ Find ways to pay for the addltlonal 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 
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 unJikely. Indeed, even to maintain its current share, 
government will have to hike tax rates appreciably and make major 
cuts in other programs. If the growth of services were to continue as 
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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_... prior to retirement. These are not easy options. 
o,,,,ida cutting back on oth~r goods and sen1iccs. U the health 

I.di Weff $25,000 per person (199S dollars) in 2020, the elderly 
:;;... haft to adjust to a cut of mo_re th~n 20 percent in other goods 
..s sc.mccs relative to 19?5, even if their s~are_of the bill remained 
~same-• An increase of five percentage pomts m the elderly's share 
ti lolr;b care spending would result in a further decrease of more 
daan JO percent in income available for other goods and services. 
1'bere probably are limits to how much the elderly would be willing 
IO .-:rificc an adequate diet, a car that runs, or a roof that doesn't 
leak for more medical care. 

Given better health and longer life expectancy, an increase in 
Yt'Od may be one feasible approach to curbing spending growth. 
Many policy analysts look ro an increase in the Social Security re­
rtrancnt age as a way of increasing labor-force participation at older 
ages. Such an increase surely would help, but it is important to note 
that many men and women substantially decrease their paid work 
wdl before age sixty-two, the age at which Social Security retire­
ment benefits first become available. Exhibit 3 shows indexes of 
mean annual hours of all persons. percentage of persons working, 
and mean hours of those who were working by single years of age MEDICARE a 
from forty-five to seventy-five, averaged over the years 1993, 1994, PUBUCPOUCY 

and 199S.' The values for ages forty-five to forty-nine were set equal 

EXHIBIT 3 
lftdeXN Of Mean Annual Hours Of Work And Percentae• Worklne, By AC• And Sex 
Aveni- Of 1993, 1994, And 1995 
lndeanumbef ■ Men 

■ Women 

1.0 

0.8 

o.e 

1.A 

0-2_ 

45 48 51 54 57 60 
~ (five.term moving average) 

- - - Mean hours of those worl<ln& 

-- Percent workln& 

- • - Mean hours of all persons 

' .......... 
' .. ' 

.... ~~' 

63 66 

-- - ... , ..; -:. .... , ........ > ',- , 

69 72 

IOUIICI: CPS Vtllltles, March CPS UtllltJes, 1964-1996. Release 96.1 (1997) (Unicom Research Co,poratJon, 1640 Fifth 
..._ Monlce, C&llfomla 90401). 
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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.
10 

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. 11 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.

12 
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. 

How 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.

11 
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, e\'en when the employer would 
provide a matching contribution. In recent years millions of Ameri­
cans have reached age sixty-five \\'ithout any significant financial 
assets. 

Not only is the average level 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).14 To measu re inequality, 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 
J.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 l.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-fi ve to forty-nine (in 1975) was much less. Although there are 
many factors that inOuence 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 sa,·e 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 \Vise based on longitudinal data from the Health and 
Retirement Survey. They show that inequality in savings for retire- MEDICARE a 
ment is not primarily the result of inequality in earnings prior to PUBLIC POLICY 

retirement: Households with the same lifetime earnings approach 
retirement ,,;rh ,·astl}' different levels of accumulated wealth." Even 

EXHIBIT 4 
Ratio Of Per Person Income From Savine- (1995) Or Employment (1985 And 1976) To 
Median Income For Cohort Born In 1926 To 1930 

Percent 

SQ 

40 

Ratio of per person Income 
to median cohort Income 

■ <0.2 

■ 0.2- 0.6 
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■ 1.0 -1.4 
1.4 - 1.8 

• > 1.8 

Ages 65--69 in 1995, Ages 55-59 in 1985, Ages 45--49 In 1975, 
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SOURCE: CPS Utllitles. Marc/I CPS Utllllles. 1964- 1996, Relea$e 96.1 (1997) (Unicorn R-tch Co<po,etlon, 1640 FIith Street. 
Santa MonlQI, California 9040 1~ 
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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.ft16 

If public policy aims at greatly increasing the eldcrly'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 sa,ings and employment, there 
is less total income inequality at older ages than at any other age.17 

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. 

IJ
N G • TER M REFOR M OF M ED I CARE (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 re\'enues, 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 ft 
or "save Social Security" miss the main point: Even when these 
efforts mo\'e policy in the right direction, they will prove to be "'too 
little, too lateft 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. 
, ........................ ......... ................................................................ . 
The author graufully acknowledges financial support ro rhe National Bureau of 
Economic Research from rhe Robert \Vood Johnson and Andrew W. Mellon Foun­
dations, and 1hc research assistance of Deborah Kmvin-Pcck. 

HEALTH AFFAIRS · Volume 18 , Number I 

HEALTH SPENDING ON E 

NOTES 
1. V.R. Fuchs. •Provide, Provide 

Issues and Answers. ed. T.R. Savir 
Chicago Press, forthcoming). c 
nomic Research (NBER) Wor· 
spending on the aged for 1975, l 
of total personal health care to ~ 
ct al.. ·Health Expenditures b)' 
Review (Summer 1989): 116-120 
were calculated by the author. 

2. For 1975-1995 and 1985-1995 tr 
the aged was decomposed into 
per person; (2) change in the m 
age distribution of the elderly 
age-specific cxpcnditurts was : 
effects. Fuchs, "Provide, Provid. 

3. Ibid. Projections were based on 
constant dollars combined witl 
dlc series). 

4. Ibid Income available for othc· 
sonal income minus personal ta 

s. V.R. Fuchs and M. McClellan.· 
Society· (NBER paper in progr, 

6. V.R. Fuchs. "Economics. Value• 
Review (March 1996): 1-24, Tab. 

7. D.J. Morrow. "The Elixirs of Uf, 
8. Fuchs, ·Provide, Provide." 
9. CPS Utilities. March CPS Util 

Research Corporation, 1640 Fil· 
310-393-4636). 

10. The actual values at ages forty-I 
hours for all persons, 2,024 for r 
91 for men and 79 for women; a, 
men and 1,817 for women. 

II. CPS Utilities. 
12. Fuchs. "PrO\idc. Provide." 
13. V.R. Fuchs. A.B. Krucger,andp 

tcrs. Values. and Policies: Sul"\ 
Journal of Economic Literature (Ser 

14. CPS Utilities. 
IS. S.F. Vcnti and D.A. Wisc. "The 

Choice or Chancer American Ee~ 
16. Ibid .. 191. 
17. Fuchs. "Provide. Provide." 

HEALTH AFFAIR S · J c 



o save 
,elude, 
cment 

ncome 
1uality 
'lave to 
cnton 
1uld be 
v. Such 
.:curity 
t, there 
·r age.11 

: sixty, 
gs that 

curity) 
cxpen, 
er than 
ind, the 
savings 
>ecause 
hed by 

1verage, 
rly, and 
of total 
:dicareft 
n these 
be .. too 

y initia, 
~ and/or 

Burtau of 
'Ion Foun-

HEA L T H SPENDING ON ELDE R LY 

N~~ Fuchs, ·Provide, Provide: The Economics of Aging." in Medicare Reform: 
Issues and Answers. ed. T.R. Sa,ing and A. Rattenmaier (Chicago: University of 
Chicago Press, forthcoming). currently available as National Bureau of Eco, 
nomk Research (NBER) Working Paper no. 6642 (1998). Total health care 
spending on the aged for 1975.1985. and 1995 was estirnatccl by applying ratios 
of total personal health care to Medicare payments a.s presented in D.R. Waldo 
ct al.. ·Health Expenditures by Age Group, 1977 and 1987." Healrh Care Financing 
Review (Summer 1989): 116- 120. Rates of change for 1975-1995 and 1985-1995 
were calculated by the author. 

2. for 1975-1995 and 1985-1995 the rate of change of health care expenditures on 
the aged was decomposed into (1) change in the age/sex-specific expenditures 
per person: (2) change in the number of elderly persons: and (3) change in the 
age distribution of the elderly. For ooth time periods the rate of change of 
age-specific expenditures was more than double the sum of the demographic 
dfccts. Fuchs, "Provide. Provide." 

3. Ibid. Projections were based on past trends in age/sex-specific expenditures in 
constant dollars combinccl with Census Bureau population projections (mid­
dle series). 

4. Ibid. Income available for other goods and scn·ices was defined as total per· 
sonal income minus personal taxes and personal health care expenditures. 

5. V.R. Fuchs and M. McdeUan. ·Medical Technology and Mortality in an Aging 
Society" (NBER paper in progress. 1998). 

6. V.R. Fuchs, "Economics. Values. and Health Care Reform," American Economic 
Review (March 1996): 1- 24. Table I. MEDICARE a 

7. DJ. Morrow, "The Elixirs of Life Style," New York Times, II November 1998, Cl. PUBLIC POLICY 
8. Fuchs. "Pro,·ide, Pro,ide." 
9. CPS Utilities. March CPS Utilities. 1964-1996. Release 96.1 (1997) (Unicon 

Research Corporation. 16-10 Fifth Street. Santa Monica. California 90401; tel: 
310· 393-4636). 

10. The actual values at ages forty-fh·e to forty-nine are as follows: average annual 
hours for all persons. 2.02-1 for men and 1,439 for women; percentage working. 
91 for men and 79 for women; average annual hours for those working. 2,217 for 
men and 1,817 for women. 

II. CPS Utilities. 
12. Fuchs. ·Provide, Pro,ide." 
13. V.R. Fuchs. A.B. Krueger. and J.M. Poterba. ·Economists' Views aoout Parame• 

ters. Values. and Policies: Sun·ey Results in Laoor and Public Economics." 
Journal of Economic Lircrarurc (September 1998): 1387-1425, Table 2. 

14. CPS Utilities. 
15. S.F. Venti and D.A. \Vise. "The Cause of Wealth Dispersion at Retirement: 

Choice or Chancel" Ammcan Economic Review (May 1998): 185- 191. 
16. Ibid., 191. 
17. Fuchs. "Provide. Pro1·idc." 

HEALTH AFFAIRS · Ja •Mo ry / FchrMary 1999 

21 



22 

MEDICARE & PUBLIC P OLICY 

MEDICARE 
POLmcs 

The Political Economy 
Of Medicare 
Medicare reform requires political reform. 

by Brua C. Vladcck 

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. 

My EPIPHANY , MY FLA S H O F INS IGH T: An e\'ening in Au­
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 t ableau 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 II, 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 nc\'er 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, \\ith hard­
hatted workers dwarfed by their tools. 

By the mid -1980s the mills were all shut, made obsolete by mini-
··········· ···· ······· ····· ······ ··· ······ ·· ············· ·· ··· ··· ·· ··· ··· ··········· ··· ·· ···· ······ 
Bn,a Vladcck is prof<ssor of health policy at Mount Sinai School of ~fcdicine and S(llior 
viu-president for policy at the Mount Sinai-NYU Medical Center and Health Syston. both 
in New York City. He also serves as a presidential appoi11tu to the National Bipartisan 
Commission on the Future of Medicare. Vladuk 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 modem 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 I emerged from the Fort Pitt tunnel that night 
more t han two years ago was more dramatic still, for someone who 
remembered older times, because now the mills were gone alto­
gether, tom 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: MEDICARE a 
that health care has replaced steel as Pittsburgh's largest industry, PUBLIC POUCY 

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 pro,ided a frame­
work and a perspective for much of what I had known and thought 
I had understood all along. 

Every reader of Hcalch 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 
conOicts 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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l\'rminology from political science, those dimensions are as follows: 
(I) Mc<licare as redistributive politics, in the sense of Medicare as a 
\\\,\ssive transfer program; (2) Medicare as special-interest politics, 
In t he workings of what I call the "Medicare-industrial complex"; 
.1ml (3) Medicare as distributive politics, in the allocation of finan, 
d,\I benefits across regions and communities. 

Medicare As Redistributive Polltlcs 
~ kdicare provides, through an insurance mechanism, a set of service 
tx·ncfits to many persons who otherwise would be unable to afford 
,,r obtain adequate access to health services. It has revolutionized 
,l\·,ess to health care for the elderly and disabled and thus has con, 
1 rihuted to the demonstrable improvements in health status and life 
t·xpcctancy experienced by older Americans over the past thirty 
}'t'itrs. Not incidentally, Medicare also has been an extremely power, 
f ul weapon for reducing poverty for the elderly and disabled. 

Medicare does so, however, at least in part by transferring income 
f1'\,m working-age persons to retired or disabled former workers. On 
,1vc:rage, 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 
Ml·dicare funds are not in fact actually transferred to Medicare 
lx•ncficiaries but rather to the providers that give them services-or, 
M• the more cynically astute observers might argue, in the case of 
s,,me managed care plans and some beneficiaries, providers that do 
m,t give them services. Certainly, unlike other Social Security pro­
~rams, Medicare rarely puts cash into the hands of those who are 
described as its beneficiaries. But they benefit nonetheless . The poli­
t lcs 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, 
1 he dynamics of this transfer- indeed, its very existence-lie not far 
below the surface of many of the most bitter and contentious politi­
ral 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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' •• tncome is the 10 percent derived from beneficiary premiums, = while the palitical debate has focused on the relatively small 
awnhcr of beneficiaries at the upper ends of the income distribution 
(kwcr than 6 percent of beneficiaries live in households with in­
a,mcs greater than $50,000 a year). the real regressivity in the flat 

·um srrucrure arises from the millions with incomes just above 
~ ltvcl of eligibility for additional subsidies through Medicaid 
..t,o pay the same pre mi urns that average beneficiaries pay.' 

Medicare benefits, on the other hand, are distributed more pro­
~y (as long as we continue, for purposes of this section, to 
,aribute benefits to the recipients of the service, rather than to the 
ff(ipients of the checks). Because lower-income beneficiaries tend 
u,bcsicker.just under three-quarters of all Medicare fee-for-service 
cspcnditures are on behaU of beneficiaries in the bottom two-thirds "the income distribution. 2 (The growth of Medicare managed care, 
by generating average expenditures for healthier-than-average 
l,cnc£iciaries, partially reverses this effect.) Over beneficiaries' life­
dmcs. 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 
had. in the sense that its revenue sources fall roughly in the middle "the total spectrum from progressivity to regrcssivity. and its bene­
&s, in any given year, are highly progressive when viewed across 
IOcicty as a whole. It could be made much more progressive if a 
greater share of the financing were transferred from payroll taxes to 
gmeral revenue (as was done to a small degree in the Balanced 
Budget Act, or BBA, of 1997) and a little more progressi\'e if benefici­
llics' premiums were related to income. Extending co,·erage to pre­
scription drugs and long-term care would greatly increase the pro­
grcssivity of benefit dist ribution. 

But the very fact that Medicare is a mildly progressi\'e 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 arc all part of 
the broader political and ideological attack on all policies that redis­
tribute income or wealth from the more a£fluent to the less affiuent 
(policies that redistribute income in the other direction remain 
IIUch less controversial). Indeed. even much of the insistence that 
I.Jcdicare and Social Security face a "crisis" because of the aging of 
dae 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
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 subsid ize 
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 Th, Federalist, after aU, 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. 1 

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 reaLlty 
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 cont inue 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 Polltlcs: 
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 
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 re.lying 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 sin, qua 
non of effective interest-group politics-Medicare contractors. Con-
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..-ran. of course, are the private insurance companies that perform 
bask administrative t~sks of t.he Medic~re ~ee-for-~ervice p.ro­

lk . communicating with provtders, rev1ewmg claims, paying 
~ and auditing cost reports. The Blue Cross/Blue Shield Associa­
DJD. lts member plans, and the few commercial insurance compa­
lklsdll in the game operate under a set of contracting and procure­
.a,t rules that differ in a number of critical respects from those that 
lfPY to almost all other government contractors. They have their 
own pi«C of statute, which is understood (let alone known about) 
bf only a very small number of bureaucrats, congressional staff. and 

1 
kw members of Congress, as well as the contractors themselves. 
Public concern about health care fraud and abuse, the increasing 

c:agcrness of Medicare contractors to participate in the Medicare 
HMO program as part of their "private" businesses, and the fact that 
~ contractors were caught in illegal activity, permitted a par• 
da1 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, invest iga­
dons. and other program integrity activities. However, the contrac­
a,r community has continued to resist implementation of those pro­
risions, as well as more far-reaching changes in the legal framework 
far contracting. If long-term reform of Medicare is to include mod­
anization 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, 
cht issue of contractor reform probably ,vill 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 
codo business with Medicare. In most of these industries, individual 
cntttpreneurs account for the large majority of suppliers, although 
large, national, publicly traded firms have become more important 
• a buoyant stock market has made equity capital easy to raise. 
1\csc firms are really the foot soldiers in the Medicare-industrial 
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complex. . 
Nothin~~ wv<,.. frustrating to Medicare administrators, nor more 

puzzling u ,,ylJ",M<k observers, than the fact that the payment meth­
ods-and ~ •1< ~ ds ~f payment- for so many things Medicare 
purchase~ Tf·' _.vr,uc:n into law, often at prices higher than a big 
buyer suc. h # ~ ,vfl •.dKare could obtain in the marketplace. Efforts to 
make MecJK. 4 1(• , , wore Mprudent purchaser" have been supported by 
admjnistrat ,_.,.,, ,, vf 00th political parties for more than a decade. But 
Medicare 'iVJ:'ll-'' ·••:rt:, occupy a political territory of classic dimensions 
in American _vA1t.u .. al ~c_ience: n~r~wly focused interest groups 
with an entn'l\''"'~u. •pccific stake m 1SSues about which the rest of 
the body poJ111,1, u,uld really care less. seeking benefits of enormous 
importance tt , , ~.wrri">Clves, but almost in\'isible in the total aggregate 
of the fedcr,1 1,,.,.1~1.. They thus have succeeded in resisting almost 
every effort f,•> n uprove Medicar~·s pur~hasing by enlisting key 
memben, of ( ...,,,1,, t'-'> to defend their constituents from the depreda­
tions of the ~t ,111, l><AU federal bureaucracr" 

Medicare , np1>l1a,; thus have built on the earlier successes of the 
more visible (W ,,...,,Jas, such _as hospi tals and doctors, in turning the 
program from ,,r,,· that proV1des a I~~ cntitl~ment to beneficiaries 
to one that p1owJc~ a .de facto polincal entitlement to prm~ders. 
Part of that t r,m~f,1rrnat1on dates to the attitudes of program admin­
istrators from I l,1 early days of Medicare, when officials were con­
cerned (a1,tot1l 11 l11nglr .enough. i~ _ret rospect) that not enough 
providers w1111ld he willt~g t~ pamc•~~te in the program; part of it 
stems from .,,,,111· 1 ruly m1sgu1d~d dec1S1ons by the federal judiciary 
over the yc,,rci 11111 I he com·e~1on _of ~fedicare into an entitlement 
for thousand" 111 1irnallcr proVJders is also closely tied to the contin­
ued romam In~~ 111 the i.mall-business community by political leaders 
of both part k11 I , r n rhough they exist for no purpose other than to 
sell services 111 .1 ~,1,·e_rn~1ent program, and even though the govern­
ment and it., )k·m·lrnJnes rrught be better off if there were fewer, 
larger, mon· r llh 1r n1 ._ ~nd ch:apcr supp~iers, these providers have 
acquired a kind 111 kgmmacy m the polmcal process that turns our 
con\'ention.tl 1,.,1111n-; of the boundary between the public and pri­
vate sector~ 111,, 11k ,ln\\'n. Thus. we find the astonishing spectacle in 
which a prl·,id,·1111.11 .tppoi~t~e _in the Small Business Administra­
tion recent I} ,k111111nrcd, as m1rrucal to small firms. the implementa­
tion of restn, I"'"' ,,n home care agencies that had been announced 
as a presidl'nt 1,il 11\ll 1.1tive barely a year earlicr.6 

The an.iii,~)" II' ,kft-nse contractors is not totally fa r-fetched. 
There are pl,:11,, 111 $-WO t?ilet sea~s in the Medicare program, be­
cause Medk.11'\' ,·.lllnnr deliver semces to its beneficiaries without 
providers ;uhl '""'·.ntsc providers arc major sources of employment, 
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palitical activity, and campaign contributions in every congres­
sional district in the nation. Although the average home care agency 
is very much smaller than t~e average military base, efforts to close 
either one produce the same kinds of congressional responses. 

Medicare As Distributive Polltlcs 
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 domest ic 
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 cliff er, 
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 MEDICARE a 
precisely and that may be less than often asserted- to differences in PUBLIC POLICY 

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 reOected in patterns of Medicare spending. Further. as 
noted above, the revenue that supports Medicare, as does federal 
revenue in general, varies with the cliff ercnces 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).7 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, 
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EXHIBIT 1 
Medicare Balance Of Payments And Payments Per Enrollee, By State, 1996 (cont.) 

Medicare 
balance of pay,Mnta Medicare bal1nc.. Medicare paymentl per enrollM 

state (mllll- of dollars,- of1)aymentl ratio' Amount Rank 

WA $- 1,343 0.68 $3,401 39 
W'( - 107 0.65 3,537 34 

AK -318 0.33 3,687 33 

IC)UIICO: Healtll Ca,. R~ Adtrinlstnltlon, •Estimated Benent Payments f°' Rscal Year 1996, • unpublished data 
(BaltimOl9: HCFA. Marth 1998~ Board of Trustees, Federal Hospital Insurance Trust Fund, 1997 Annual R~ of Ille Board or 
TIUSlees o( the Federal Hos~a/ tnsu,ance TI\JSt Fund (Washlng,oo: U.S. Government PrlntlnC Otfoce, April 1997). 30-31; Board 
of TruslHS. Fedetlll Supplementary Medoeal Insurance Trust Fund, 1997 Annual Repott of Ille Board of Trustees of Ille Federal 
5upp1ementary Medical lnsurenoe Trusl Fund (Weshlncton: U.S. GPO, Al)(ll 1997), 26; Tax Foundation, unpublished data 
(WaShinc-,n: Tax Foundauon, Mattll 1998~ J.H. Walder and H.B. Leonard, The Federal Bud,el and Che Slaies: ~I Year 1996, 
21st Ednlon (Washlneton: U.S. Senate, Sep(ember 1997), 85; and Heatth Care FlnMclng Review. Medicare and Medicaid 
!,Utistlcal Supplement. 1996 (1996): 211- 213, 
• The Medicare balance of payments '°' any s tate Is calculated as follows: Medicare benefit payments in that state minus 
Medicare re-,enues contributed by state resodMts. Thus. a positi.e naure Indicates that Medicare's spendlnc In that s tata 
-~ wllat its taxpaye,s paid in taxes toward Med1C1119. The contnbutlons '°' the P'Oiflm wwe S 188 bolllon. 
b The Medicare balance-ol,payments ratio Is calculated as the rat,o of Medicare benefit payments In the state to the tax 
con1tlbutlons that the stata's residents pay IDWllrd the Medicare P'O&ram. Thus, a ratk> of &,eater than one Indicates that a 
state's resld..-.ts r_,.,. mora In benefits than the state's taKpayers paid ,n taxes toward Medlca19. 

erly people than Georgia, but Georgia has a hjgher proportion of 
Medicare disabled beneficiaries. In general, western states have 
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 pro,ision 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 DescendlnC Order By Balance-Of-Payments Ratio) 

State 

DC 
FL 
LA 
MS 
WV 

TN 
OK 
AL 
PA 
AR 
MO 
KY 
NO 
AZ 
MA 

RI 
TX 
so 
ME 
OH 
NC 
IN 
NY 
SC 
GA 

KS 
MT 
Ml 
CA 
NV 

CT 
IA 
NE 
OE 
IL 

WI 
NM 
OR 
NJ 
VT 

10 
co 
MN 
UT 
MO 

NH 
HI 
VA 

Mfflc:are 
balance of paym•nta 
(mllllons of doll■,.)• 

$ 638 
6,822 
1,544 

588 
374 

1,139 
615 
803 

2,408 
352 

626 
347 

54 
351 
611 

71 
831 

15 
20 

124 

-67 
-57 

-281 
-62 

-349 

- 131 
- 41 

- 568 
-2,107 

-98 

-333 
-227 
- 154 
-81 

-1,508 

- 569 
-159 
- 385 

- 1,355 
-78 

- 166 
- 716 
- 946 
- 304 

-1,161 

-255 
-266 

-1,522 

M•dlc:ar• bal■nee­
of-p■ymentl ratio-

2.12 
1.74 
1.64 
1.41 
1.37 

1.34 
1.33 
1.32 
1.27 
1.25 

1.18 
1.15 
1.14 
1.14 
1.12 

1.09 
1.07 
1.04 
1.03 
1.02 

0.99 
0.99 
0.98 
0.97 
0.93 

0.93 
0.92 
0.92 
0.91 
0.91 

0.89 
0.88 
0.86 
0.85 
0.84 

0.84 
0.83 
0.82 
0.81 
0.80 

0.76 
0.74 
0.73 
0.73 
0.72 

0.72 
0.70 
0.68 

Medicare paymentl per enrolle• 

Amount 

$5,655 
5,027 
5,468 
4,189 
3,798 

4,441 
4,098 
4,454 
5,212 
3,719 

4,191 
3,862 
3,218 
4,442 
5,147 

4,148 
4,703 
2,952 
3,464 
3,982 

3,465 
3,945 
4,855 
3,777 
4,402 

3,847 
3,114 
4,307 
5,219 
4,306 

4,426 
3,080 
2,926 
4,712 
4,324 

3,246 
3,110 
3,285 
4,531 
3,182 

3,045 
3,935 
3,394 
3.443 
4,997 

3.414 
3,069 
3,748 

Rank 

1 
6 
2 

21 
29 

14 
23 
12 

4 
32 

20 
27 
43 
13 

5 

22 
10 
50 
36 
24 

35 
25 

8 
30 
16 

28 
45 
18 
3 

19 

15 
47 
51 
9 

17 

42 
46 
41 
11 
44 

49 
26 
40 
37 

7 

38 
48 
31 
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WY 
AK 

Medicare 
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"The health policy debate consists of high-sounding arguments 
cloaking relatively narrow, traditional regional and local issues." 

MEDICARE 
POLmcs 

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-dri\'en 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 rclati\'cly narrow, traditional regional 
and local issues. 

The Political Economy Of Public Action 
The three dimensions of Medicare's political economy-redistribu­
tive, interest-group, and distributi,·e-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 responsibil ity for management of Medicare 
out of the public sector altogether, through some fonn of greater 
privatization such as a defined-contribution plan. The politics of 
Medicare, it is argued, makes more rational or more effective ad­
ministration ,irtually 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 seeking 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 
flaws. 

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 of ten 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 a moment 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.• MEDICARE• 

Inside the psychic Beltway occupied by the policy elites, there is PUBLIC POLICY 

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 \videspread public disillusionment and apathy arc 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 bclieve, 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 Danielle Holahan for her able and conscientious research 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 arc those of the author and not necessarily those of the Common­
wealth Fund or its directors, officers, or staff 

NOTES 
I. U.S. 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). n - 83. 
4. K.R. Lcvit ct al.. "National Health Spending Trends in 1996." Health Affairs 

Qanuary/Fcbruary 1998): 35-51. 
5. Ibid. 
6. BNA's Medicare Rcpon, I May 1998, 447. 
7. The data that make up these "balance-of-payments" tables arc 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 Gusta\'e Levy Place. Box !On, New York. NY 10029. or via e-mail 
at Bruce_ Vladeck@smtplink.mssm.edu. 

8. The historical tics between academe and the Progressive tradition pose what 
should be a worrisome parallel for this generation of health services re­
searchers. Just as an earlier 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 arc 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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