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BUDGET BILLS~ POLI C Y 

Budget Bills And 
Medicare Policy: 
The Politics Of The BBA 
Slowing the engines of spending now can buy time until 
Medicare's inevitable financial crisis. What can past budget 
battles teach future policymakers? 

by Charles N. Kahn Ill and Hanns Kurrner 

ABSTRACT: With the Balanced Budget Act (BBA) of 1997 and a balanced 

federal budget, the link may be broken between the budget and Medicare 
policy's timing and direction. However, despite a balanced budget, Medicare's 

eventual financial crisis must be addressed. The BBAs of 1995 and 1997 

provide two models of Medicare legislation: one based on conflict and another 
on consensus. Because the 1997 act became law and the 1995 act did not, the 

consensus model has proved to be politically feasible. However, this model 
appears to be inadequate for devising a solution to Medicare's long-term finan­

cial problems. 

I
F THE BALAN CED BUDGET ACT (BBA) of 1997 realizes its 
promise, a new era has begun. Over the past generation, longer 
than half of the program's life, Medicare policy has been made in 

broad legislative packages intended to reduce the deficit. The BBA's 
budget-balancing intent has already been fulfilled. With the deficit 
gone and continued surpluses plausible, there is likely to be a 
lengthy pause before the next big challenge is faced: securing Medi­
care's fiscal viability as the baby boomers retire. 

In a bipartisan miracle, the BBA became law 5 August 1997. The 
signing ceremony brought together many who inlluenced the act. 
There was a president who had used Medicare as the fulcrum for 
shifting political momentum to his favor. There also was a speaker of 
the house who ,iewed Medicare as an issue vital to his party's 
political success, joined by congressional Republicans who were 

Charles N. Kahn is prcsidmt of 1hc Health Insurance As50<iacion of America (HIAA), in 
Washington, D.C. His career has mainly focusal on health care finance issu,s. From 1995 to 
1998 he was staff dircccor of chc House Ways and Means Subcommitrcc on Hcalrh. Hanns 
Kutrncr is a doctoral student ac chc University of Chicago's Irving B. Hanis Graduate 
School of Public Policy Studies. He served as associarc director for hcalrh and social services 
policy in the Whirc House's Office of Policy Dcvdopmcnr during the Bush adminisrra1ion. 
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key players on health issues. But far more people shaped the event 
than were present at the White House that day: from analysts at the 
Congressional Budget Office (CBO) who decided when policy­
makers had done enough to meet their budget-balancing goal, to 
new Medicare beneficiaries who, once retired, could not continue in 
the same preferred provider organization (PPO) network. 

The BBA put in place a broad set of changes in Medicare. It slows 
the program's growth from a pre-BBA projection of 8.5 percent per 
year between 1997 and 2002 to 6 percent per year post-BBA. This 
assures solvency until 2007 for the Part A (Hospital Insurance) trust 
fund, which primarily pays for Medicare hospital benefits. But the 
BBA's policy changes are not all about balancing budgets or shoring 
up trust funds. The act also means that Americans covered by the 
program will have the opportunity to choose among more alterna­
tives to fee-for-service medicine. They also will have more preven­
tive health services. For health plans and insurers. the BBA opens 
opportunities to offer more products, mandates Medicare's promo­
tion of these options, and asks most of them to expect lower pay­
ment. Finally, it means that federal bureaucrats must shift their 
mind-set from overseeing bill payments to managing benefits. 

BBA 1997: An Echo Of 1995 
For the Republican leaders of Congress who were present for the 
signing of the BBA, it was not their first choice of legislation. They 
would have preferred the BBA of 1995, which they had written with­
out input from President Bill Clinton or his party. The 1997 BBA has 
strong roots in the earlier act. In fact, understanding the later law 
and the current relationship between Medicare and American elec­
toral politics requires a look back to the 1995 version. 

The 1994 election made a balanced budget act in 1995 possible. 
That election produced a result not seen in American politics since a 
decade before Medicare became law: Republican control of both 
houses of Congress. It also meant a Republican Congress and a 
Democratic president, something not seen since 1946. 

The results of the election had both process and policy implica­
tions. The outlook of congressional Republicans, particularly in the 
House, would prove crucial. No House Republican had ser\'ed in the 
majority or as chair of a committee or subcommittee. Finding their 
hands on the wheel of power, they wanted to accomplish as much as 
they could, as quickly as possible. 

When the 1995 congressional session opened, Medicare was in­
visible. That might not ha,·e seemed unusual, given health issues' 
adverse political impact on the 1994 election. After all. President 
Clinton's proposal for comprehensive health care reform was widely 
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,nttibuting to the defeat suffered by congressional 
However, driven by their ambition to balance the 

aq,ublicans were forced to add Medicare to their agenda. 
ct-of the first 100 days, time de\'oted to House passage of 

with America," then Speaker of the House Newt 
ibuted a briefing package articulating post-100 day 

)Iii fdlow House Republicans. The last of five "strategic 
,• was '"creating a safe future for our children and our-

1,J balancing the budget and solving the financial crises in 
llcase and Social Security."' Linking these two challenges was 

u,thc House Republicans' message. 
HollcWU, even absent a budget deficit, the looming crisis in 

•1 6.nances required action. Gingrich's strategy document 
lalDcd that "the budget deficit, combined with the coming baby 

limwn' Rtirements will cause a crisis of historic proportions un­
dlt p-oblcm is honestly faced and managed well in advance. If 
face up to these challenges now, we can establish the founda­
tl a safe financial futu re for ourselves and our children."2 And, 

rtrpublicans' plans did not include increasing the payroll 
daat funds the Hospital Insurance (HI) trust fund. 

•-·ns had made Medicare part of their macrostrategy. If MEDICARE• 

ed. Medicare-traditionally an issue owned by Demo- PUBLIC POLICY 

na-would be at least partially owned by the GOP. The quest for 
advantage shaped the process and the result. 

process unfolded unlike any described in a text on the regular 
In which legislation is made. Rather than working through 
committees with Medicare jurisdiction. the House Republi­

lr.adaship created a task force chaired by Speaker Gingrich . 
of separate activity by the two committees with Medicare 

(Ways and Means and Commerce), their chairs. Rep. 
Arther (TX) and Rep. Thomas J. Bliley Jr. (VA) and subcommit­
dwrs Rep. William M. Thomas (CA) and Rep. Michael Bilirakis 

worlced with a group of handpicked colleagues to produce a 
product. When the two committees held markup. panel 

ratified on party lines what the task force had developed. 
:ousc1se.nate conference committee. this speaker, unlike any 
speaker. actually chaired the Medicare conference himself. 

The two goals. balancing the budget and preserving the HI trust 
dctmnined the scope and scale of the ~tedicare changes. After 
lnttmal debates. congressional Republicans set 2002 as their 
Jtar for balancing the budget. At the time. the CBO put the 

de8cit at $349 billion. 
.. - that forecast into a balanced budget would require $270 

less In Medicare spending over the following seven years 
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under the Republicans' budget plan. This also might be put in terms 
of Medicare outlays rising from $196 billion in 1996 to $289 billion in 
2002 instead of $360 bill~on. In a formulation favored by congres­
sional Republicans, expenditures per beneficiary would rise from 
$4,816 in 1995 to $6,734 in 2002. 

All were true statements. But making CBO spending projections 
equal their revenue forecasts meant that the language that domi­
nated was what fit the CBO rules most naturally. The CBO starts 
with the current service baseline; for Medicare, this is what spend­
ing would be if Congress took a holiday and passed no more laws. 
Under these rules, hospitals would always receive the market­
basket update to their operating cost payments, even though Con­
gress has not allowed it in a decade. Also, under these rules, asking 
beneficiaries to pay the same premium after l January 1996 would 
save money because current law reverted to a formula that would 
lead to a decrease. So for congressional staff and some journalists, 
anything that had a minus sign on a CBO spreadsheet was a cut. 

Senior congressional Republicans rejected this language, prefer­
ring to emphasize the underlying growth in Medicare. To cure mem­
bers and staff of "CBO-speak," Speaker Gingrich kept a jar in which 
he collected a dollar from anyone who used the word "cut" when 
referring to Medicare. 

Satisfying Three Constraints 
Medicare policy in the 1995 BBA satisfied three constraints. First, it 
changed policies so that $270 billion less would be spent over the 
next seven years and- equally important-$71 billion less in 2002, 
the year the budget was to be balanced. Second, it assured that the 
HI trust fund would remain sol\'ent until 2011, when the baby-boom 
generation would begin to retire. Third, it accomplished these goals 
in a way that would earn the stamp of approval from outside score­
keepers-the CBO in the case of the balanced budget and the Office 
of the Actuary in the Health Care Financing Administration 
(HC FA) for trust-fund solvency. 

No policy better explains the interaction of congressional policy­
makers and the world they see re0ected through the CBO than the 
"failsafe." The fail safe would have written into law a dollar limit on 
spending for Medicare benefits and divided spending into nine cate­
gories, such as inpatient hospital senices and durable medical 
equipment. If overall spending was e>.-pected to exceed the ceiling, 
then across-the-board reductions in payment levels would be made 
in the offending categories. 

Republicans looked to the failsafe as an opportunity to take ad­
vantage of what they saw as a distortion in the CBO vision. The CBO 
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saw the 1995 BBA saving $233 billion over the seven fiscal years 
(1996-2002). This would have required $37 billion to be saved 
through the failsafe to meet the $270 billion Medicare target. Re­
publicans believed that the CBO had underestimated the success of 
beneficiary choice in containing costs and thus had overestimated 
the probability of triggering the failsafe. Democrats drew a different 
conclusion: They saw the failsafe as a cap on traditional fee-for­
service Medicare that would limit patient care. 

Fiscal pressures were not the only forces to shape the 1995 BBA. 
Congressional Republicans also used the act to shift Medicare to­
ward the private sector. Some of that shift was more catch-up than 
new initiative. The private market for health coverage was changing 
rapidly; Medicare was not. Consequently, more and more innova­
tions in the private market were not available to Medicare benefici­
aries. Health maintenance organizations (HMOs) had found a mod• 
est place in Medicare, serving 9 percent of beneficiaries as the 1995 
BBA was being written. PPO-like coverage (Medicare Select) was 
offered, but only as a Medicare supplemental (Medigap) package 
with a\"ailability determined by each state. Medicare could be 
opened up to these products. 

Congressional Republicans feared that even if they rewrote the MEDICARE a 
statutory rules, responsibility for implementing the changes would PUBLIC POLICY 

be in the hands of HCFA. This agency had implemented all of the 
rules that had made Medicare what it was and what Republicans 
wanted it not to be. Republican members saw the bureaucracy as an 
obstacle to the shift toward the private sector. 

Thus. the 1995 BBA proposed splitting HCFA into two organiza­
tions: one to administer fee-for-service Medicare and one to admin­
ister relations with private plans. This proposal gave rise to the 
most-quoted line about the 199S BBA. Speaker Gingrich told a group 
of Blue Cross/Blue Shield executives, "What do you think the 
Health Care Financing Administration is? It's a centralized com­
mand bureaucracy . ... [W]e bc.lie,·e it's going to wither on the vine."1 

That last line was widely cited in the 1996 election cycle as evidence 
that Republicans wanted to end Medicare itself. 

Part of the 1995 BBA reflected congressional Republicans· strate• 
gic alliances. Provider groups were an important const ituency. Al­
though that did not blunt the size of the reduction in provider 
payments in the bill, it did allow for malpractice reform (proposed 
in the House but struck down in the Senate). It also answered 
providers' pleas by raising the standard that government must meet 
in fraud and abuse cases. More importantly, provider groups would 
get the opportunity to compete against insurers for prepaid plan 
enrollment as provider-sponsored organizations (PSOs ). 
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For a while it appeared as if the Republicans could indeed make 
Medicare their Issue. Polling results showed that more people were 
aware that Medicare faced a fiscal crisis. The House had a careful 
plan to distinguish budget balancing and saving the HI trust fund by 
passing Medicare refonn separately and before the budget package. 

However, events overcame plans. President Clinton gained the 
upper hand in the acrimonious conllict between the legislative and 
executive branches that culminated in the government shutdown of 
November 1995. When it ended, Republicans' effort to define their 
Medicare proposals as a solution to a growing problem gave way to 
Democrats' accusations that Republicans were hurting beneficiar­
ies. Medicare as a political issue was again safely in Democrats' 
hands. 

Republicans stumbled on the Part B premium. The 1995 BBA 
would have kept the Part B premium at the 1995 level, 31.5 percent of 
program costs. However, this pro,ision had to become law before 
new computer programs could be written to deduct the Part B 
premium from 3 January 1996 Social Security checks. Absent new 
instructions, the programmers would follow a fonnula that pegged 
the monthly premium at $42.50 for 1996, $3.60 less than in 1995. To 

BUDGET BILLS keep the premium from fluctuating. first down in January then 
& POLICY higher later. Republicans attached the premium pro,ision to the 

continuing resolution. the legislation that would keep the govern­
ment going while the president and Congress finished action on 
appropriation bills for the fiscal year that had begun l October 1995. 

A $264 Difference 
President Clinton used the Part B premium issue to transform the 
debate. Instead of a discussion about billions of dollars. the amount 
in question was one that ordinary Americans could comprehend. As 
the Democrats figured it, the Republicans wanted $264 more every 
year from a retired couple. This single, sharp fact took away the 
momentum from the Republicans· ~ledicare juggernaut. President 
Clinton vetoed the continuing resolution, and part of the govern­
ment shut down. \Vhen the Republicans blinked and the govern­
ment reopened, it was under a continuing resolution that allowed 
the premium to drop. 

After the 1995 BBA was vetoed 6 December, the president and 
Congress negotiated, but the stalemate on Medicare and on the 
:>Verall budget remained through the 1996 election.◄ The new year 
(1997) meant a new world, both politically and in the budget. The 
budget scorekeepers had lowered the goals for achieving a balanced 
budget. The amount of red ink that would accumulate over the next 
five years, absent any c£fort at deficit reduction, had shrunk by half 
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from $1.19 trillion in January 199S to $S8S billion in January 1997. By 
the time the president and congressional leaders agreed on the out, 
line of a balanced budget package in May 1997, the strength of the 
economy suggested still smaUer deficits. That forecast brought the 
target for total ~ledicare savings in the budget deal to $115 billion 
over five years- half the $270 billion seven-year goal of 199S. 

Transforming The BBA 
The 1996 election results were just as important as the economy was 
in transforming the 199S BSA into the 1997 version. The partisan 
balance in the Senate gave Republicans one more seat, with fifty, five 
Republicans and forty, five Democrats. However, the number of Re, 
publicans in the House shrank from 230 to 227, a nine,vote majority. 

In 1997 there was more conflict between House and Senate than 
between Republicans and Democrats. The Senate had a bipartisan 
desire to ask beneficiaries to shoulder new burdens. Roll-call votes 
produced a majority in favor of raising the age of initial }.ledicare 
eligibility, making the Part 8 premium depend on a beneficiary's 
income, and imposing a copayment on home health services. 

In the House. where Republicans put Medicare high on their list 
of explanations for losing seats in the 1996 election, consensus char, MEDICARE a 
actcrized the 1997 BBA as much as conflict had the 1995 BBA. In PUBLIC POLICY 

1995, during the \\lays and Means Committee markup. one member 
nearly assaulted another. In 1997 Congressman Thomas brought 
from his health subcommittee to the full Ways and Means Commit, 
tee a package supported by a unanimous vote. 

Provisions from the 199S BBA that had given rise to charges of 
limiting care were gone from the House bill. One was the 31.5 per, 
cent Part B premium. Also missing were two provisions that Demo­
crats said threatened access to care: the failsafe and a prO\ision that 
would have allowed risk plans to charge beneficiaries more than the 
plans were paid by~ ledicare for the basic Medicare benefit package. 
The latter pro,·ision was seen as the path to making ~ledicare a 
~definedsbenefit~ plan and had been included in the conference 
agreement from the Senate version of the 1995 BBA. The income, 
related Parr B premium also was gone. House Republicans agreed to 
support the Senate proposal only if it would be administered by the 
Department of Health and Human Services (HHS) and not by the 
Internal Revenue Service (as the Clinton administration wanted). 
Lacking consensus. the provision died. 

Overall, the 1997 BBA was a consensus package. It balanced the 
budget, under current economic conditions, and preserYed the HI 
trust fund. Lower budget goals meant less pressure to slow Medi, 
care growth. The trust, fund goal was made easier when President 
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Clinton, in his 1997 State of the Union address, set a goal of ensuring 
ten years of trust-fund solvency. This was four years fewer than the 
Republicans had wanted in"I995 and made the goal easier to reach. 

The power of the CBO-held mirror continued. The CBO staff was 
not convinced that the home health prospective payment system 
(PPS) agreed on in the House/Senate conference could be imple­
mented as fast as Congress wanted. Thus, lawmakers added a policy 
that the CBO did believe: lower payment under cost reimbursement. 
The broadest policy change from the 1995 BBA forced by the ac­
counting process was the demise of the graduate medical education 
(GME) trust fund. In 1995 Congressman Archer had wanted to use 
leftover revenue on the tax side to pay in part for a new formula 
grant for teaching hospitals and GME. The grant would have re­
placed Medicare's open-ended subsidy. ln 1997 there was nothing 
left on the tax side. and the proposal disappeared, leaving payment 
reductions as the core of the 1997 BBA's GME policy. 

Measured in terms of political process. the 1997 BBA was far 
different from the 1995 BBA. But aside from the provisions that 
caused the 1995 act to combust, the two were more similar than 
different (Exhibit 1). No matter which became law, more opportuni-

BUDGET e1us ties will be available for alternati,·es to fee-for-service care, and 
& POLICY provider payments will be lower than otherwise. 

lmpllcatlons 
The 1997 BBA has implications for both the timing and the content 
of what is to come. The next legislative moment is likely to be later 
rather than sooner. This assertion depends on one rather large con­
dition: whether the economy performs as predicted. The key eco­
nomic assumption is that there will be no recession in the next five 
years. The economy is now enjoying its longest peacetime expansion 
since World War II. It would be unprecedented and. in many econo­
mists' view, improbable for the expansion to continue as long as the 
official forecast envisions. 

If the economy continues to perform as predicted, for the first 
time since 1980 there will be no pressure for Medicare policymakers 
to frame budget-oriented policy changes. In fact, if the scenario of 
economic bliss plays out, then there would never again be budget­
side pressure to do anything legislatively to Medicare. Under ~eco­
nomic nirvana," lawmakers could put off tough policy choices until 
just before the trust-fund bomb detonates in 2007. Although tinker­
ing at the margin will mean some legislative activity, there may be an 
unparalleled length of t ime without major Medicare legislation. 

Experiences with the two balanced budget acts will remain in 
memory as Congress responds to pressure to change Medicare. The 
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EXHIBIT 1 
Comparison Of Provtak,1 

Provision 
Total savings (billions ot dolltlrs) 

savines from ~rs 

Expanding chOioe 
Name f0< FFS alternative 

Role of HCFA 

Range ot plans that can be an 
alternatllle to traditional 
Medicare 

Payment 

Pr011ider payment levels 
Hospitals 

Teaching hospitals and GME 

Physicians 

Prospectivity 
Additional providers to be 
paid using prospective 

payment methodolo&iea 

Failsafe 
Upper limit for benef~ 
payment: automatic 
reduction in prCNlder 
payment if limit surl)allecl 

Beneficiaries 
Part B premium 

1ncom1Helated premium 

Preventive services 
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EXHIBIT 1 
Comparison Of Provisions In The Balanced Budtet Acts Of 1995 And 1997 

Provision BBA1995 BBA1997 
Total savings (billions ot dollars) S139.3 owr 5 rears: S270 OYer 7 years S115 over 5 years; S172 o-.er 7 rea" 

Savine, from proYldets S84 over 5 -,ears: S 172 CM!f 7 years S103 OYer 5 -,ears; S203 OYer 7 )e.11'9 

Expanding choice 

Name for FFS a ltematNe 

Role of HCFA 

MedicarePlus 

MedicareP1us outside HCFA 

Medlcare<Oloa 

HCFA lO administer both FFS and 

Medicare+Choice 

Range of plans that can be an Plan typeS include PPOs. Similar, eu:ep( MSAs limited to 390,000 
(about 1 % of total benef1eiaries) alternative to traditional 

Medicare 

Payment 

Provider payment levels 

Hospitals 

Teaching hospitals and GME 

Physicians 

Prospectlvity 

Add111ona1 providers to be 
paid using pr~ 

payment methodol<>gtes 

failsafe 

Upper limit for beneft 
payment; autornatlC 

reduct10n in pto-"ldef 

payment if limit surpasse<I 

Beneficiaries 

Part B premium 

Income-related premium 

Preventive services 

provider-sponsored. FFS. and medical 

savine, account (MSA) plans 

MetllOdology. link ID fFS trends cut; Methodology: Similar, with 50% 

transltJon to a 7°" area-specific, 30% area-spec1f,c/natlonal; S367 floor; GME will 

nat,onal rate; minimum monthly payment be rern<M!d OYer 5 years 

($300); minimum 2% annual update 

Amount Payment growth rate set In law Amount Growth rate trimmed but still 

determined by FFS-sector growth rate 

Update set at man.et basket minus 2.5% No update for 1998; update reduced by 

in 1996 and 2% in each year from 1997 1.1" to 1.9% in each year from 1999 to 

through 2002 2002 

Medicare's payments folded Into MM No trust fund; IME adjustment reduced; cap 

teaching hospital and GME trust fund on number of residencies 

Adopts · susta,nable e,owth rate· linked Similar 

to growth in real domest,c product 

SNFs and hOme health agencies SNFs, hospital outpatient departments, 

rehabilitation services, and home health 

agencies 

Yes No 

Set at 31.5% of procram costs Set at 25% ct program costs, but home 

health costs added over 7 rears 

Higher premium for couples No prOVlSK>n 

with incomes over $90.000; 

sln&les OYer $60.000 

No new services Seven new or expanded services 

House, in which every seat, of course, is on the ballot every two 
years, continues to have a bipartisan aversion to changes that could 
be portrayed as taking away Americans' Medicare benefits. With 
staggered six-year terms, the Senate is more insulated from popular 
sentiment. It likely will continue to be more friendly to sharing the 
burden with beneficiaries. After the 1997 BBA, conflict over Medi-
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care policy, at least with respect to beneficiary issues, is more likely 
to continue to be between House and Senate than between Repub­
licans and Democrats. 

No matter how bright the economy, the insolvency of the HI trust 
fund, now ex'Pected in 2007, will force a new round of fiscal adjust­
ment in Medicare. The 1995 legislation demonstrated the limited 
potential of the conflict model. A determined congressional majority 
as existed in 1995 cannot prevail in the face of presidential opposi­
tion. Congressional Republicans bet that President Clinton would 
bend to their desires, but when he did not, they lost policy control. 
The only hope for the conllict model is a congressional supermajor­
ity, with one party controlling the two-thirds vote required to over­
ride a presidential veto. 

Consensus, in the BBA 1997 model, seems a more promising 
model of policy making. General agreement on the act came from 
lowering budget targets until the least common denominator be­
tween congressional Republicans and the president was enough to 
solve the policy challenge at hand. If it becomes necessary to solve 
the trust-fund problem through consensus, the solution is less likely 
to be far reaching. As in the short-term budget sa,·ings of the 1980s 
and 1990s and the home health transfer in the 1997 BBA, slowing the 
engines now can buy time until Medicare hits an iceberg. 

But the BBA 1997 experience is a useful model fo r only one con­
figuration: the Congress and the presidency in opposite partisan 
control. The model is less useful should future election results put 
control of both Congress and the Oval Office with the same party. 

No matter what parties are at the helm, in the long, long run, 
Medicare policy requires action beyond the common core of biparti ­
san agreement. The challenge posed by the baby boomers' retire­
ment represents an iceberg that no amount of squeezing payment to 
providers will be able to avoid. 

Can the common core be expanded? It can, but only with great 
difficulty. Tax increases are anathema to the GOP, and House Re­
publicans ha\'e an equally negative response to the changes affecting 
beneficiaries that have found favor in the Senate. A majority of 
House Democrats and many Senate Democrats equate increasing 
beneficiaries' financial burden with "throwing momma from the 
train." Until the memories of the 1995 BBA fade, policies that can be 
portrayed as capping benefits-such as making Medicare a defined­
contribution plan- are politically unfeasible. The common core ap­
pears to include only slowing payment to providers. That strategy is 
insufficient to meet the challenge posed by baby boomers. 

At some point there will be a crisis. Crises offer opportunities for 
statesmanship. In crises politicians agree to things that they pre-

H E A l T H A F F . .\ I R , \' o I ,, m e I ll . .'Ii 1, m h r r I 

BUDGET BILLS c POLl t 

viously would not have con 
rity Amendments of 1983, , 
increases and Democrats af 
cure retirees. It took a crisis 
Security trust fund- to ach 

Who will be our states1 
will be a different group fro1 
signing of the 1997 BBA. B 
insolvency, Bill Clinton ,, 
Gingrich will be long gone. 
Medicare bankruptcy dile1 
insolvency appears to be cl1 

That is bad news for tho 
the National Bipartisan Co1 
1 March 1999. This body's 
common core. The 1997 BB 
Jares that any recommem· 
majority among the sevent~ 
were on different sides of I 
commission solution will re 
these past differences. 

The impact of the 1997 
making is two-edged. It h 
fund until 2007. But it has c 
the probability that the ne 
until there is agreement on 
financial crisis is no longer 
but close enough to injure 
then will the cost of delay 1 

The authors acknowledge the s11 • 

commcncs and assisrancc of Susa 
The aur hors rcrai11 fitll responsil 

NOTES 
I. N. Gingrich. -Renewing A1 

The House Republican Ch:i 
uted to Republican membe1 

2. Ibid. 
3. Newt Gingrich. Speaker of i 

Cross and Blue Shield Asso, 
1995. 

4. Many of the anti-fraud am 
part of the Health lnsuran, 
1996, the one major piece of 

11 r \ , -r t1 • r r \ 1 D c 



uu, 
vings 
BBA. 
:ebe 
for o 
)p: 
·ctio1 
the 
e lo 
mo 

: only 
\ and 
·hang1 
e. A 
quat, 

~ not have considered. An example is the Social Secu­
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. It took a crisis-the imminent insolvency of the Social 
aast fund- to achieve these changes. 
will be our statesmen and stateswomen for Medicare? It 
difcrent group from the policymakers who gathered for the 
·• the 1997 BBA. By the time that the HI trust fund faces 

.. Bill Clinton will no longer be president, and Newt 
will be long gone. If there is to be a consensus to solve the 
bankruptcy dilemma, it will not be until the threat of 
appears to be closer. 

ii bad news for those who have high hopes for the repon of 
Bipartisan Commission on the Future of Medicare, due 

Jg99. This body's report will be a test of the size of the 
a,re. The 1997 BBA, which created the commission, stipu­
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differences. ME.OICAAE & 

.. ,..,...ct of the 1997 BBA on the future of Medicare policy PUBLIC POLICY 

II two-edged. It has assured the solvency of the HI trust 
2007. But it has delayed the inevitable. The law increased 

·ty that the next burst of policy making will not occur 
is agreement on at least one proposition: that Medicare's 

aisis is no longer safely over the distant political horizon 
v-- enough to injure the political players on the scene. Onlr 
iii the cost of delay outweigh the cost of action. 
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Medicare Reform: Who 
Pays And Who Benefits? 
Medicare reform will have major financial consequences for 
every U.S. taxpayer. How can we better understand these effects?' 

by Mark McClellan and Jonacha11 Skinner 

ABSTRACT: As Medicare's share of federal spending and gross domestic prOd, 

uct (GDP) rises, the program may have increasingly important consequences 

not only for the health of Americans but also for their net income and financial 

wel l-being. We use incidence analysis to study payments and benefits in Medt­

care to various generations and income groups. We find that Medicare actually 

provides larger net dollar transfers to wealthier beneficiaries, althougn the 

"insurance value· of these dollars is greater for low-income households. We 
then evaluate a range of proposed Medicare reforms with regard to their impact 

on the distribution of both health care and disposable income. 

I
N THE MID - 1960s PRIVATE HEAL TH INSU RANC E for the eld­
erly seemed increasingly inadequate to handle the then-shocking 
hospital charges of $39 per day.' Roughly half of the elderly had 

no coverage at all, and those \\ith policies often had caps of only $10 
per hospital day. These problems were a principal motivation for 
Medicare, an insurance program intended to provide nearly univer­
sal and more comprehensive CO\'erage to the elderly population. 

The policy debate leading up to ~ kdicare's adoption focused on 
whether the federal government should be in the health insurance 
business at all or whether other approaches might better provide 
health insurance for the elderly.: But there was little debate about 
how to pay for Medicare, given that the program that emerged was 
so strongly linked to Social Security. Financing for hospital insur­
ance came from a beefed-up Social Securit}' payroll tax, and premi­
ums paid by the recipient and general tax re\'cnucs each accounted 
for half of the cost of physician and ambulatory CO\'erage. 

Perhaps little attent ion was devoted to Medicare financing be-

Mark McClellan is assistant professor of economics and of medicine ar Sra11ford University 
and a faculty research fellow ar rhe Narional Bureau of Economic Research in Sranford, 
California. He is a pracricing inrcrnist, and much of his research has focused on medical 
technology, health care costs. and health outcomes. Jonathan Skinner is the John French 
Professor of Economics, Dartmouth College. and ad]lmct professor at Dartmouth Medical 
School. He has written cxtcnsiwly on the economic implications of social insurance pro· 
grams. 
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cause the required taxes were relatively mcx:lest. Total Medicare 
spending was only $2.7 billion in fiscal year 1967 ($13.4 billion in 
current 1998 dollars). Spending per beneficiary was $710 in current 
dollars. and the supplemental Part B premium was $3 per month 
(around $15 in current dollars ).1 

Over the next three decades. because the Medicare program has 
exploded in size, the financial implications of its promise to provide 
health insurance for older Americans loom much larger. Medicare 
now accounts for more than $220 billion annually in tax revenue, 
which is transferred to the elderly and disabled-close to ~Q PS' 
beneficiary. Without significant reform, these transfers cou d ex­
ceed Social Security payments within a few decades. Victor Fuchs 

~

rojccts that Medicare spending per beneficiary in 2020, $14,000 
per capita, will roughly equal total spending by each elderly benefi• 
iary on all other non medical goods and services.• 

As a result, Medicare reform will have major financial conse­
quences for every U.S. taxpayer-most of whom will someday be-
come Medicare beneficiaries themselves. Who pays for Medicare 
now, and who would pay under various alternative reform propos· 
als? Similarly, although Medicare covers a broad range of acute 
medical services, it covers ochers poorly or not at all. W ho receives 
the benefits of Medicare insurance. broadly defined. and how do 
these benefits compare with payments?s And how can financial as­
sessments be used to provide an adequate summary of who really 
benefits from Medicare? 

In chis paper we review some of the principles of economic analy­
sis that can be used to assess the equity implications of Medicare 
and of Medicare reform. We focus on incidence analysis, an eco­
nomic method for analyzing who pays and who benefi ts from a 
government policy or program, with particular emphasis on differ· 
ences across income groups and generations. As we argue below, a 
carcf ul accounting of the enormous financial transfers in Medicare 
provides a starting point for assessing whether groups are better or 
worse off under reform. Thus, reforms should be judged not only on 
whether they balance the Medicare trust funds or improve efficiency 
or access, but also on their equity implications-how they influence 
the well-being of various groups of Americans. 

What Is Incidence Analysis? 
Incidence analysis traces out the overall impact of a given program 
or policy on the financial or more general well-being of various 
groups of people, with a full accounting of the dollar values of costs 
and benefits for each group. Some parts of this assessment are obvi­
ous; others are less so. Typically, it is relatively easy to add up taxes 
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contributed and benefits paid out in a program, but it may be 
clear how to value benefits that go beyond simple doUar paymen, 

For example, suppose we were to ask who benefited and w1 
paid for Medicare during its first year of operation in 1966. Peo1 
who previously did not ha\'e health insurance were now covered, 
the)' were clear winners, especially if they were hea\'y users of heal1 
care services. Medicare benefited them in two ways: through be 
medical care and more disposable income to use on nonmedi, 
goods and services. Healthy people enjoyed a greater sense of se1 
rity about the future: Knowing that insurance coverage will be avail; 
able in the event of major illness makes financial planning easier, 
even if the insurance is not actually used in a particular year. Sue: 
benefits of Medicare were most pronounced among the lowest.-· 
income groups, with the least CO\'eragc prior to Medicare.6 But the 
higher-income elderly also benefited, because they were able to olr 
tain more generous health insurance in return for a small increase in 
general tax liability and a $3 monthly premium. Their premiums 
were largely financed by nondderly workers through payroll and 
other federal taxes. Morco\'er, the value of lifetime health insurance 
(after age sixty-five) can be greater for wealthier households, be, 
cause they tend to have better access to health care and live longer. 
Both of these effects, which we quantify below, serve to increase 
Medicare benefits for high-income households relative to low, 
income households. 

On the other hand, because ~tedicare insures most health care 
services received by the elderly. beneficiaries may use more services 
than they would if they were pa)ing the full price. This is the ~moral 
hazard" problem, although the term is a misnomer: The idea is sim­
ply that when the price of a scnice falls, people tend to consume 
more of it. As a result, some of the \tcdicare dollars spent on health 
care may be worth less to beneficiaries than an equivalent amount of 
money that they could spend on something else. 

Other groups also have been affected significantly by Medicare. 
Physicians and other health professionals have enjoyed a more ro­
bust demand for their services, \\ith a large reduction in charity and 
nonpaying cases among the elder!}"- Similarly. increased payments 
for health care institutions, plus some supplemental Medicare pay­
ments for certain types of hospitals, have benefited the employees, 
owners, and other stakeholders of such organizations. Although the 
health sector of the economy has some low-wage workers, the sec­
tor overall has a relative!)' large share of high-wage workers. Thus, 
the benefits of Medicare have extended to a much wider and rela­
tively affiuent group. 

What about the costs of Medicare? The injtial payroll taxes faced 
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by employers and workers were small. The combined Medicare pay­
roll tax rate was 0.7 percent, and because the tax was capped at 
earnings of $6.500, the maximum annual worker payment to finance 
Part A was $46.20, or $239 annually in current dollars. Thus. the 
cost of the program. in terms of reduced income available for other 
purchases, was relatively small in 1966 and largely spread among the 
more plentiful working generation. Since then much research on 
Medicare has analyzed the expenditure side of the program-how it 
has in0uenced access to care, investment, innovation, and many 
other aspects of health care use. But little research has addressed the 
financing and expenditure sides of the program in an integrated 
way. even though spending has grown enormously and the overall 
net incidence of the program is unclear.; 

A historical illustration of why the tax and expenditure sides of 
Medicare reform are both important is the t-.tedicare Catastrophic 
Coverage Act of 1988. This was to be a major expansion of benefits to 
the Medicare population, and at first it garnered broad-based sup­
port, including an endorsement from the American Association of 
Retired Persons (AARP).8 Shortly after its passage, however, pro­
tests from irate seniors led to repeal of the bill. Because the expan-
sion was funded entirely by additional beneficiary taxes that in- MEDICARE• 

creased with income. many elderly people viewed the new benefits PUBLIC POLICY 

as just not worth the additional tax costs. 
The questions raised by this unfortunate political debacle go be­

yond "interest-group politics" and relate closely to incidence issues. 
For a program as large as Medicare, and which requires tax pay­
ments and provides health insurance o,·er decades of each benefici ­
ary's life, incidence may have major policy and political implications. 

Medicare Financing From An Incidence 
Perspective 
Medicare Part A (hospital, hospice, and some home health care) is 
financed by payroll taxes. Since the inception of the program, the 
payroll tax has been increased several times. Today workers pay a 
tax of 1.45 percent on all earnings, an amount matched by employers. 
From the standpoint of the incidence of the tax, however, whether 
the employer or the employee pays is immaterial: Workers receive 
2.9 percent less in total compensation than what employers pay for 
their services.9 This is a proportional tax on earnings, because the 
fraction of taxes paid to earnings is constant for all levels of earnings. 

Medicare Part B (physician and outpatient care) is financed 
mostly through general federal revenues. This component of Part B 
financing is progressive, in that the federal income tax-the princi­
pal source off ederal re,·enues- assesses a higher average percentage 
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o( ~ :n income as income rises. The other major source of Part B 
~ts the monthly premium paid by enrollees, approximately 
$44 p!:;' 11onrh. These contributions now fund about one-quarter of 
Pan !l ~-:'Its. This component of the "taxft (or user fee) may be 
regar'..e:;: lS regressive, because the payment as a fraction of total 
incoo:e hlls as income rises . 

To ~ why the source of Medicare financing matters, consider 
one ci i.e \lfedicare financing reforms included in the 1997 Balanced 
Budget .-'..:t (BBA): movement of a large part of the home health care 
benefo tr.)m Part A to Part B. In one sense, this was a convenient 
accour.tfog change. Because Part B uses general tax revenues, 
wher~; Part A draws from a trust fund of payroll tax contributions, 
the chzr.rse deferred the impending "insolvencyft of the Medicare 
trust fur.d and perhaps reduced the apparent urgency of Medicare 
reform. Bat it also mattered for the incidence of Medicare. Shifting 
from a prc,portional payroll tax on earnings to a progressive tax on 
general income tends to shift the burden of taxation from lower- to 
higher-income groups among the working population. Among cur­
rent recif"Cnts of Medicare, on the other hand, the overall effect is 

- regre!~'>ive, because the (regressively financed) Part B premium ac-=:- coun~r, for a larger share of program costs than the elderly's (pro­
gressive) c..ontribution to general tax revenue.10 

Who Pays for Medicare? 
What are the implications of Medicare's financing mechanism for 
the relationship between lifetime income and payments into Medi­
care? To answer this question, we estimated lifetime Medicare tax 
and premium payments for ten equal-size groups (or deciles). 
ranked hy a three-year average of their income prior to Medicare 
eligibility. We considered two cohorts: persons born in 1925 who 
t~rned agt c,ixty-five in 1990, and persons born in 1945 who turn age 
sixty-five in 2010. For this analysis we used the Panel Survey of 
Income Dynamics (PSID), which has followed earnings and tax pay­
ment~ for ahout 5,000 families since 1967; we also projected income 
and thus payments for the younger cohort extending out to 2010, 
based on their earnings trajectories up to now.11 After adding in 
anticipated Part B premiums, we then calculated overall lifetime tax 
and pre mi um payments for each decile in each cohort. 

Clearly, tax payments rise with income. But overall tax payments 
arc regre1,sive, because the ratio of taxes paid to income at the high­
est income decile (10) is below the ratio for the lowest income decile 
(I) (Exhibit 1).11 There are a number of reasons for the rcgressivity, 
inclu<ling the presence of payroll tax "caps ft mentioned earlier and . I ,; (, . 
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EXHIBIT 1 
i,t1rnated And Projected Lifetime Taxes Paid Into Medicare, Few Cohorts Born In 
1925 And In 1941 
00118f1 (1990) 

!QQ.OOQ 

eQ,.000 

6Q.()()Q_ 

40,000 

2_g,_OQQ_ ---Q_ 
1 2 

Lifetime taxes paid by cohort bom In 1945 

' 

--
'Lifetime taxes paid by cohott born in 1925 
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Income decile 

9 

SOURCE: AuUIOrt' calculations based on data In M. MG<:tellan end J. Skinner, "The lnc:iOenc:e rJ Medicare,• National 
Bureau ol E~ Resea.rch WofkinC Pape, no. 6013 (Cembnd&e, Mass.: NBER. ~ 1997). 

high levels of income might ha\'e paid in little because of low earn­
ings during their younger years. 

10 

Exhibit l illustrates that the issue of who pays also depends on MEDICARE a 
the year or the taxpayer's birth. The lif ctime tax contributions for PUBLIC POLICY 

the cohort born in 1945 are much higher than for the 1925 cohort, 
and the}' are less regressive, for several reasons.11 First, real earnings 
have increased, and more women in the 1945 cohort than in the 1925 
cohort are in the workforce (earning income). Second. the 1945 co-
hort has been paying into ~tedicare for almost their entire working 
lives. In contrast, workers in the 1925 cohort only started paying 
Medicare taxes in 1966, about halfway through their working lives. 
Finally, as Medicare spending has risen, so have the taxes required 
to finance it. Younger workers· earnings have faced higher tax rates 
and higher (or no) earnings caps for more years. as weU as an in-
creasing share of general federal revenues devoted to Part B pay-
ments. Clearly, Medicare financing has important implications for 
the program's intra- and intergenerational incidence.1• 

Who Benefits From Medicare? 
We now rum from Medicare financing to Medicare benefits. Much 
of the past and current debate about the Medicare program has 
taken for granted that its benefits are progressive. Although many 
changes in financing and in the derails or benefits have occurred, the 
core features of the program-entitlement to health insurance for 
~necessaryff acute hospital care, physician care. and associated serv­
ices. \,·hate\'er those may be-apply to aJJ beneficiaries. Indeed. 
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since lower-income households tend to be in worse health, Medi­
care might be expected to provide higher benefi ts per capita to 
lower-income households.') Yet previous studies suggest that e\'en 
in an apparently equitable health insurance system, lifetime benefits 
may nonetheless increase with income.16 Moreover, better health 
means longer life expectancy and hence a longer period of Medicare 
eligibility for higher-income beneficiaries. Finally, as medical pro­
gress has increased the cost of health care, real Medicare payments 
per enrollee have increased steadily from cohort to cohort through­
out Medicare's history. Our analysis of the incidence of Medicare 
benefits considers all of these factors. 

\Ve begin with the most easily quantified measure of Medicare 
benefits: average dollar payments for services received by various 
income groups and birth cohorts. For this analysis we computed 
Medicare expenditures by income deciles based on a person's ZIP 
code of residence. Thus, the analysis is not based on the current 
income of the enrollee, but rather on the average affluence of the ZIP 
code of residence. This approach allows us to use the very large 
Medicare claims database, which provides sample sizes of the mil­
lions of beneficiaries, instead of thousands as in survey data. 

Very large sample sizes arc crucial for studying Medicare spend­
ing and health outcomes, because a large fraction of overall spending 
is accounted for by a relati\'ely small number of ~outlier" persons and 
because deaths are relati\·cly rare in many groups. The literature 
suggests that ZIP code income provides a good indicator of lifetime 
income, in part because it a\'Oids the noise and biases resulting from 
variation in cu rrent income and from the availability of financial 
wealth in many older households to supplement low current in­
comes.'; The overall variation in Medicare spending across ZIP code­
based income deciles is not as large as in Exhibit 1, because even the 
top decile contains a mix of high- and low-income residents. 

Exhibit 2 illustrates the importance of income-based differences 
in mortality.18 For each income group (and by sex) we present the 
cumulati\'C mortality rate o,·er a nine-year period, 1987- 1995, of a 
cohort of Medicare enrollees ages sixty-five to sixty-nine in 1987. 
There is a twclvc-pcrccnt:tge-point difference among men and a 
six-percentage-point difference among women in survival rates be­
tween the highest and lowest income deciles. The cumulative effect 
of the differences in mortality risk implies that beneficiaries in 
higher income deciles can expect to live longer and therefore collect 
more from Medicare. 

Our earlier study of 1990 Medicare spending also showed that 
higher-income groups tend to incur greater payments per year in 
Medicare, especially later in liJe.1

~ The correspondence between in-
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EXHIBIT 2 
1987-1995 Cumulatlve Mortaltty Rates, By ZIP Code Income Declle, For Men And 
Women Ages Sixty-Five To Sixty-Nine In 1987 

Mortality rate (percent) 
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SOURCE: Based on 1987 - 1995 Medic.re enrollment data. summarized from J. Lee. M. McOellan, and J. ~- 'The 
Distribution of Medic.re Benefits.• In Tax Poky and the Economy, ed. J. Pocerba (Cambr1d&e, Mesa.: MIT Pr-. 1Dr1hc:omlni). 

come and spending is more pronounced for men than for women 
and for Part B physician spending. Exhibit 3 shows the present value 
of lifetime Medicare expendirures.20 The next-to-lowest line in Ex­
hibit 3 shows these lifetime expenditures for the 1925 cohort, based 
on the assumptions that per capita Medicare spending will increase 
at a 2.5 percent annual rare and that future expenditures are dis­
counted using a real annual interest rate of 3 percent. In addition, we 
show predicted Medicare expenditures for the cohort born in 1945, 
who will receive higher real lifetime benefits if real spending in 
Medicare continues to rise. The assumption of 2.5 percent real 
growth is modest. compared with recent historical evidence and the 
forecasts of many Medicare analysts. 21 To illustrate the importance 
of Medicare spending growth for net payments to future cohorts. 
Exhibit 3 also shows expected expenditures for the 1945 cohort 
under the assumption of a future real growth rate of 4 percent per 
year, closer to the program's historical experience. 

To compare tax payments to benefits received, we converted the 
lifetime tax revenues s hown in Exhibit l to equivalent ZIP 
code- based deciles; these lifetime tax payments are plotted as dot­
ted lines corresponding to the solid benefit lines.n Accounting for 
both payments and spending. our calculations suggest that the co­
hort of beneficiaries who turned sixty-five in 1990 will receive much 
more in Medicare spending than what they paid in-an average gain 
of $16,700 per person, even under a conservative assumption of 2.5 
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EXHIBIT 3 
Lifetime Per Capita Medicare ~ ndltures And Taxes For The 1925 And 
1945 Birth Cohorts, By ZIP Code Income Declle, 1998 
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percent annual expenditure growth in the future. Thus, the 1925 
birth cohort is a substantial net winner from the standpoint of 
Medicare incidence.12 Within the 1925 cohort the net transfer (the 
difference between lifetime benefits and taxes) for decile 10 of 
$17,800 is greater than the net transfers to the lower-income groups. 
The net transfers are as small as $15,500 in income decile 3, so that 
Medicare has redistributed as much as $2.300 more to high-income 
beneficiaries in this cohort. 

For the 1945 cohort, the greater progressivity of the t,.tcdicare 
financing system in recent years leads to less redistribution from 
middle low-income groups to upper middle-income groups. The 
lines based on a 2.5 percent future growth rate show that if t-.ledi­
care expenditure growth does slow. the intergenerational transfers 
will largely evaporate; the taxation line sits almost on top of the 
expenditure line, largely because of the substantial increase in 
Medicare taxes paid by this younger cohort. However, if t,. tedicare 
benefits grow at 4 percent, real benefits will be larger (top line in 
Exhibit 3), meaning that intergenerational transfers will remain. 

The relationship between income and net benefits may change as 
a result of changes in Medicare policies, medical technology. or 
population health. For example, we have shown in a recent paper 
that use of Medicare home health benefits in low-income neighbor­
hocxls has increased dramatically since 1900 relative to use by high­
income beneficiaries. ~1 For women, per capita home health care 
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"Americans preparingf or retirement today have some expectation 
that Medicare will provide appropriate medical benefits." 

······················· ·· ·· ·· ·· ·········· ········································· ··········· ······················ 

spending (among aU Medicare enrollees, not just home health care 
recipients) increased by $634 in the lowest-income group (decile 1) 
between 1990 and 1995, compared with only $207 in the highest­
income group (decile 10). This change has important implications 
for incidence analysis but may be at least partially offset by new 
restrictions on home health spending in the BBA. 

An important limitation of an incidence analysis based on dollars 
transferred is that the value of benefits may diverge greatly from the 
dollar amount of the transfers. As noted above, additional considera­
tions related to the "insurance value" of Medicare might signifi­
cantly alter our incidence conclusions. Previous research suggested 
that for lower-income groups, the insurance value of Medicare was 
roughly 20 percent higher than the dollar transfers suggested; for 
higher-income groups, benefits were worth about 10 percent less.24 

Our discussion about the uncertainty of future growth in medical 
spending illustrates another type of insurance provided by Medi­
care: insurance against the uncertainty of future spending growth. 
Americans preparing for retirement today have some expectation 
that Medicare will provide appropriate medical benefits, whatever 
those benefits ultimately turn out to be, making it easier to plan 
furure expenses.Just as they arc now picking up much of the cost for 
the actual expenses of the current elderly, which were difficult to 
predict several decades ago, so also may furure generations assist 
current workers in meeting their medical expenses in old age. 

lmpllcatlons for Medicare Reform 
We have argued that an explicit anal>•sis of lifetime payments and 
benefits in Medicare can assist in evaluating Medicare reforms. Be­
fore turning to specific reforms, however, we pose one further ques­
tion: How much should Medicare redistribute between income 
groups and generations? Answering this question is crucial in e\'alu­
ating whether the incidence consequences of Medicare reforms are 
desirable or not. Some guidance is prO\ided by what is probabl}' the 
most popular notion of fairness underlying the program: Higher­
income persons pay more into Medicare, but everyone receives 
"similar" insurance coverage. As we have seen, there is less redistri­
bution from highest- to lowest-income Americans through the pro­
gram than this popular notion implies. 

The BBA legislates an increase in Part B monthly premiums to 
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$10S in 2007; its impact on the incidence of Medicare is to shift 
funding toward current beneficiaries. albeit in a regressive way, 
since all elderly beneficiaries face the same premium increase.» 
Some obserYers have suggested tying Part B premiums to annual 
income so that higher-income elderly pay more, although there are 
administrative problems in implementing this approach.16 Obvi­
ously, such a financing change would ha,·e incidence effects favoring 
lower-income beneficiaries. 

Other reform proposals have focused on "rationalizing" Medicare 
benefits. Whatever their consequences for the efficiency of the pro­
gram, they also may have important consequences for its incidence. 
For example, the current Medicare program provides more coverage 
for acute illnesses treated on an inpatient basis than for chronic 
illnesses, which depend primarily on outpatient treatment with pre­
scription drugs or on long-term nursing care. Some proposed re­
forms include the addition of an ambulatory prescription drug bene­
fit and possibly new long-term care benefits, perhaps at the expense 
of less generous coverage of acute hospital services. These changes 
are likely to be particularly valuable for beneficiaries with chronic 
illnesses and relatively high out-of-pocket spending on prescription 
drugs, which arc more prevalent in the younger lower-income eld­
erly. Reforms that aff cct coverage or generosity for specific diseases 
such as renal failure, special ser\'ices for patients with complicated 
diabetes, and treatment for substance abuse disproportionately 
benefit people in lower-income groups. given their greater likeli­
hood of having such illnesses.17 

More fundamental reforms would partially decouple Medicare 
spending from the growth in medical spending. For example, some 
proposals advocate changing the ~ledicare benefit from a fce-for­
ser\'ice entitlement to a defined contribution toward the premium 
of one of a set of approved insurance plan choices.18 In principle, 
changing to such a premium-support srstem not only would eff ec­
tively cap Medicare spending per beneficiary but also could lead to 
more efficient health plan choices, since beneficiaries would be re­
sponsible for the additional costs of a relatively expensive plan. 

How this premium support is allocated and financed and how it 
grows over time are the key questions for determining the implica­
tions for Medicare incidence. The premium support could be fi­
nanced in the same way as current benefits are financed. If so, it 
would have no implications for intergenerational incidence unless it 
led to a slower rate of Medicare growth over time-which would 
reduce transfers from younger workers to current beneficiaries. Un­
der the current system, we have seen that actual spending may vary 
positively '>'ith income. With premiums risk-adjusted for health 
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ED I CARE REFOR M MAY H AVE major implications forth1 
incidence or equity of the program-who pays and who, 
benefits- both across income groups and across variou: 

cohons or generations of beneficiaries. We have not answered thi 
more difficult normative question: W ho should pay, and who 
should benefit? But we have tried to provide a framework for judg­
ing the fairness of particular reform proposals, compared with the 
status quo incidence of Medicare. Because of the program's magni­
t uclc, incidence analysis is an important complement to considera­
tions of efficiency, ethics, and other issues in the reform debate. 

From the perspective of intergenerarional incidence, programs 
that transfer income from current workers to finance benefits for 
current elderly have been popular. However, ~ tedicare transfers are 
rapidly surpassing even Social Security transfers in magnitude. To 
maintain the net transfers from younger to older generations so that 
every cohort continues to "win" from a lifetime perspective in Medi­
care, medical spending must continue to grow much faster than the 
rest of the economy, and taxes on younger workers to finance Medi- • 
care must continue to rise. This approach may become increasingly 
difficult to sustain, but the alternatives- reducing the growth of 
Mc1.licarc spending, or switching a greater part of program costs to 
the current elderly-hardly seem more politically appealing. Careful 
rnnsidcration of the incidence of Medicare reforms may not make 
the choices among difficult alternatives an)' easier. But incidence 
an.dysis can help to ensure that the complex but basic questions of 
who gains and who loses are included in the debate. 
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Uses And Abuses Of 
Long---Term Medicare 
Cost Estimates 
Although long-term cost estimates can be a useful policy tool, 
projecting too far into the future is a risky business. 

by Joseph White 

ABSTRACT: Long-term cost estimates are central to the current Medicare policy 

debate. This paper uses Congressional Budget Office (CBO) and Health Care 

Financing Administration (HCFA) data, and comparisons to international trends, 

to make some distinctions and warnings about the use of those estimates. 

Projected spending increases related to a larger enrollee population may be 

more easily justified than increases related to higher prices or volume of 

services per enrollee. Projections of demographics as if policy will not change 

are at least plausible; projections as if payment policies will not change for the 

next seventy-five years are absurd. The demand for solutions that would "fo:" MEDICARE a 63 

the problem for seventy-five years biases options in the direction of radical PUBLIC POLICY 

reforms, to the exclusion of more incremental and careful approaches. 

T
HE NATIONAL BIPARTISAN CO MMI SSION on the Future of 
Medicare was formed out of concern about ~ledicare's long­
term costs.' Yet when that group met in June 1998 to consider 

alternative estimates of those costs, one of its members, former 
Health Care Financing Administration (HCFA) Administrator Bruce 
Vladeck, denounced the whole enterprise of forecasting costs beyond 
a ten-year horizon as "an enterprise in comparative fantasy."2 

Vladcck was responding in part to a position taken by many other 
members of the commission, who claimed that the standard baseline 
forecasts from the HCFA actuaries and the Medicare Health Insur­
ance (HI) and Supplemental Medical Insurance (S:\H) trustees· re­
ports were likely to be too optimistic. Both sides agreed that the 
plausibility and reliability of long-term estimates is a fundamental 
question for any consideration of Medicare "reform: But how plau­
sible, reliable, or even relevant are such estimates? 

Because the United States spends far more for health senices 
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EXHIBIT 1 

than any other country spends and has seen its costs increase more 
quickly. without obvious comparative ext ra benefit. there is prima 
f acic reason to pay special attention to limiting Medicare costs. 
Long-term forecasts provide useful extra justification for serious 
efforts to control costs. They may be part icularly helpful as a 
weapon against laxity in easy budget times. Given projected sur­
pluses, pressure for even short-to-medium-tenn Medicare sa,ings 
might ease without forecasts that remind us that saving now is the 
best way to make choices more manageable. 

Despite these positive aspects. the use of long-term estimates can 
be taken too far and can distort policymakers' views of both Medi­
care problems and alleged solutions. 

Sources Of And Influences On Estimates 
The two main sources for Medicare long-term cost estimates arc the 
HCFA actuaries. through the annual reports by the trustees of the 
HI and SMI trust funds. and the Congressional Budget OfEicc 
(CBO).1 Each year the CBO reports on the Economic and Budgcr Ourloolr 
in the medium term; in 1996. 1997, and 1998 the CBO separately 
projected the budget outlook over a time period similar to the trus­
tees· seventy-five-year standard• 
■ How the estimates are made. Economic growth and infla­

tion. compounded over decades. create spending numbers that are 
so much larger than current figures as to be meaningless. Therefore, 
long-term estimates should be expressed as percentages of some 
baseline that also grows with inflation and production. For t-.kdi ­
care, the best baseline is gross domestic product (GDP).' 

Exhibit l reports both CBO and HCFA estimates of the trend in 
Medicare spending as a share of GDP. The CBO estimates that 
spending will grow from 2.7 percent of GDP in 1997 to 6.3 percent in 
2030 and 7.8 percent in 2070, while the trustees predict that spend-

Comparison Of CBO And Medicare Trustees' Projections Of Long-Term Medicare 
Spending Trends, 1997-2070 

C80(1998) 
Trustees (1998) 

Percent of &rou domestic 11_roduct 

1997 2010 2030 
2.71% 
2.62 

3.67% 
3.46 

6.29% 
5.85 

2050 
7.02% 
6.29 

2070 
7.76% 
6.71 

10tJRCU: fo, eonc,essional Bud,et Office (CBO) 2010-2070, LontTerm BIJd,etary Pressures llf>/J Policy Options (Wash1ncton: 

CBO, May 1998), Table 4•2. The pubhShed tables only report to on. decimal place, but I 118W pro,,,Oed two, to match the 

trus-· r,cures, bllS-1 ot1 bacJ<&n)und materlals klndly prowled by CBO staff. Fo, CBO 1997, The Econom,c and Boo~ 
Outloolc: Flscal \'NI'S J 999-2008 (Washln&ton: CBO, January 1998~ Tables H-2 and H-1. Fo, Medicare lf\lSleeS. J 998 Annul)/ 

Report of the Board of TrusteeS ol the Federal Hospital Insurance Trust Fund. 28 Al){II 1998. Table Ill.Bl. 
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Ing will be a full percentage point lower in 2070. This is not a small 
difference: in 1997 it would be $85 billion. If we defined the Medi­
e2rc problem as an increase in the amount of the economy being 
c)t\"oted to the program, the CBO is Sa)ring that the problem will be 
,bout a quarter larger than HCFA projects. 

The ruffercncc between the CBO and HCFA projections is just 
one example of the great volatility of estimates far into the foture. 
Between the 1997 and 1998 trustees' reports, HCFA's projections of 
Merncare spenrung in 2070 fell from 8.38 percent of GDP to 6.71 
percent. That change reflected both estimates of the effect of the 
1997 Balanced Budget Act (BBA) and more fa\'orablc experience 
with underlying Medicare spending trcnds.6 

The CBO and HCFA numbers differ by what looks like a substan­
tial amount in 2070 because of small differences in their estimating 
techniques and assumptions, compounded over seventy-two years. 
There are three basic types of assumptions or estimates: involving 
demographic factors, general economic trends. and specifically 
1a~edical care cost trends. The latter include, for example. different 
raw, of medical care and general cost inflation, or medical acthrity 
growing more or less quickly than the size of the economy. 

The CBO and HCFA adopt virtually identical demographic pro- MEDICARE & 

jections mac!'! by Social Security Administration (SSA) actuaries. POBUC POLICY 

HCFA also adepts SSA economic assumptions.7 The CBO uses its 
own projections of economic trends, instead of the SSA's assump-
tions. Both agencies estimate specifically medical care cost trends 
differently for the short than for the long term. HCFA actuaries 
estimate costs for different components of the HI and SM I programs 
and combine these estimates into short- and medium-term pro-
jected totals. Beyond that horizon. they assume that the growth of 
medical costs per age- and sex-adjusted HI and SMI beneficiary will 
trend down by the year 2020 to annual rates related to the growth of 
revenues and the economy. For SMI. financed by general revenues, 
HCFA assumes that per enrollee spending will rise at the growth 
rate of per capita GDP. For HI , financed by a pa)'l"OII tax. HCFA 
assumes an increase equal to the growth of average hourly earnings. 

The CBO also docs its own projections of costs per enrollee in the 
short term (a ten-year period). Then, the CBO assumes. costs for 
both HI and SMI beneficiaries will trend down to the same rate of 
increase-the growth of average hourly earnings. But the CBO, rec­
ognizing that its data arc not as good as HCFA's data, builds an 
adjustment into its long-term model so that, given identical eco­
nomics and demographics, HCFA and the CBO would produce the 
same growth rates. 

The CBO's long-term estimate in 1998, then, differs from HCFA's 
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for two basic reasons. Just over 0.4 percent of GDP in 2070 is ht, 
cause the difference between the CBO's and HCFA's more detailed'. 
estimates through 2008 compounds (doubling o,·er time). The 
(equivalent to about $SO billion in current dollars) results from CB1 
modeling choices that make sense given data availability but from i ' 
policy viewpoint are randomly different from HCFA's choices.• 

All current and recent projections of Medicare costs do, and 
should, show large enough increases to deserve further attention. 
Yet the ways that small differences in assumptions lead to signifi­
cant changes in long-term totals should warn us not to give those 
numbers too much credence. Rather than focusing on totals, it may 
make more sense to think about the causes individually. 
■ Cost factors. Three issues are relevant to each of the basic 

factors in Medicare cost estimates: (1) How reliably can they be 
predicted? (2) Do they represent ~good" or ~bad" reasons for cost 
increases? (3) What can be done about them, predictable or not? 

Long-term (and short-term) economic estimates are particularly 
unreliable. Because our concern is ~ kdicarc costs as a share of GDP, 
however, that unpredictability is not so relevant to Medicare de­
bate. Most errors in economic estimates would have similar effects 
on both the numerator and denominator of the t,, tedicarc cost-to­
GDP ratio.0 Economic projections also in\'olve a factor that cannot 
be manipulated much by Medicare policy. At the margin, lower 
go\'crnmcnt spending on Medicare (or anything else) may lead to 
slightly higher economic growth but not enough to add meaning­
fully to the direct reduction in budget burden from simply spending 
less.kl So (fortunately) \\'e do not ha\'C to th.ink much about general 
economic factors. 

Demographic trends arc both a larger cost factor and, in the me­
dium term, more reliably estimated. They also represent a reason for 
increases that is more clearly defensible than arc the other causes. 
The size of the Medicare-eligible population represents (if the pro­
gram makes sense to begin with) one indicator of program need. just 
as the size of the school-age population is an indicator of the need 
for education expenses. \ Vhcthcr need is defined by size of eligible 
population or some other factor (such as external threat determin­
ing need for military spending, or traffic congestion, the need for 
road building), one " ·ould expect program spending to rise or fall 
with it. From this perspccti\'e, demographically driven increases in 
Medicare's costs as a share of the economy might seem acceptable. 

Exhibit 2 uses CBO figures to pro\'ide a rough estimate of the 
effect on future Medicare costs from estimated enrollment trends 
alone. Those increases. shown in columns 4 and S, are somewhat less 
than half of the total. Thus. the CBO projected that total spending 
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,rojectfonl Of Long-Term Medicare Spending Ttenda, 1995- 2070 

Earollment SpendlRC SpendlnC Spendlnc If Net 1pendlnC If 
•percent of • • percent percent net only Crew with only crew with 

latlon of GOP of premiums enrollment enrollment 

13.6" 2.6% 2.3%" 2.6%D 2.3% 
14.8 3.7 3 .2 3.0 2.6 

22.0 6.3 5.5 4.4 3 .9 
23.1 7.0 6.2 4.5 4.0 
24.7 7.8 6.8 4.8 4.3 

.....-8udlM Offict, Loog.Term Budgetaty Pl'-cssures and PoHcy Options (Washing10n: CBO, May 1998). Table ..,.Cl)U'IVII. Table 4-5 fo, lhe next i-. 

,_. 8 p,enun Is expected lO grow more quickly than owrall p,oe,am costs, because of both the ma.-. of some 
illit I t., Part 8 ard the eselmates that Patt B w,11 grow more qu,ckly than Patt A. Therefore. premiums es I Share 

, ...., Cllan spendir,c. creating the slowet g,owt/1 of net spendinc (COiumn 3) than of IOtlll spenOinC (COiumn 2~ 
• oolUfflnS 4 and 5 are taken from an optoon or anow,ng spend inc per enrollee 10 grow only 111 4 percent pe, year :.ii.•• • ~ -llblllon approach. The repott <k!scrlbes lh«s as an increase •equal to the aw rage annual rate of c,owt11 
,-cepill· (I>. 57). ~ nd material$ SYpphed to me by the CBO, how_,, ShOW estJmates lo, v,en years 

..._. 01 iower than 4 pe«:enL So the esnmates titre lo, &Mn yeers. such as 2010, w,11 be s.lightl)' doffell!nt 
lfGeS c1omeStiC product (GDP) trend. 

by 5.2 percent of GDP from 1995 to 2070, of which 2.2 
tJ GDP would be caused by an increase in Medicare en­
- rtion of the population. Since SM! premiums would 

the program's costs, the net increase (column 5) if only 
factors were relevant would be 2 percent of GDP. 

lipurdy demographic impact on e,·entual costs could be modi­
clifa by changes in population trends, such as faster or slower 

in monality rates or greater or lesser immigration, or by 
policy choices, such as raising the age of eligibility for the 
The 2 percent of GDP figure, however, can be interpreted 
estimate of the cost increase that must be expected if 

..--'t> resembling the current promise of benefits ( expressed as 
m GDP per capita) is maintained for the currently antici­

p,pulation. 
\Ylacther one believes that such an increase would be necessary 

clrpcnd. however, on what one belie\'es about medical care 
Perhaps the current benefits could be provided more effi­
• so costs per enrollee would not ha\'e to rise as quickly as 

per capita rises. and total costs would not rise as fast as the 
lldcatt share of the population rises. Or. medical innovation 

Increase the volume and intensity of senices in ways that 
increase costs per enrollee faster than per capita GDP. 
numerically and normatively, therefore, the estimated trend 

care costs per enrollee is the most significant factor in 
Medicare budget projections. The CBO shows more cost 

&om increases in costs per enrollee than from demographics . 
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Yet sa,fogs from providing care more efficiently. which would~ 
reduce real benefits, would be easier to justify than measures to 
change eligibility would be. 

~lcdical care costs per capita are especially hard to predict, pre­
cisely because they arc the most easily manipulated factor. The con, 
ventions of budget estimation say that projections should be made 
as if there will be no policy change. Yet that is an absurd assumption 
about Medicare, for which payment rules are changed f rcquently. 

Because altering t-.kdicare·s eligibility rules would be such a ma, 
jor policy step. there is some reason to discuss demographic trends 
as if they cannot be changed. Yet because costs per enrollee are 
subject to policy. and policy is not static, judgments of the trustees· 
or the CBO's assumptions about long-term costs per enrollee as 
pessimistic or optimistic miss the point. The right question is not 
what those costs ··will" be. but what they reasonably "could" be 
without radical programmatic reform. Critics argue that past expe­
rience is worse than the trustees· projections. But if past experience 
were our only guide. policy could never improve. The Medicare 
savings legislated in the 1980s and 1990s could not have happened. 

To get a sense of potential cost control within Medicare, there-
~ fore. we might look at other health care systems. The past four or 
~TES fi ve years in American private insurance markers are one example. A 

much wider array of data, o,·er longer time periods. is available from 
the experience of other countries. 

An International Perspective 
Comparing Medicare cost forecasts with cost trends in other coun• 
tries reveals several issues to consider. 
■ Medicare's peculiar demographic problem. The United 

States is unique in ha\'ing (and so budgeting for) a health insurance 
guarantee only for the elderly and a portion of the disabled. There· 
fore, medical insurance costs for the average American at age sixty· 
four do not show up in the federal budget. \.\'hen he or she turns 
sixty-five, suddenly most of his or her medical insurance cost is in 
Medicare. So the effect of a larger proportion of persons age sixty· 
fi ve and older is to greatly increase Medicare costs. 

If the elderly were in the same plan(s) as everyone else (as is the 
case in other countries). the effect of a person's turning sixty-fi,·c 
would be only the difference between his or her costs at ages sixty· 
four and sixty-five. So, even though the effect of an aging population 
on f uturc health care costs is a concern throughout the industrial­
ized world, other nations face smaller proportional effects on their 
costs than Medicare does on its costs.11 

In fact , aging will increase Medicare's costs far more quickly than 
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will raise total U.S. health care costs. For example, -.vhen the 
~ tion for Economic Cooperation and Development (OECD) 
. uhted the effects of aging on overall health care costs in various 

::Otries, it projected chat aging would raise U.S. health care costs 
a,,o.◄8 percent per year from 2000 to 2020.11 Yet Medicare enroll­
p:nt is expected co grow by more than 2 percent per year in that 
period. so the demographic effect on ~tedicare costs alone \\'ould be 
lour times as strong.11 In Exhibit 2, as the share of the population 
auoIJed in Medicare grows from 13.6 percent in 199S to 22 percent 
ill 2030, that increase also represents lower total health care bur­
dens on private budgets. So a discussion that focuses only on Medi­
cart costs and the federal budget creates an illusion that the nation's 
problem is bigger than it really is. Ironically, if the United States had 
oational health insurance, the effect of an aging population on gov­
ernment spending would seem significantly smaller. 
■ Costs per enrollee. The peculiarities of Medicare eligibility, 

however, should have little effect on the change in medical costs per 
enrollee. That change depends on policy choices or other behavior 
chat alters the price and/or quantity of ser.ices. When spending per 
Medicare enrollee grows at the same rate as per capita GDP, Medi-
care costs as a share of GDP wiU grow at the same rate as enrollment MEDICARE & 

as a share of the population. If per enrollee spending gro\\'s more or PUBLIC POLICY 

Jess quickly, so will Medicare's share of GDP. 
Exhibit 3 provides rates of growth of total health care spending 

per capita, calculated from the OECD's 1997 health database. Most 
countries allowed health care costs to grow substantially befo re 
cracking down in the late 1970s and earlr 1980s; also, some of the 
OECD data after 1994 arc estimated. To measure potential cost 
control, therefore, I chose the ten-year period 1984- 1994. I also com­
pare the United States only to countries that were at high b ·els of 
economic development throughout the period. Also, Exhibit 3 uses 
Gennan data from 1980-1990, instead of 1984- 1994, because reunifi ­
cation of Germany greatly reduced GDP per capita and dislocated 
the system of health care finance. Trends in personal health care 
spending per capita might differ from those for total healch ca re 
spending, but the OECD's data on the former are less thorough. To 
the extent that a comparison of ten-year periods was possible. how­
ever, it yielded much the same results.•• 

The second column of Exhibit 3 sho\\'s the annual rate of growth 
of per capita health care spending on top of the effect of annual 
gro\\th in per capita GDP. The international norm is 1.15 percent, 
and if the United States were excluded it would be 1.02 percent. The 
column also shows that national rates of growth have varied greatly, 
with Sweden actually reducing costs per capita. 
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EXHIBIT 3 
Trends In Total Health Care Spendln& Per Capita, Sixteen Countries, 1984- 1994 

Australia 
Belgium 
Canada 
Denmark 

France 

German/ 
Italy 
Japan 

Luxembourg 
Nother1a nds 
New Zealand 
Norway 

Sweden 
Swluer1and 
United Kingdom 
United States 

Growth In annual •~•ndlnC per capita 

In reel local currency 

2.60% 
2.81 
2.87 
2.03 

2.84 
2.08 
3.90 
3.24 

5.61 
3.00 
2.83 
4.13 

-1.37 
2.95 
3.58 
4.78 

Relattve to per capita GDP 

1.04% 
1.02 
1.73 
0.33 

1.35 
0.18 
1.95 
0 .47 

0 .72 
0 .93 
2.20 
1.78 

-2.01 
2.10 
1.54 
3.13 

Average, all countries 
Average. all eM:ept US. 

1.15 
1.02 

SOURCES: O<pnization fo, Economic: Cooperat,on and ~IOl)ment. OECO Heatth Data, 1997 (Par15; 0€CO, 1997); and 
authOt's calcul&toons. 
NOTE: GOP is &ross clotnMtic p,oduct. 
I 1980- 1990. 

How does this international experience compare to the CBO's 
and trustees· forecasts for Medicare costs? Exhibit 4 provides fig­
ures based on the C BO's projections. These are a bit more pessimis­
tic than HCFA's, as we have seen. Since some people participate in 
HI but not SMI. there also is no simple definition of "Medicare 
enrollee." Following the CBO's conventions. I have divided total 
spending by the number of HI enrollees.') Even with these problems. 
however, Exhibit 4 enables some interesting comparisons. 

First, note that the CBO was fo recasting significantly faster 
growth per enrollee than the international pattern through 2015. In 
fact. it was forecasting more rapid growth per Medicare enrollee 
from 2000 through 2015 than in the previous fifteen years. Then the 
CBO's growth projection slows. running about two-thirds of a per­
cent above GDP per capita through 2035 before trending toward 
zero. If Medicare's costs per enrollee grew onl)' one percentage point 
faster than per capita GDP through 2015 (so similar to the non-U.S. 
figure of l.02 percent in Exhibit 3), Medicare costs in that year 
would be 14 percent lower than the CBO's forecast. The budgetary 
benefits of such savings would be greater than the Medicare savings 
alone, because lower spending reduces federal debt and interest 
costs. Hence, either from an international perspective or based on 
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EXHIBIT 4 
Annual Increases In Medicare Spending Per Enrollee, 1975- 2070 

Medicare 1pendln1 Medicare over 
per enroll" ODP per capita GDP trend 

1975-1980 14.84% 10.27% 4.14% 
1980-1985 12.05 7.39 4.34 
1985-1990 7.02 5.49 1.45 
1990-1995 5.06 3.75 1.26 1995-2000 4.54 3.97 0.55 
2000-2005 6.55 3.89 2.56 2005-2010 6.04 3.97 1.99 
2010-2015 5.47 3.97 1.44 
2015-2020 4.65 3,88 0.74 --
2020-2025 4.38 3.83 0.53 2025-2030 4.63 3.94 0.66 2030-2035 4.77 4.05 0.69 2035-2040 4.59 4.10 0.47 
2040-2045 4.28 4.08 0.19 2045- 2050 3.95 4.04 -0.09 2050- 2055 3.92 4.00 -0.08 
2055-2060 4.10 4.00 0.10 2060-2065 4.34 4.01 0.32 2065-2070 4.35 4.01 0.32 --
SOURCE: Bacl<a,oono Sc><9adSheet 5upplied by the Cona,ess,onal B~t Off,ce, Ju,,. 1998. al'd auUlor's c.alculation5. 
NOTES: GOP is c,oss aom.i.tic P<oduc:t. Percentai:es are annual ,ncre_ per caplui l rom r,.. )11,trs before. 

Medicare's own expe rience, seeking to improve on the CBO's 
medium-term projection seems plausible enough. 

In the long run, if Medicare only matched the international trend, 
then by 2045 costs would be equal to the CBO's baseline and higher 
thereafter. Over the long run, neither Medicare nor U.S. private 
health insurance costs have grown as slowly per capita as che inter­
national average. Yet the implications of that fact for future policr 
arc nor straightforward. Although obstacles ro cost control are 
likely to remain, Americans. having driven costs to unmatched le\'• 
els, may face lc!.s risk to qualit}' of care from restraining C0:,ts more 
severely than do countries that already spend less. Sweden's excep­
tional cost-control performance, for instance, might be rdated to 
the fact that it trailed only the United States in health care spending 
as a share of GDP beforehand. 

Medicare's Internal Demographics 

The most significant comparison generated by Exhibit 4, however, 
is between its numbers and the CBO's stated assumption that Mthe 
increase in spending as a percentage of GDP that is expected to 
occur after 2020 accounts for growth only in the number of \lcdi ­
carc beneficiaries as a share of the popubtion.~16 So whr does Ex-
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hi bit 4 show spending per enrollee increasing more quickly thal\' 
capita GDP? The main reason is how the CBO (and HCFA) a1 
for demographic change within Medicare.17 

Both agencies apply assumptions about annual growth of s1 
ing per enrollee separately to each age and sex combination. : 
CBO. for example, projects that between 2030 and 2031 spending 
seventy-year-old women will grow by the increase in average ho1 
earnings that year. The change in average Medicare spending 
enrollee, however, will also depend on the age mix of enrollees. If 
average age of enrollees increases then, since expenses tend to 
higher for older than for younger enrollees, average costs will gro· 
more quickly than average hourly earnings. 

Yet this assumption about internal demographic effects, whicli' 
underlies the pattern in Exhibit 4, is flawed.11 The major reason old, 
persons tend to cost more than younger ones is that persons who 
dying cost more than those who are not. If the life expectancy , 
Medicare beneficiaries increases, then the average eighty-fi ve-year.­
old will cost less in the future than he or she did in the past (other· 
things being equal). because that person will be less likely to die 
that year. Having more persons age eighty-five relative to those age 
seventy-five in 2030 than in 1998 should not increase costs in line 
with the current observed extra costs, because persons of either age 
must be healthier in 2030 if death rates are assumed to have fallen. 

Analyzing a longitudinal file of Medicare enrollees from 1974 to 
1990,James Lubitz and his colleagues found that enrollees who lived 
longer had lower average costs per year, for two reasons: First, the 
high expenses in their death year were averaged over more years, 
and second, ~the costs of medical care treatment near death decrease 
with increasing age of death." They therefore projected that in­
creased longevity while a person is enrolled in Medicare should have 
only a small effect on total Medicare costs in the future.19 These data 
precede the explosion of home health benefits, but those remain a 
small part of tvtedicare·s total, are being subjected to stricter control 
after 1997, and seem unlikely to change the basic point of their work. 

Evidence from other countries makes the same point. Peter 
Zweifel and colleagues, analyzing cohort data for Switzerland from 
the period 1983- 1992, found that health spending "depends on re­
maining lifetime but not on calendar age, at least beyond age 65 .... 
The positfre relationship between age and [spending] observed in 
cross-sectional data may thus be caused by the simple fact that at 
age 80, e.g .. there are many more individuals living in their last two 
years than at age 65.":xi An OECD cross-national econometric analy­
sis found no effect on spending from the proportion of the popula­
tion age seventy-fi ve and older.11 Another projected much different 
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-There are reasons for skepticism about cost-control measures 
that are supposed to operate far into the future." 

······ ·· ···· ········ ·· ··· ···· ·· ··· ·· ··· ··· ···· ···· ······ ··· ··· ······· ····· ·· · ···· ···· · ·· ··· · ···· ··· ·· · ····· ... 
effects on costs if one assumes that the main demographic effects are 
aging. per se, or death rates. n 

On balance, then, aging within Medicare should not increase per 
capita spending per enrollee to the extent that the standard long­
term estimates assume. Greater longevity will raise Medicare spend­
ing by increasing enrollment and will affect Medicare spending 
much more than that of any national health care system (including 
U.S. totals). But a modest bias toward overestimation in the current 
projections' treatment of Medicare's internal demographics is an­
other reason why spending that is lower than the projections could 
be possible without drastic reforms. 

Estimating •solutions' 
I have argued that estimates should focus on plausible goals for 
Medicare cost control, not on what spending ··will~ be. Even if that 
were accepted, there would be debates about ways to achieve those 
goals. Unfortunately, estimates of long-term solutions have the 
same flaws that other long-term estimates have-and more. 
■ Dangers of very long term estimates. Virtually random dif­

ferences in assumptions can compound into huge differences in ef­
fects. Consider the CBO's estimate of the effects of replacing Medi­
care with a federal contribution with which persons would buy 
insurance. Persons would pay the difference between the cost of 
insurance and the federal contribution, and the latter would grow 
by 4 percent a }'Car after the year 2000. If premiums grew at the same 
rate as the contribution. the CBO estimates, then total spending for 
the tvkdicare package in 2070 would be lower by 3 percent of GDP 
( 4.8 percent compared with the forecasted 7.8 percent). Enrollees 
also would be paying significantly less than if there were no Medi­
care reform at all.21 Yet if costs per enrollee instead rose by 4.7 
percent per year, the total cost of the program in 2070 would be the 
same as under current law, and all of the government's savings 
would be at the expense of beneficiaries, who would be paying 
premiums equal to 3.5 percent of GDP and 44 percent of total Medi­
care costs.=• 

Making policy based on assumptions that we know something as 
unpredictable as the annual change in health insurance costs to 
within 0.7 percentage points is dubious enough. Yet there are fur­
ther reasons for skepticism about cost-control measures that are 
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supposed to operate far into the future. 
An idealist might point out that medical care is a dynamic field, 

we cannot predict the capabilities that wiU be offered, so we cannot 
predict the choices that people might want to make. Innovations 
could be so \'aJuablc that most people would consider them worth 
paying for.:?1 Imagining that we could decide now how citizens 
thirty rears later will value health care for the elderly or anyone else 
is both fanciful and arrogant. 

A C)'nic might remind us that health care provides the incomes of 
a large number of very smart people. Gi\'e them a decade or two or 
three, and they are vcr)' likely to invent either ways around or ways 
to create great public dissatisfaction with any set of cost-control 
methods. It is no more reasonable to imagine that one can know how 
to control medical care costs in 2030 than it is to imagine that one 
can decide on a military force structure for that far in the future. In 
both cases, we cannot anticipate all threats, and any potential 
threat, by adapting to our strategy. may make it fail . 

None of these objections applies to measures that reduce costs in 
socially acceptable ways in the short run, so if you lower the baseline 
on which future increases will compound, you may reduce long­
term cost pressures. Yet sensible short-term measures are not the 
demand of the current Medicare debate. 
■ Blas In selection of solutions. The most serious problem 

with long-term estimates of solutions is that thC)' are biased against 
concrete controls of the trend of costs per enrollee. The bias has 
nothing to do with any estimator's preferences but is inherent to the 
estimating process. Any concrete set of measures to reduce spending 
per enrollee must be very detailed and address specific spending 
categories-as for pre\'ious ~[edicare sa,ings legislation. Yet the 
CBO and HCFA only estimate baselines in detail for ten years, so 
they simpl}' cannot project savings from detailed reforms over longer 
periods. If ther did, they would not be belic\'cd: Who. for instance, 
would take seriously projections of prospecth·c payment system 
(PPS) hospital update factors through 2070? So the Cl3O's 1998 
long-term analysis could not and docs not project the options, such 
as reductions in payment rates for individual scr\'ices and forms of 
budgeting and block payments, that have been the main sources of 
past sa,ings in\ lcdicarc and in other countries.26 

It is much more plausible to project budgetary sa\'ings from 
changes in eligibility or from charging higher premiums to~ lcdicare 
enrollees. Both of these strategies offer relatively large, relatively 
simple sa\'ings compared with specific controls on specific costs, 
and the)' were two of the three options that the CBO estimated in 
1998. The third. as explained above, was to shift Medicare to a 
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ThcOli<,'lllil\-dmg~ut what palicics defined-contribution 
plans~· :o_,, :_; ~01r:ol costs.=1 From a budget analysis pcr­
spectil~ c::::.; ::n: ~,U:" yoblcm: The f cdcral fisc is protected once 
Con~ .-r-,.:R:- ?: CO\mbution. The CBO also offered no basis 
for its ::nc:::. -c 1 ~ :ontriburion that would increase by 4 
pcrccn: :--=,:: .:o= :h.n that figure's being the long-term trend 
of GDP ::r-.=n::. 

Inasnu= .s ~ ... "JC'~ 1-Q.'TI "long-run projection for growth in 
[privar.c~ ·, -. · "1!: ►,t-.l)ut l percent abo\'C GOP growth," one 
might v.--.:n--=- ~~ ::i:: CfrJ JSSumed that Medicare \\'Ould do bet­
tcr.111 lb!::- -= , _. -'--·":JJ'.l.. .mswers. First , the CBO did not quite 
assum~ :::=- 1~ ' O".!C :lo better. Instead, it offered an option 
and a de:-.:::::..-= - \ ~r ,,r.,Jld happen if things worked out (pre­
miums =----~ ~=::r= -:·.e contribution) and what would hap­
pen if tr:~'"' _ -. ...: "-:n , '·'~t so \\'CII (a large transfer of costs to 
cnroUc~ - ~ - , · .=.: :r.r :ommit itself on Medicare costs, but 
only on :::.r:.::... ~ ::J::Li::,.. which b}' the nature of a defined­
contribu::i.,: =--~ ~ -:..re- If legislation says that the federal 
paymem v.·L..=:"' ~ .=.:n:::•· .t percent per year. that is the law. MEDICARE• 

Secon.:. ~ ::::,_,· :.--.u.. 1r.c use its estimate of private-sector PUBLIC POLICY 

trends, b!::x. ... : ·-:::: ::L~ :hat \\'Ould )'icld savings for a few 
decades. :i: , ,-_ ---: -..:.: -,.1":.gs through 2070. If the CBO had not 
picked a :i._,w::--:-.=.-_.. ~ .1. 1uld ha\'e been only two options. So 
the CBO ?L~- -::.:- -...=:r:= l.,d explained the risks. more or less. 
Yet the dt-:::i_ -- ~-...:,- :~•ion still looked like the \\'inner in a 
comparar:- ·~ :..::-~ · - ...:::.:: ,.•. :igs. in a repart whose main subject 
was budf:: _:-=-

Ad\'Cx::.::!• - . -.--.: ---~-:n mar. of course, argue that there 
should be X:"-~· .:- .:: c:c:il. restructured, risk-adjusted, and 
other\\'ist :-:.1:-=-:::. • -=-..._ n~:kct than in the ~imperfect" private 
in'iurance :::..- ...:: =- .:.:.:· :. ,::.iy. Perhaps. but these arguments 
cannot be ::.:i-_ · - -_-..: i,.:i experience, the stuff of budget 
e'itimates .... -:.. = ·..: · -: -:;t :1 the CBO would estimate more 
concrete c,,: -=· : -::-::: -..:mbcrs nor C\'idcnce were needed 
to make bu..:~.:_-:---- • ..: ,;;itrariJr defined contribution. 

Polley Cho~ ~ ~t Estimates 

Although t:..:• .'.►·.i." :..: -=:--::..•.1~d \\'Caknesses in the \\'ays that 
long-term C,'"- _:-~ :: --_;r s used in ~ lcdicarc debate, such 
estimates ~\" .... :.!- -: ::;.:..=-..;;-: do good. \ Ve should remember, 
fo r example. c:-.:: ..:_.;:..;::::. ~1...m-term estimate of demographic 
pressures or. :~ ::.-- --:. :r.v :diablc and docs inform us about 
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"Serial incrementalism not only may be the best way to make 
policy but can add up in the long run to substantial savings." 
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substantial cost pressures. There is a case for paying those bills. but 
there also are good arguments th:it, facing those demographics, we 
should be especially concerned. now, about making Medicare as 
efficient per enrollee as it can be and still provide decent care. Unfor­
tunately. the useful role of long-term estimates as a force for con­
tinuous short- and medium-term cost-control efforts is being over­
whelmed b}' their use to justify claims that radical change is both 
necessary and inevitable. 

Forecasting anything for se,·enty or seventy-five years is pre­
sumptuous on its face: Which of our current policy choices could 
plausibly have been predicted in 1923? It seems particularly ques­
tionable to presume to know what level of future medical care 
spending would be appropriate. and so to threaten benefits soon to 
lower spending much later. If society believes that health care for 
the elderly is desirable and works best through government, then 
the demographic portion of projected Medicare cost increases might 
not seem to be a problem at all. Even larger costs per enrollee. which 
means consuming a larger share of the average lifetime income for 
medical care after age sixty-four. to live longer and more ably and 
with less pain, might seem like a good thing. The current budget 
focus hides such value choices behind budget logic. under which any 
extra spending is inherently a -problem," because more on the ex­
pense side of a ledger is alwars bad. 

The argument over baselines ,,;thin the Commission on the Fu­
ture of Medicare is unnecessary. The assumption that there will be 
no further cost-control legislation is unrealistic. and the CBO's and 
HCFA's long-term figures are already Mbad" enough to do good in the 
short run; there is no need for a more frightening basel ine. The use of 
long-term numbers to assess ·solutions." moreover. leads to unjusti­
fied analytic radicalism. We are forced to dismiss the measures that 
have been used most often to gain savings both in the United States 
and elsewhere. 

In the real world of changing conditions. challenges. and tactics 
to drive up costs, serial incrementalism-cutting costs a bit through 
measures one year. then a bit with different measures five years later. 
and so on-not only may be the best way to make polky but can add 
up in the long run to substantial savings. Along the way. we might 
experiment with defined-contribution approaches, looking for 
ways to reduce their risks. But in the imaginary world of seventy-
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a,~year budget "fixes," only measures that promise (rightly or 
wrongly) to eliminate the long-term .. problem" in one fell swoop 
~ 't the st:mdard for policy success. The CBO, following that logic, 
6.nds itself recommending that Congress .. initiate fundamental re­
sttUCturing of Medicare" as soon as possible, because that is the only 
opcton that can offer (whether or not it provides) scoreablc sa\'ings 
through 2070. JO 

Such an approach, however, looks necessary only through the 
peculiar blinders of a focus on budget costs farther ahead than any­
one should pretend to be able to see. Making long-term estimates of 
Medicare spending can help to illuminate the program's conditions 
and prospects. But excessive current use of long-term forecasts 
abuses what should be a modestly useful analytic and rhetorical 
tool. It is fantasy-without a happy ending. 

········· ······· ··· ···· ··· ······· ··· ··· ··············· ······· ···· ··· ····· ·· ·· ········ ····· ··· ·· ··· · 
The author tha11ks the Cc11111ry Foundatio11 for ge11ao11s a11d collegial support of 
this work and of the book on Medicare a11d Social Sccuriry to which ii is rclaccd. 
Two anonymous reviewers provided useful commrncs. He also gratcfitlly acknow­
ledges chc assista11ce of manyCBO and HCFA staff, some of whom s11rclywo11ld not 
want co have chcir names associated wich a11y of chc opinions expressed here, and 
none of whom will. No11c of these organjzacions or individuals associaccd chcrnvith MEDICARE a 
bears any blame for any fai lings of this worli, arid all deserve credit for irs mc,its. PUBLIC POLICY 

NOTES 
I. M.A. Carey. ·failure Is Not an Option for This Commission: Congressional 

~iwrrcrly \Veckly Reporr (14 March 1998): 669-670: and A. Simcndinger. ·An­
other Problem. Another Commission: National Journal (13 December 1997): 
2514- 2515. 

2. R. Pear. "Panel Finds Medicare Costs Are Underestimated by US.: New York 
Times. 3 June 1998. A23. 

3. Board of Trustees. Federal Hospital Insurance Trust Fund.1998 Annual Report of 
the Board of Truscm of the Federal Hospital lns11rancc Trust Fund (Washington: U.S. 
Government Printing Office. April 1998); and Board of Trustees. Federal Sup­
plementary Medical Insurance Trust Fund. 1998 Annual Report of the &x1rd vf 
Tnwmof the FcderalS11pplcmcntaryMcdical Insurance Trnst Fund (Washington: U.S. 
GPO. April 1998). Since the two boards of trustees arc identical. I refer to them 
hereafter as the t-. ledicare trustees. 

4. Congressional Budget Office, The Economic and Budget Omlook: Fiscal Years 
1999-2008 (Washington: CBO. January 1998): and CBO. Long-Term Budgetary 
Prcssurcsand PolicyOptio11s (Washington: CBO. ~1:ty 1998). 

S. Estimates for trust funds financed by payroU tax also may use taxable payroU: 
since SM I is paid largely from general revenues, however. GDP is a better base 
for Medicare as a whole. 

6. Compare the 1997 Cigurc from Exhibit Ill.Bl of Board of Trustees of the Federal 
Hospital Insurance Trust Fund.1997 Annual Report of the Board of Truscm of chc 
Federal Hospital Insurance Trnsc Fund (April 1997). 70. to the same figu re in the 
same table of the 1998 report, page 78. 

7. Both the economics and demographics arc taken from the "intcrmcdi:ite" sce­
nario for Social Security's financial condition. The CBO and the 1' tcdicare 
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trustees end up using only "\,rru.>.IJy· identk.'4 dj!tHI 
their 1998 reports because HCFA. report In~ lll!IJ _fl 
mumprions, while the CBO used the 1997 ftgllltl ~ 
a,y Prmurrs. 3. 

8. The rclc,·ant factors were the CBO's use nf 1111 
factor £or both programs (namely. a\'cragt· hm11 Ir "~f JIii 
way thc CBO :1ttempted to mmh HCFA glvt/111/llli ~, 
the fort thJt thc CBOwas nurchmg to t he 1r1111IH·• ' 
gro"1h rates instead of the t99Sestinutc,,1111I " •,~,r•11 

the CBO's and HCFA's projected glp bctwnlf I I\ ~ 
earnings and per capita GDP. :-:one l,f tl1l 11 111111 \II 
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9. The purely economic 3SJX'Ct of thc d1lkrcm r I•• 11\ 't' n I" 
long term pro,cctions may be two <'r tl111, h ill 1: ~ 
Higher reaJ wage growth aJso would impn111 1111 f"t ~ 
(sec 1998 AMual Rcporr of the Board ofTrv.S1« 11•f 1l1t Ill 1 . 
Fw,d 69) But what matters for hc.>.lth c.1n·, ,,~I• '" l\ • 

. f(R 
pie. 1s not the inflarion nte but the diffm·1111 111 1~~1'1 
and general mflauon- that 1s. the pecul1.11 I\ 111'' 

1 effect 0 £ differences m the CBO Jnd SSA C\'11111111111 ,A~\ hf 
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,bing to 92.2 percent 1n .2025, st:t)'ing between 92 2 percent and 9.2.5 percent 
di,t,Ugh .2065. and then f.1 llrng to 9U percent tn .2070. So the CBO's esttmare 
comp;iring prOJCCted total costs with 111 enrollment should slightly under­
sure rhe undcrl)ing grO\\lh rn medical costs per capita through 2020 and 
dighdy O\'Cr'>talc II from .20.20 to 2025. Thc<,e differences do not threaten the 
c:ooclusion that the CBO and HCFA arc projectinggro,,,h alx)\'e the inrcma­
d()nal norm through .2015 and not so far below it through 2035. 
CBO. L.ong-Tmn Budg<ta,y Prcu11rn. 50. 

: The: CBO's use of houri)' earnings rather than per capita GDP as the gro,,1h 
bctOf cannot explain I he difference. From 2030 to 2035. for instance. the CBO 
is assuming that a,crJgc hourly cJrnrngs grow by 4.08 percent per rear and 
GDP per capita at 4 05 percent. Rut its e,timatcd annual increase in ~ lcd1carc 
sptndrng per enrollee .1bo,·e GDP per c.1p11:i 1s O 69 percent. 

IB. Demographic assumptions also explain why. after about 2040, the cxh1b1t 
shows al'eragc '>pending growth declining At that point, the large babr·b.."Om 
gcnemion dies off. and -.ome l'cry old bcndiciaries arc being rcplJccd b)' 
)"Oungcr ones ll)' .2060 the baby boom bulge is gone. and the exhibit proJ('cts 
a small. stcadr lncrcac;c in the a,·cragc age of :,.tcdicarc beneficiaries simply 
because of incrca.sed life c.\;pectanc)' 

19 J lubit.:.J lkcbc. and C. R.1kcr. "longel'ity and ~lcd1care Expenditures: X<w 
Engla11d ]011r11al of .\kd1(111C (13 April 1995): 1001. Sec also ~f. Gornick. A. 
l\ lc~llllan. and J Lu bit.:. "A longin1dinal Perspecth·c on Patterns of l\led1c.irc 
P.t)'mcnts." lfrnlth Affar,s {Summer 1993): 140-150. Nursing home coses that 
r-.t cd1c:1rc docs not CO\ cr m:i)' rise \\'Ith longc,·ity, but that is not rcb·am to 
Medicare cost cs11m:1rcs 

10. p Zweifel. S Felder. and :,.1 ~Icier. "Agerng of Population and Health C.irc 
Expenditure A Red Herring>" (Paper prcc;cnrcd 10 International Conference 
on Ageing and Old Agr Econometrics. L'nil'cr, 1ty of Athens. 18- 19 ~ b y 19~5). 

21 OECD. Working PJrt)' :--lo I of the Economic Polic>· Committee. "Fact,1rs 
Affecting Health Spending· A Cross Country Econonmric Anal)•s1s· (L'npub­
lished p:tpcr. OECD. Paris . .29 September 1994 ). 31 

22 OECD.Ag<mg1110ECD C01111tn<s, 57-59. 
23 The relevant figures :trc 1n columns 4 and 5 of Fxh1bit .2, which \how thJt 

enrollees· premiums as a !>hare of GDP (the difference between ·nee· and 
·gross· spending) would be O 5 percent of GDP in .2070. a~ opposed 10 0 3 
percent of GDP in 1995. :ind IO percent in .2070 if there were no reform. 

24 Auchor·scalcul.11ioM fmm Exhibit 4-5of CRO. Lo,~ Tmn8udgcta1)'P1m tir<s. 5$ 
25 Sec D Curler. ~I. ~lcCleUJn. and J Nrn·housc. "The Costs and Bcncfus of 

lntensi,·c Tn:atmcnt for C 1rd10\'a5eufar Dbcasc· (Paper dclil'crcd :11 Amcrrcan 
Entcrpri'>c lns111ute, Brookings lns11ru1ron conference. "Mca~urlng the Pn,c~ 
of :-.tcdical Trcatmcm,: \\'a, hrngton. I) C., 1.2 December 1997). 

26 The CBO bricO)' d1~ usscs ~uch method., in t ong Tenn B11dg<taiy P1 m 111n. 55 
the merits of that discussion arc nor my ,uhjcct here. For analysis of intcrnJ 
nonal cost ·control experience. sec J \ Vhitc, Competing So/1111011s: Am<n<011 H<c1lr>, 
Carr Prnp.,sals ai,d lntmw1uw 1I hpcn<ncr (\Va!.hington: Rrookmgs lnsurur1on. 
1995). 

27. This did not stop the CRO from crirrci::mg the l\lcdicarc tnmccs for not 
explaining what "policies designed to achicl'c that result" would reduce 
gro,,1h in costs per capita to the post• 2020 forec:tSt. CBO, l.ong• T<rm Budg<ra0 
Prcuur<s. \i"\'.. 

28 CBO. The Eco11omic and B11dgcc Ow look· FiS<al Y(ars 1999-1008. 146. 
29 CBO. l.ong Tern, B11dgcta1y Prmum. 51- 52. 57- 61. especial!)' figures 4 I and 4 1. 
30. Ibid .. 52. 
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FINANCING 

RETIREMENT 

Three Streams, One 
River: A Coordinated 
Approach To Financing 
Retirement 
The strengths of Medicare, Social Security, and pensions can be 
joined to ensure a better retirement for tomorrow's elders. 

by Lynn Ethu,dg, 

ABSTRACT: A national retirement policy that coordinates Medicare, Social Se­
curity, and private pension reforms could make substantial progress in dealing 

with problems related to the baby-boom generation's retirement. Such a policy 
should include (1) better-designed work incentives for older persons-for exam­

ple, a $10,000 · retirement bonus· option, paid by Social Security and Medi­

care, for each year of delayed retirement; (2) allowing workers without employer­

sponsored pensions to use Social Security's payroll contribution system to 
invest in pension accounts; (3) expansion of private long-term care insurance by 
allowing pension-plan assets to be used for paying premiums; and (4) placing a 
higher priority on financing for basic Medicare and Social Security benefits than 

on taxpayer-financed subsidies of far more generous pension benefits. 

O
V ER THE PAST s1xTY YEARS national retirement policy has 
relied on three major tools: Social Security, Medicare, and 
pensions. In 1998 more than $400 billion of federal revenues 

will go to the Social Security trust funds and more than $200 billion 
to the Medicare trust funds-the two basic retirement programs 
that cover almost every American. Net federal tax breaks of $74 
billion will go for pension plans that supplement Social Security and 
~lcdicare for about half of the workforce. \Vhen the baby-boom 
generation is fully retired. more than seventy mi!Jion persons will 
depend on Social Security. ~ledicare, and pensions for their stand­
ard of living. health benefits, and economic security, for an average of 
about twenty years (more than forty years for some). Although these 
elements of national retirement policy are all primarily financed by 

Lynn E1hcrcdgc is an indcpcndcn1 cons11l1ant in hcal1h care and s«ial welfare policy in 
\\'ashington, D.C. He formerly headed 1he professional health staff for the president's Office 
of~fanagcmcnt and Budgc1. 
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emplorer and employee payroll contributions. each has evolved in­
dependently. 

Congress and President Bill Clinton have begun to redesign na-
tional policies and programs to prepare for the baby-boom genera-
tion's retirement. They legislated the most far-reaching reforms of 
Meclicare since its enactment in 1965; a National Bipartisan Com-
mission on the Future of Medicare is studying even more changes. 
The debate started by the Advisory Council on Social Security's 1997 
report may lead to that program's greatest changes since its 1935 
enacrment. Recent developments show an openness to new ideas 
about expanded consumer choice and flexibility in benefit options 
such as allowing retirees options to choose among traditional Medi-
care and private health plan benefits, or to recei\'e higher cash in-
comes and reduced benefits (via Medicare•Choice and Medicare 
medical savings accounts); investing some part of Social Security 
taxes in private pension accounts (two proposals by the Advisory 
Council on Social Security); allowing individuals to choose to pay 
taxes on individual retirement account {IRA) contributions when 
they are made so that benefits will be tax-free during retirement 
(Roth IRA); and expanding retirement needs that can qualify for 
tax-farnred savings (exclusion of employer-paid premiums for MEDICARE 
qualifying long-term care insurance). PROPOSALS 

These new measures signal the beginning of the long-overdue 
process of revamping Medicare, Social Security, and pension policy 
so that they can be a viable national retirement system for the baby 
boomers. However, four major problem areas remain. 
■ Work versus retirement. Government policies have encour­

aged a trend toward earlier retirement and have discouraged older 
workers from continuing substantial work. As a result, 59 percent of 
workers retire at age sixty-two (or earlier). and 95 percent of work­
ers are now retired by age sixty-six.1 Life expectancy has been stead­
ily increasing, so that persons now turning sixty-five can anticipate 
a retirement period, on average. of at least another fifteen to twenty 
years. Bur analysts arc beginning to question the sense of encourag­
ing more than seventy-five million (mostly healthy) baby boomers 
to lea\'e the workforce early-lowering the gross domestic product 
(GDP) and government revenues, as well as their own earnings and 
financial resources. Retirement ages are rising for full Social Security 
benefits (so far, with little effect). However, amid these changes, a 
comprehensive review of early retirement and work incentives in 
Social Security, Medicare, and pension policies is overdue. Social 
Security and Medicare- paid benefits still contain incentives against 
substantial work efforts on the part of older Americans. 
■ Pension coverage and savings. The national personal sav-
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ings rate has continued to decline and is now at its lowest rate •' 
nearly forty years. onl)' 3.8 percent in 1997.2 One of the ke)' contrib1 
ing factors has been that gro\\th of employer-sponsored pensii 
has stalled out, leaving more than half of the workforce (more t 
sixty million workers) without current pension coverage. 1 Thi 
persons lack the automatic pa)TOU withholding and tax ad,·antag4 

(and the employer matching contributions) that encourage sa · 
among workers ,,ith employer-sponsored pension benefits. Many 
will receive little or nothing in pension benefits and will be mostly 
dependent on what the federal government decides to spend for 
Social Security and ?-.kdicare benefits, supplemented by other sav­
ings or part-time earnings. As \"ictor Fuchs points out elsewhere in 
this volume. rising health costs not co,·ered by Medicare will likely 
erode the living standards of many older persons.' \Vith brge fiscal 
problems looming o,·er both ~ledicare and Social Security. more 
private savings (particularly tax-boosted savings. such as pensions) 
are important for financing health care needs, higher living stand­
ards, and financial security. 
■ Benefits. O\'erall, ~ lcdicare CO\'ers less than half of the eld­

erly·s health expenses. and most persons patch together ~,ledicare 
FINANCING with supplementary (Medigap) plans. An improved health insur-
RETIREMENT ance benefit menu. including roilo\'er financing options from pen­

sion plans for supplcment:u benefits, could offer additional CO\'er­
age. savings. portabil ity. better financing. and more choices. 
Insurance underwriting practices and tax policies now limit market 
functioning and some types of benefit exchanges. It is particularly 
important to foster rapid growth of long-term care co,·erage-the 
largest gap in insurance protection for most retirees. 
■ Financing. Social Security and Medicare's Hospital Insurance 

(HI) trust fund (Part A) are both inadequately funded to provide 
benefits through the baby boomers' retirement. Increased re,·enues 
,vill be needed for }. ledicare; a constant 1.45 percent (emplorer/em­
ployee) tax rate can hardly be c;.:pected to finance co,·erage for 
doubling the number of enrollees. The financial difficulties for Social 
Security and Medicare-intended to be a near-universal floor for all 
citizens-raise questions about the taxpayer-pajd subsidies for pri­
vate pensions, particularly about subsidies that far exceed Social 
Security benefits. If there \\i ll be inadequate taxpayer financing for 
basic Medicare and Social Security benefits, perhaps economies 
should come from pension subsidies. 

In this paper I present several ideas for how a new policr frame­
work that f catures better coordination of Medicare. Social Security, 
and pension policies could produce needed progress on the in­
tractable ret irement policy issues described above. 
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work Versus Retirement 
the ruks government makes about the eligibility agc(s) for Medi-
Al't, Sncial Security, and pension benefits, and how work affects 

'hcsc bl:nefits, are critical issues for present and future retirees. f odtl)' these rules arc inconsistent and often penalize persons who 
work longer and more than statutorily designated retirement ages 
and earnings limits. Given the increasing span of retirement, rising 
medical care costs, and uncertain financing for Social Security and 
Medicare benefits, many persons would be better off if these incen­
tives \\'ere changed and they planned to "semi-retire"- work part 
time for several years before full retirement. Government tax reve­
nues would rise with the greater earnings that would result. 
■ Ellglblllty. Medicare eligibility begins at age sixty-five. Retir­

ees cannot start Medicare at an earlier age, e\'en with reduced bene­
fits or higher premiums, and affordable pri\'ate insurance of ten is 
not available for early retirees with health problems. Persons who 
defer starting Medicare until after age sixty-five do not receive 
higher benefits (or lower premiums) later. For Social Sccurit)', per­
sons can receive full earned benefits starting at age sixty-five (as of 
2022, age sixty-sc\'en). They also can elect to receive actuarially 
reduced benefits starting as early age as sixty-two. Persons who 
delay Social Security until after "normal" retirement age (sixty-five 
to sixty-seven) qualify for "deferred retirement credits" that will 
similarly enhance later monthly benefit checks. For an annual bene­
fit of $9,000, a one-year delay in the start of these benefits would be 
paid out as a rise of about $60 per month in initial benefits for the 
retiree's lifetime. There are now no options for "lump-sum" payment 
of the $9,000 benefit. 

Pension plans-including tax-advantaged retirement plans such 
as 40J(k)s, Keoghs, Simplified Employee Pensions (SEPs), and 
IRAs-off er more flexibility than Medicare or Social Security do. 
For example, 40l(k) plans, the rapidly gro\\'ing employee-directed 
retirement plans, allow persons to take lump-sum withdra\\'als as 
early as age fifty-nine and a half (or annuities at an earlier age) 
without penalty and to def er starting withdrawals until age se,·enty 
and a half. For defined-contribution plans, such as 40l(k) plans, a 
person is entitled to the full value of the account, whene\'er it is 
withdrawn.5 

■ Work Incentives. Medicare, Social Security, and pensions also 
differ in their incentives for recipients to work. Social Security bene­
fits, for a primary recipient and family members, are reduced (for 
persons under age sixty-five) by one dollar for every two dollars of 
earnings over $9,120; from ages sixty-fi\'e to sixty-nine, the reduc-
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~-=i\a ::.-e problems of financing the baby,boom generation's 
-=r:ncx ~ ttcr wor1i incentives should be a top priority." 

······· ·· ··········· ······• ·· ········· ····························· ·········· 

~,n: arc one dollar for every three dollars of earned income o· 
i-1, )(K). These are punitive tax rates, applied in addition to 

1
~11' /)me and Social Security taxes owed on earnings. They hit • t ,,Luly hard on modest-income retirees who need to cam mo 
0 1 txamplc. to pay a spouse's medical bills, and on others WI 

1~'"Ply want to remain in the workforce. Under current law 
r ''"1;111,kJ., for these extra taxes arc scheduled to increase for work:i 
;~ "'IJ c; c,ixty-five to sixty-nine to $15,500 in 1999 and to $17,000' 

111. ,inti then to $30,000 in 2002. [n contrast, taxable pensiol\' 
1
; ' 11 rirc; arc subject to the same tax rates as earned incomes, except:' 
f ;-" ti inc is a 10 percent penalty for early withdrawal (prior to age 
1 1 

/ 111 nc and a half). A 10 percent surtax on pension incomes of 
m,,,r rh,in $160,000 per year from tax-advantaged pensions was 
rt r.i1•,d1:J In 1997. 

,,,.,<ion., lose much of their Medicare benefit financing when they 
)J<irk ,dtn age sixty-fi ve for an employer with twenty or more work­
~7°' r lt,,r offers health insurance benefits. [n these instances, Medi­
/''' Ii<•, nines a vsecondary payer" and only pays supplemental bene­
'~"1 / Ii<· worker still receives Medicare benefits, but most costs are 
tn 1 1' d r I th ) · Thi · · · 1 c emp oyer's compensation costs. . s prov1s10n raises 
fnpl,,y,·r<i' costs for older workers and thus makes it more difficult 
L,,r I 

lil'o,i• workers to find good jobs. There are no offsetting benefits 
/r "ld('t workers. Workers for smaller employers and for firms that 
0'

1
~ '

11 oiler health insurance do not ha,·e reduced benefits. 
Cr1ftlnc a more coherent policy. A more coherent national 

r~ttrc 1111 ttt policy should allow for early retirement of those who 
~.., '"

1111 
Work. Given the financial problems of financing the baby­t 1'" )~• r1rration's retirement, howc,·cr, better work incentives 

., " •Ill,! I u , I . . " ,1 op pnonty. 
f ~ ' .i 1 111 t·,1rly retirement options. with actuarially reduced bene-

11~, 111 r I,, •c..r who arc unable to find suitable work or choose to retire 
e., , Y, ' 1•1tld he coordinated for t-.tcdicare. Social Security. and pen­
""'0" Ad11pting a common age standard for all three would allow 
~ ' '. ' ' ' I irt111 111.tl decision-making flexibility.6 On the opposite side of 
c.,: 1 

;"" · dl'l,1yed retirement options up to age seventy and a half, 
all •r; 1' 1111 n l fo r Medicare and Social Security. could provide actuari-

y ·111 ,111d rnhanced benefits for later retirees. rf a worker delayed 
reldvlr s I I 1V, • 111.:la Security and Medicare for one year, for example, he 
or r; 

11
• 1111~ht be allowed to elect a lump-sum "retirement bonus" 
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l' o lumc /8 , Number I 

fllfAN CING RETIREMENT 

-­~ of $10,000 payable on the , 
p)DthlY bcnefits.1 Government ~ 
D\'CS because it would save app 
1,1d' retirements ($9,000 Social S, 
¢C benefits, plus interest) and. 
(IoOl the workers' earnings. 

ibese lump-sum options for l. 
uailY to the "nest egg" of many 
d[cctivc inducement for continu, 
payment option: small increase!-
1993 the median household he. 
SL'-cy-nine had only $23,650 in 
benefit options would increase 
up to age seventy and a half-fo1 
years' delay in retirement. 

Older persons should incur , 
economically productive memb, 
rity benefit reductions for work 
rates) ought to be eliminated. l 
employer health insurance as 
could make a premium contril 
tion) [or the added costs of c, 
would not be disadvantaged in 

These types of measures wo1 
ter (and fairer) incentives for ~ 
term payoff, for retirees and go' 
ho"v much additional earnings. 

Expanded Pensions 
A second key challenge for an 
is to create new retirement !­

employer-provided pensions. · 
tary pension income is the crit 
is just "getting by" on Socia\ S 
much better standard of \ivi1 
financial security. The majori 
Yate pension incomes, are alt 
programs. Some 60 percent o 
cent (or more) of their income 
the elderly depend on Medic 
coverage.9 As Fuchs illustrate 
ered by Medicare (Medigap. r 
are rising much faste r than 
next year), these persons w 

HEALTH AFFAIRS · J 



ffNAN C l1'' G RETIREMENT 

check of $10,000 payable on the day of retirement and/or enhanced 
monthly bcncfits.7 Government could afford these financial incen­
tives because it would save approximately $12,000 annually from 
later retirements ($9,000 Social Security benefits, plus $3,000 Medi­
care benefits, plus interest) and also would collect additional taxes 
from the workers' earnings. 

These lump-sum options for later retirement could add substan­
tially to the "nest eggft of many retirees. They thus may be a more 
effective inducement for continued work than offered by the current 
payment option: small increases in monthly retirement checks. In 
1993 the median household headed by persons ages sixty-five to 
sixty-nine had only $23,650 in nonhousing assets.8 The enhanced 
benefit options would increase for each year of delayed retirement 
up to age seventy and a half-for example, a $30,000 bonus for three 
years' delay in retirement. 

Older persons should incur no penalties for earning income as 
economically productive members of society. The steep Social Secu­
rity benefit reductions for work-related earnings (33-50 percent tax 
rates) ought to be eliminated. For workers over age sixty-five with 
employer health insurance as their primary coverage, Medicare 
could make a premium contribution (via an employer tax deduc- MEDICARE 

tion) for the added costs of covering these workers, so that they PROPOSAl.S 

would not be disadvantaged in the labor market. 
These types of measures would provide sen ior citizens with bet­

ter (and fairer) incentives for substantial work efforts. The longer­
term payoff, for retirees and government budgets, would depend on 
how much additional earnings, savings, and revenues resulted. 

Expanded Pensions 
A second key challenge for an integrated national retirement polic)' 
is to create new retirement savings options for persons without 
employer-provided pensions. The availability of good supplemen­
tary pension income is the critical difference between a retiree who 
is just "getting byn on Social Securit)' and Medicare and one with a 
much better standard of living, ability to afford health care, and 
financial security. The majorit)' of retirees, lacking signjficant pri­
vate pension incomes. are almost totally dependent on these two 
programs. Some 60 percent of retirees, for example, receive 75 per­
cent (or more) of their income from Social Security, and nearly all of 
the elderly depend on Medicare as their primary health insurance 
coverage.9 As Fuchs illustrates, so long as health care costs not cov­
ered by Medicare (Medigap, prescription drugs, and long-term care) 
are rising much faster than Social Security increases (1.3 percent 
next year), these persons will likely have declining standards of 
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ming ~-::x:r Jttiremcnt years unless they have additional sav­
:ngs J.:S wd E -vork options.'° 
~ "C.:--ct" i=:.c..--7.! go,·crnmcnt policy to build pension coverage 

has beer.= o:.:rurage employers to offer pension plans to workers." 
~ ux-c.rc- ~sidics of about $74 billion a year are intended to 
ghc hip= ?C=MOn benefits to executives so that their companies 
"111 off a ?T51:n benefits to workers and encourage their participa­
tion.:: E.xpcts :r.c'\ll rtport uncertainty as to how well justified these 
subsidk:s· ~ -income tilt is. but most pension benefits are paid 
to middk- m: 1Pptr·middle-income persons.11 Because there has 
not been 1 tho::,~ congressional review of national pension policy 
since the ~nt of the Employee Retirement Income Security 
Act (ERJS.1.) <i. !974. many clements of pension policy merit re· 
cxaminanon. E=?loycr•based pension plans now have assets of 
more tlun S6 tn:.on.-' 

An impl'O\·ed r.:1tional retirement policy should make available 
,·~luntaJ)· pension CO\'cragc for the majority of workers-more than 
sixty million pasons-without employer-sponsored pensions. 
These worlcers arc most often without coverage simply because 
their employer does not offer a pension plan. ln broad terms, na· 
t1onal retirement policy thus faces the same issues that national 
health policy faces· Our social welfare policies have primarily cm· 
phasi::ed cmplo}·er·bascd co"crage and have left tens of millions of 
persons. whose employers do not want to offer health insurance and 
pension benefits, without comparable benefits and tax assistance. 
~fany of these workers arc now multiply disadvantaged, second· 
dass citizens; they lack both health insurance and pension coverage 
and also do not c,hare in the more than $125 billion annually in 
f cderal tax subsidies offered to workers who do have such benefits. 

An integrated approach to Social Security and pensions would 
offer a practical method for making good pension plans available to 
all workers. The Social Security payroll contribution collect ion sys· 
tern can be used to direct in,·escmcnts to both government social 
in<,urancc and individual pension plans.11 Persons who do not ha,·c 
an employer-sponsored pension plan (and their employers) could 
make payroll cont ributions ,ia this collection system to (1) qualified 
pri\'atc pension plans (a Teachers Insurance and Annuity Associa­
tion, or TIAA, mock!): (2) stock. bond, and money market index 
f~nds (a federal employees· pension model); and/or (3) Social Secu­
rity for supplemental bencfits.'6 Such contributions would benefit 
from the same contribution limits, tax benefits, and legal protec­
tions that employer pensions enjoy. Thus, there would be two paral­
lel retirement sa\'ings systems: Persons with employer-sponsored 
pensions would make pa)rroll contributions to chose plans, and per-
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without such pensions would make payroll contributions to 
~ual pension accounts.11 

Using this approach, the a\'erage worker, who is now limited to a 
$2.00o annual contribution to an IRA. could benefit from the much 
laigbcrconrributions now allowed for workers with employer plans 
($9,500 of employee contributions to a 40l[k] plan in 1996). Other 
,dvafltages for workers include pa}'roll withholding (which is usu­
ally not a,·ailablc for IRAs) and tax benefits (pension contributions 
would be excluded from taxable income on the taxpayer's 1040 tax 
form, as is done for IRAs). as well as ERISA· type regulation. Such 
funds also would be immediately \'ested and universally portable. 

Although younger workers ,,i th children may not be large savers, 
the bab)'•boom generation will be more able to sa\'e, once children 
are grown and mortgages are paid. and may take advantage of these 
new opportunities as they become better educated about retirement 
needs. There is certainly time for such persons to build up substan· 
tiaJ sa,ings. if they have tax-advantaged means similar to those of 
workers \\ith employer pension plans. A two-worker couple start­
ing to in,·est $5,000 per year in a tax-advantaged pension plan at age 
fifty would ha\'e approximately S 135,000 by age sixry-five ( assuming 
8 percent annual interest). To the extent that these new savings MEDICARE 

arrangements are successful. they off er a highly le,·eraged return on PROPOSALS 

federal im·estment. If $10 billion annually of new savings for future 
retirees was generated, the tax costs (at a 15 percent income tax 
rate) would be $1.5 billion. which entails much less expense for 
building up resources for the bab}'·boom generation than does hav• 
ing to increase taxes by $10 billion for gO\·ernment trust funds. 

Cafeteria Benefits 
An integrlted retirement policy also could off er a broader range of 
choices to fill the gaps in health and long-term care insurance cover­
age. The gaps in Medicare·s acute care coverage. such as no outpa• 
ticnt presc ription drug co,·erage and inadequate catastrophic insur­
ance protection, are well known. Most elderly persons now fill in 
such benefits with pri\'ate \ kdigap policies or employer-provided 
supplemental coverage. It would be desirable to include many of 
these standardized Medigap options in basic Medicare, or to offer 
Medigap options as part of the new national ~open season" in which 
persons can choose among ~ ledicare and competing health plans. 
Such arrangements would reduce administrative expenses, improve 
portability. and allow better comparison shopping between Medi­
care (\\ith Medigap) and~ tedicare•Choice plans. 
■ Prescription drugs. It would be particularly desirable to have 

an e.x'P~rnded. government-structured ~cafeteria menu" of options -Pr ·-u \Ff\l R , ~-~,, Ftbruar, 1990 
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that included guaranteed choice for prescription drug coverage. 
This was highlighted by the recent loss of coverage options for more 
than 400,000 Medicare health maintenance organization (HMO) 
enrollees, many of whom will lose their HMOs' drug coverage. Two 
of the criticisms against prescription drug CO\'eragc in the past no 
long apply. First, nearly all pharmacies now use electronic claims 
submission, so the high administrative costs of paper claims for 
small benefits is no longer a factor. Second, most pharmacy benefits 
(such as those for federal employees) are now offered through phar­
macy benefit management (PB}.f) companies that negotiate price 
discounts, so a national system of }. f edicare price controls for pre­
scription drugs would not be needed. 
■ Long-term care. The most serious insurance market f atlure for 

the elderly is the lack of a good system of long-term care benefits. 
Few retirees can have full economic security until these gaps can be 
closed. Private long-term care insurance CO\'ered only 5 percent of 
national nursing homes expenses of S78 billion in 1996 (only a slight 
increase from 4 percent in 1990). and Medicare paid for only 11 
percent of nursing home costs. Persons can qualify for Medicaid, 
which paid 48 percent of nursing home e>qxnses in 1996, only by 

FINANCING spending down nearly all of their assets. Nearly 31 percent of nursing 
RETIR EMENT home e.xpenses were paid out of pocket in 1996.15 Because Medicaid 

nursing home expenses remain one of the largest long-term govern­
ment budget costs of both federal and state governments, go\'ern­
ment and retirees both would benefit from a better-developed mar­
ket for private long-term care co,·erage. 

Congress recently attempted to accelerate the growth of private 
long-term care insurance by excluding employer-paid premiums for 
qualified plans (as well as such plans· benefits) from recipients' 
income tax. Although some emplorers offer long-term care benefits, 
most are still full>• employee paid. and it is questionable whether 
this product will grow quickly as a new, employer-financed retire­
ment benefit. Indeed. emplorers arc tending to cut back on many 
retiree commitments, including health benefits. Similarly. it is ques­
tionable whether a large t,. tcdicare benefit improvement to cover 
most nursing home care should be anticipated; the Congressional 
Budget Office (CBO) forecast fo r ~tedicare expenses to rise by 
about 3 percent of GDP by 2030 would require re\'cnue increases 
comparable to about a $270 billion annual tax increase in the year 
2000 (when GDP will be about S9 trillion) just to co,·er current 
bcnefits.19 Thus, for long-term care benefits it is particularly useful 
to consider whether more flexible use of pension fund assets could 
be part of the answer. 

Two measures that might rapidly increase private long-term care 
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coverage are as follows: (1) Federally qualified pension plans could 
be required to offer a menu of payout options that includes a '"roll­
over· for a portion of pension accounts to pay premiums for qualify­
ing long-term care policies. If persons were allowed to make such 
election into their early sixties, at the t ime most will be considering 
their retirement needs and resources, they would not need to use 
chcir long-term care coverage for about fifteen years. Th.is change 
would. by itself, create a very large potential market for private 
Jong-term care insurance. These reforms should integrate long-term 
care insurance into the same public market as other Medicare bene­
fits, with qualification standards, consumer rights, quality assur­
ance, and performance "report cards· for beneficiaries. Adding long­
term care insurance as a cafeteria option for pension arrangements 
would instantly make a\'ailable a very large potential purchasing 
paol for these benefits. if the products are deemed to be of value, and 
should be much less expensi"e than building up still another fund­
ing stream of taxpayer-subsidized savings available only for long­
term care insurance.10 

(2) Private long-term care insurance would be more affordable 
(and much less risky) if }.fcdicaid spending down and Medicare 
were redesigned to mesh with private coverage, for example. to MEDICARE 

cover benefits after a two-year period for individual self-payment or PROPOSALS 

private insurance. One possible source for whatever additional fi -
nancing would be needed in an integrated system would be a 0.25 
percent tap on tax-qualified retirement fund balances. Because pen-
sion plans have been de\'clopcd to provide retirement security and 
because the tap would eliminate a major gap in financial security 
that few persons can now close by themselves, this approach could 
gain widespread acceptance. With about an $8 trillion balance in 
employer and individual tax-favored pension accounts. such a tax 
rate would raise about $20 billion annually. which could be com-
bined with state matching funds. Persons who purchase qualif)ing 
private long-term care insurance could also be exempt from state 
Medicaid spend-down requirements. 

Government would lose tax revenues to the extent that (taxable) 
pension incomes became (nontaxed) long-term care premium pay­
ments. Nevertheless. it seems likely that persons would purchase 
long-term care insurance from reserves held for contingencies rather 
than from living expenses. If these contingency reserves had passed 
(untaxed) into an estate- most likely with.in the $600,000 exemp­
tion that covers most estates-they also would have escaped taxa­
tion. Government's major long-term gain would result if a large 
market in private long-term care insurance could be ~jump-started· 
in th.is way, sharply reducing future Medicaid expenses and tax 
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FINANCING 
RETIREMENT 

deductions for catastropruc long-term care expenses. Additional 
government financing from a tap on pension fund assets would 
improve budget resources. 

Funding Priorities 
A comprehensive national retirement pcrspccti\·e a.lso raises impor­
tant questions about priorities for taxpayers' support of Social Secu­
rity, Medicare, and pensions. Social Security and Medicare were 
designed to be nearly universal benefits, guaranteeing basic stand­
ards of living and economic security. Pension benefits were a sup­
plement. Nevertheless. both Social Security and t-.kdicare are now 
in financial jeopardy, and there arc proposals for benefit cuts. If 
cutbacks are on the table for basic benefits, however. taxpayer sup­
port for supplemental pension benefits should be subjected to new 
scrutiny. Major overhaul of the pension system could jeopardize 
what has proved to be a useful private savings vehicle for retirement. 
However. economics could be considered in taxpayer financing for 
pensions if savings arc needed to ensure financial security for the 
Social Security and Medicare programs. 

A 
N EW NAT IONAL RET I RE MENT PO LI C Y for the baby-boom 

generation needs to make major progress on the four critical 
problems of better work incentives, expanded pension cover­

age, more health and long-term care benefits, and sound financing of 
Medicare and Social Security. A strategy based on coordinated re­
forms of Medicare, Social Security, and pension policies offers a 
number of promising options for consideration. 
···· ························ ·· ····················· ·· ·· ···· ·· ···· · ····· ·· ..................... ... . 
The aurhor thanks Alicia M11n11dl, John Rocher, Dallas SalisbuT)•, and Larry 
Thompson for rhoughrfu l critiques of an earlier version of chis paper. The paper 
was supported by a grant from the Robert Wood Joh11son Foundation ro rhc Health 
l11surancc Rcfonn Project ar rhc George Washington University. 
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7. Social Securlry hcncfits for new retirees now average more than $9,000; t-.kdi­
carc expenditures for sixty·fi\'e year-old~ aver:ige more than $3,000. 

8. The lowest quintile had only $2,499 in such s:wings and the second quintile. 
$16,747. Asset Ownership of Households, 1993 U.S. Census. 

9. EBRI Dawbookon Employee lkncfi1s, 4th ed. (Washington: EBRl, 1997). based on 
March 1996 Current Population Sur\'cy data 

JO. Fuchs. ·Health Care for the Elderly." 
IL Pension policy has been supplemented in recent years by IRAs, Roth IRAs, 

and a medical savings account (MSA) demonstration. 
u. The intentional inequities include (I) "integration· rules that allow employers 

to reduce pensions for lower wage workers to off set their Social Security bene­
fits.; (2) employer contributions based on percentage of earnings. which result 
in higher contributions for higher income workers; and (3) the greater tax 
advantages of tax·cxclucfable income for higher income executives. Dispariries 
arc limited by various ·cop heavy· rules and other provi!.ions. Social Security 
and Medicare inientionaUy favor low and moderate-income workers. 

13. D. Salisbury and N. Jones. eds., P,nsion Funding a11d Taxa1ion (W:ishington: EBR I, 
1994); and R. Friedland ct al .. eds. Sc<,al Welfare Policy al 1hc Crossroads (Wash, 
ington: National Academy of Social Insurance, 1994). 

14. All retirement plan assets, including Kcoghs and IRAs, totaled about $8 tril 
lion as of the end of 1996. EBRI, personal communication, 18 June 1998. In 
contrast. Social Security and t-.fed1carc t rust-fund assets were :ibout $700 
billion. 

LS. One of the options proposed b)' the Ad\isory Council on Social Security w:is 
to direct part of Old Age and Sunivors lnsur:incc (OASI) contributions to 
lndh'idual pension accounts lmprcm:mcnts In Social Sccuriry Administration 
(SSA) procedures will be needed to implement individu:il account proposals. 

16. Collection and redirection of contributions would occur ,·ia the banking S)'S· 

tern, so the pension contributions need not become government revenues and 
outlays. Funds also could be remitted dircctl)• by employers to pension plans. 
if more convenient. Pension experts believe that p:iyrolJ withholding methods 
arc essenti:il for broad partic1p:1tion in retirement plans: most employees do 
not now have p.i)•rolJ withholding for their IRA contributions. which is one 
rc:ison that p:1n icip:11ion is low. 

17. Employcri. that now offer pension plans would not be likely to drop them 
since an emplO)'Cr·sponsorcd plan offers (1) higher contribution limits (up 10 
$30,000 for exccucl\·cs): (2) greater employer design flexibility; and (3) tlX 
exclusions of employer contributions from Old Age. Sul"\i\'ors, Disability, and 
I lcalth lnsur.,ncc (OAS DH I) taxes. a 15 3 percent ad,·ant:ige. A i.imilar ap• 
proach for extending heal th ln,ur:incc coverage is proposed by L. Etheredge 
and S. Jones. ·Affordable Health Benefits for Workers without Fmployer Cov• 
eragc· (1 lcahh ln~urancc Reform Project. George Washington Univcrsif)•, 
Washington. DC.. February 1998). 

18. K.R. Lem ct :ii . ·National Health Expenditures, 1996." Hcalrh Care Finanrirtg 
Review (Fall 1997): Table 17. 

19. Long Term 811dgc1ary Pressures and Po/10• Op1w11s (Washington: Congressional 
Budget Office, May 1998). 

20. A rollover option excludes the pension funds from income taxes that would 
need to be paid if the pension funds were wi1 hdrawn and then used to pa)' the 
premiums. 
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HEALTH TRACKING : MARKETWATCH 

Reversal Of Fortune: 
Commercial HMOs In The 

Medicaid Market 
A look at some plans that have gambled and lost in Medicaid managed care. 

BY MI C HAEL J. McCuE, R OBERT E. H U RLEY , DEBRA A. DRAPER, 
ANO MIC HA EL J URGE NS EN 

ABSTRACT: Between 1992 and 1996 the number 

of health maintenance organizations (HMOs) en­

tering the Medicaid market grew at an average 

annual rate of approximately 22 percent. Partici­

pation among all ownership segments grew, re­

sulting in a broad distribution of beneficiaries 

across the HMO Industry. However, recent de­
clines in financial performance within the indus­

try appear to be more dramatic for plans with 
many Medicaid members. In addition, growing 

THE C ALL TO MANAGED C AR E to en­
ter the Medicaid ma rket w as 
prompted by the notion that contract• 

ing with fully capitated plans would be an 
effccti\'e way to impro\'e beneficiaries' access 
to care. contain program costs, and achieve 
greater fiscal predictability in the Medicaid 
program. Because many of the plans entering 
the Medicaid market had been exclusi\'cly 
commercial. their newly enrolled Medicaid 
beneficiaries would ha\'e greater access to 
mainstream providers. In their desire to build 
membership and impro,·e negotiating le\'er­
age with providers, managed care organiza­
tions (MCOs) would pursue opportunities to 

concerns about rate adequacy and volatility as 

well as expanding administrative demands raise 

questions about the long-term commitment of 

commercial HMOs to Medicaid participation. This 

paper analyzes operating characteristics and ft­

nancial performance of licensed commercial 
HMOs from 1992 through 1996. drawing on in­

depth interviews with health plan executives and 

managed care stock analysts. 

enroll substantial numbers of ~ledicaid bene­
ficiaries through the accelerated solicitation 
and procurement processes often provided by 
the states. Running counter to this optimistic 
notion. however, has been the widely held 
,iew that. gi\'en ~fedicaid's typically meager 
parment rates. pro\'iders would onl>• serve 
~lcdicaid beneficiaries insofar as there were 
no other paying patients to replace them.' 

A recent analysis of health plans serving 
~lcdicaid beneficiaries examined ,·arious op· 
erat ional charact eris tics. including size. 
~ tcdic:iid enrollment. system affiliation, geo­
graphic location. and whether or not the plan 
was a new market entrant.2 Gi\'cn the growth 

Michael McCuc and Robert Hurley arc associarc professors in the Department of Health Administration at 
the Medical College of Virginia (MCV) of the Virginia Commonwealth U11iversiry in Richmond. McCue 
ca med his doctorarc in bu.sincss administration and conducts research on the financial performance of health 
mai11tcnancc organizations and multihospital systems. Hurley is a nationally known authority on Medicaid 
managed care and has rcstificd before stare legislatures and the U.S. Senate. Debra Draper is a doctoral 
student in the Department of Hcalch Administration at the ~ICV. Michael Jurgensrn is director of health 
policy and medical economics at the Medical Society of \/i'X1nra in Richmond.. 
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of Medicaid managed care and the volatility of 
this line of business, it also is important to 
assess the financial viability of MCOs that 
participate in Medicaid. Our study evaluates 
the financial structure of the HMO industry 
and how various industry segments, including 
predominantly commercial and Medicaid 
HMOs. are represented and performing in 
Medicaid managed care. 

DATA AND METHODS 

This study encompasses the years 1992 
through 1996, a period of rapid expansion of 
Medicaid managed care f uclcd in large part by 
the Medicaid waiver programs.1 We used 
Health Care Investment Analysts (HCIA) 
data to analyze plan characteristics and finan­
cial performance of HM Os that arc licensed in 
their respective states of operation. The first 
analysis evaluates, over the five-year time 
frame. HMOs that arc and arc not participat­
ing in Medicaid based on the plans' chain af­
filiation status; model type: closed (staff and 
group) versus open (independent practice as­
sociation and network); federal qualification 
status; profit status; percent Medicaid mem­
bership; and o,vnership. ·Percent Medicaid 
membership" is defined as the number of 
Medicaid enrollees as a percentage of the 
plan's total membership. Based on this per­
centage, each plan was assigned to one of 
three categories: small (less than 26 percent 
Medicaid), medium (26-75 percent), or large 
(more than 75 percent). "HMO market seg­
ment" is defined in terms of ownership/spon­
sorship according to the following classifica­
ti ons: HMO Group affili ates; othe r 
not-for -profit; publicly traded; other for ­
profit; and Blue Cross plans.◄ 

The second analysis evaluates the financial 
performance of these plans, based on their 
medical and administrative loss ratios and op­
erating margins. These ratios were defined in 
accordance with the Health Plan Employer 
Data and Information Set (HEDIS) 3.0 indica­
tors of financial stability.5 The medical loss 
ratio is computed as the insurance revenue 
dollars paid in medical claims as a percentage 
of the plan's total operating expenses. The ad-

ministrative loss ratio is based on a similar 
computation. but it replaces medical claims 
dollars with the insurance revenue dollars 
paid in administrative expenses. The operat­
ing margin ratio is the proportion of operating 
income as compared with total insurance 
revenues. It provides the most valid measure 
of a plan's overall financial performance. Spe­
cifically. it indicates how well a plan is con­
trolling its medical and administrative ex­
penses and generating a profit. 

HCIA's HMO database series provided the 
secondary financial and operating data for the 
individual health plans included in the study. 
The HCIA data contain descriptive, membe.r­
ship. utilization, and financial information ex­
tracted largely from HMOs' periodic filings 
with their state insurance regulatory agen­
cies. HCIA also uses information from the 
Health Care Financing Administration's 
(HCFA's) Office of Prepaid Health Care, the 
lnterStudy Center for Managed Care Re­
search, and various other supplemental 
sources when compiling its database.6 

Some limitations of the HCIA data warrant 
mentioning. A small number of companies. 
whose HMOs are licensed in multiple states, 
have filed consolidated data in their various 
states of operation. HCIA has eliminated all 
duplicate filings from the database, so infor­
mation for any single HMO is represented 
only once. In these instances. however, the 
HCIA database assigns the plan's total mem­
bership to the state of the plan's national or 
regional headquarters.7 Therefore, we used 
additional information from the American As­
sociation of Health Plans (AAHP) to classify 
and refine plan data.5 Second, the database 
includes only those organjzations identified 
and licensed by the individual states as 
HMOs. It underrepresents the entire popula­
tion of f ully capitatcd entities participating in 
Medicaid. particularly those in states with 
Section lllS waivers. Our findings therefore 
arc best understood as reflective of the par­
ticipation and performance among licensed, 
commercial HMOs. Third, a few states arc not 
reflected in the database, because either there 
were no HMOs operating in the state or the 
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state regulatory reporting methodology did 
not pennit their inclusion.9 

The HCIA database represents the follow• 
ing number of states (including the District of 
Columbia) and plans for each year noted: 1992 
and 1993: forty-three states, 471 plans; 1994: 
forty-three states, 495 plans; 1995: forty-six 
states, 538 plans; and 1996: forty-seven states, 
574 plans.'° Because of outliers and extreme 
variations of financial measures, median val• 
ucs were used in the analyses. 

than 26 percent Medicaid membership). and 
the number of plans with midsize Medicaid 
memberships (26- 75 percent) decreased. 
This trend indicates that a large number of 
new entrants into the market pursued a lim• 
ited Medicaid enrollment, and a smaller group 
either entered the market as predominantly 
Medicaid plans or moved rapidly from a small 
to a large membership. 

MARKET SEGMENTATION 

Our study also draws on in• 
formation gleaned from in· 
depth interviews with stock 
analysts and Medicaid health 
plan executives, the details of 
which arc reported else· 
where.11 The twenty-five ex• 
ecuti\·es interviewed rcprc· 
scnted sixty HMOs \\rith more 
than 2.5 million Medicaid 
members. approximately one• 
third of the Medicaid HMO 
enrollment . 

"Several stoch ana, 
lysts noted chat 

rate adjustments 
cause capital 

markers to become 
skittish about 
HMOs in the 

Not-for-profit plans were the 
mainstays of the Medicaid 
market in 1992 (Exhibit 2). 
Among publicly traded plans. 
participation rates more than 
doubled over the uve-ycar pc· 
riod. to 36 percent in 1996. The 
net (entrants less exits) 
number of publicly traded 
plans accelerated until 1996, 
when enthusiasm leveled off. 
Participation among other for• 
profit H~fOs also soared, Crom 
13 percent to 32 percent during 

Medicaid market." 

PLAN CHARACTERISTICS 

The number of plans participat ing in the 
Medicaid market steadily escalated during 
the 1992- 1996 period. reflecting a 121 percent 
increase (Exhibit I). In 1992 there were 102 
participating plans; by 1996 there were 225. 
Participating plans exhibited wide variation 
in their individual operating characteristics. 
In 1992, 43 percent of participating plans 
were chain-affiliated; by 1996 this figure had 
risen to 51 percent. The plans participating in 
the Medicaid marker. like those in the indus· 
try as a whole. were overwhelmingly open 
models.ii In 1996. for example. 79 percent of 
the plans were open models. and only 21 per· 
cent were closed-model plans. In 1992. SI per· 
cent of plans participating in ~fcdicaid were 
federaUy qualified, but this dropped to 4 3 per· 
cent in 1996. The number of for-profit plans 
increased sharply. from 42 percent in 1992 to 
58 percent in 1996. 

Over the 1992- 1996 period the majority of 
plans had small memberships (that is. less 

the period. Among Blue Cross plans, Medic• 
aid participation increased substantially. 
from 17 percent in 1992 to 40 percent in 1996 
(not shown).11 

Did the entry of additional plans into the 
Medicaid market lead to changes in the distri• 
bution of Medicaid membership across mar­
ket segments? The Medicaid percentage of to­
tal enrollees in the HMO Group plans and in 
the other for-profit category grew substan· 
tially over the 1992-1996 period- from 7.7 
percent to 13.1 percent and from 12.9 percent 
to 2S.2 percent, respectively. It declined 
among publiclr traded pl:ms and other not• 
for-profits-from H .9 percent to 23.9 percent 
and from 33.6 percent to 23.2 percent. respcc­
tfrcly (not shown). However, by 1996 other 
not-for-profit, publicly traded. and other for­
profit plans had each aggregated more than 20 
percent of the ~ledicaid members in the stud)' 
plans. By 1996 the distribution of membership 
among these plans was markedly more bal• 
anced than in 1992. signaling broad participa· 
tion. However, as noted earlier, this finding 
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EXHIBIT 1 I EXHIBIT 2 
Health Plan Pa rticipation Status In Medicaid Manaced Care, By Plan Characteristics, Health Plan Partl 
1992- 1998 1992- 1998 

Plan 1992 1993 1994 1991 19" 
charactertatlo YN No Yea No YN No YN No YN No Market seiment 
Total plans 102 ~ 116 355 150 345 188 350 225 349 Total plans 

Chain affiliation Not.for-profit 
Chain HMO Group 

Number 44 232 53 223 77 208 100 202 115 181 Number 
Percent 43.1 62.9 45.7 62.8 51.3 60.3 53.2 57.7 51.1 51.9 Percent 

Nonchain Other not-for-profit 
Number 58 137 63 132 73 137 88 148 110 168 Number 
Percent 56.9 37.1 54.3 37.2 48.7 39.7 46.8 42.3 48.9 48.1 Percent 

Model type For-profit 
Closed Publicly traded 

Number 36 70 39 67 46 61 41 68 46 70 Number 
Percent 35.3 19.0 33.6 18.9 30.9 17.9 21.9 19.8 21.0 21.5 Percent 

Open Other for-profrt 
Number 66 298 77 287 103 280 146 275 173 256 Number 
Percent 64.7 81.0 66.4 81.1 69.1 82.1 78.1 80.2 79.0 78.5 Percent 

Federal qualtfoeation 81ueCross 
Qualified For-profit 

Number 52 187 59 180 85 147 93 137 97 129 Number 
Percent 51.0 50.7 50.9 50.7 56.7 42.6 49.5 39.1 43.1 37.0 Percent 

Nonqualifaed Not-for-prof rt 

226 
Number 50 182 57 175 65 198 95 213 128 220 Number 
Percent 49.0 49.3 49.1 49.3 43.3 57.4 50.5 60.9 56.9 63.0 Percent 

Profit status SOURCE: Health Cate I• 
For•profrt 

Number 43 276 52 267 73 256 106 262 131 256 ■ ADMINISl 
Percent 42.2 74.8 44.8 75.2 48.7 74.2 56.4 74.9 58.2 73.4 one would cxpcc 

Not-I or-profit 
Number 59 93 64 88 77 89 82 88 94 93 memberships inl 
Percent 57.8 25.2 55.2 24.8 51.3 25.8 43.6 25.1 41.8 26.6 expenses than c 

Percent Medicaid membership Medicaid cnrollc 
Small (<26%) nantly Medicail 

Number 69 79 106 128 147 
loss ratio dimbe, Percent 67.6 68.1 70.7 68.1 65.3 

Medium (26- 75%) 1996; for plans" 
Number 22 26 26 26 38 ships, this ratio 
Percent 21.6 22.4 17.3 13.8 16.9 0.14 during the p. Large (> 75%) 
Number 11 11 18 34 40 tive costs amor-
Percent 10,8 9.5 12.0 18.1 17.8 plans arc attrib1 

SOURCE: Health Care lnwsunent Analysts (HOA~ HMO database. 1992- 1996. these plans are r-
bership than pl:i 
rollmcnt and . 

should be interpreted with caution, because their medical loss rat ios (from 0.85 to 0.90) achieve the ecor 
unlicensed plans, particularly in states with between 1994 and 1996 (Exhibit 3). During counterparts. \ ' 
Section lll S waivers, may be underrepre- this same period, plans serving a large Medic- plans, Medica1 
sented in the data. aid membership reported medical loss ratios smaller portion 1 

FINANCIAL P ERFORMANCE 
of 0.83 and under; in contrast, their counter- ing applied tom 
parts serving a small Medicaid membership In our imen 

■ MEDICAL LOSS RATIOS. Plans not partici- experienced an increase in their medical loss tives, many ann 

pating in Medicaid experienced growth in ratios, from 0.86 to 0.91. costs to extr~ 
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1996 

o Yff No 

50 225 349 

02 115 181 
57.7 51.1 51.9 

l48 110 168 
42.3 48.9 48.1 

68 46 70 
19.8 21.0 21.5 

'75 173 256 
80.2 79.0 78.5 

L37 97 129 
39.1 43.1 37.0 

113 128 220 
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EXHIBIT 2 
Health Plan Partlclpatl~n Status In Medicaid Managed Care, By Market Segment, 
1992-1996 

1992 1993 1994 1995 1996 

Marktt H~nt YH No YH No Yff No YH No YH No 
Total plans 102 369 116 355 150 345 188 350 225 349 

Not-for,proflt 
HMO Group 

Number 
Percent 

8 
42.1 

11 8 11 11 8 11 8 14 7 
57.9 42.1 57.9 57.9 42.1 57.9 42.1 66.7 33.3 

Other not-for-profit 
Number 44 

42.7 
59 47 56 55 61 60 61 65 70 

Percent 57.3 45.6 54.4 47.4 52.6 49.6 50.4 48.1 51.9 

For-profit 

Publicly traded 

Number 
Percent 

Other for-profit 

Number 
Percent 

20 
14.2 

121 24 117 35 111 47 107 53 95 
85.8 17.0 83.0 24.0 76.0 30.5 69.5 35.8 64.2 

19 
13.4 

123 22 120 30 116 45 125 62 130 
86.6 15.5 84.5 20.5 79.5 26.5 73.5 32.3 67.7 

Blue Cross 
For-profit 

Number 
Percent 

Not-for-profit 

Number 
Percent 

5 39 7 37 10 35 17 34 20 34 
11.4 88.6 15.9 84.1 22.2 77.8 33.3 66.7 37.0 63.0 

6 16 8 14 9 14 8 15 11 13 
27.3 72.7 36.4 63.6 39.1 60.9 34.8 65.2 45.8 54.2 

SOURCE: Health Care Investment Analysts (HCIA), HMO database. 1992-1996. 

■ ADMINISTRATIVE LOSS RATIOS. As 
one would expect, plans with large Medicaid 
memberships incurred higher administrati\'e 
expenses than did those with fewer or no 
Medicaid enrollees (Exhibit 3). For predomi­
nantly }.tcdicaid plans, the administrati\'e 
loss ratio climbed from 0.17 in 1994 to 0.22 in 
1996; for plans \\ith small Medicaid member· 
ships. this ratio remained between 0.13 and 
0.14 during the period. The higher administra· 
tive costs among predominantly Medicaid 
plans are attributable in part to the fact that 
these plans are much smaller in O\'crall mem­
bership than plans with limited Medicaid en· 
rollment and apparently arc not able to 
achieve the economics of scale of their larger 
counterparts. \\ 'hen contracting with these 
plans, Medicaid agencies will find that a 
smaller portion of their premium dollars is be­
ing applied to medical care for beneficiaries. 

In our intcniews with health plan execu­
ti\'es, many attributed the high administrati\'e 
cost s to extraordinary turnover among 

Medicaid enrollees, insufficient volume to 
achieve economies of scale, and generally 
more extensi,·e contract requirements than 
are found in commercial lines of business. The 
imponance of higher administrative require­
ments was noted in panicular by HMO ex­
ecutives with predominantly commercial 
members. These executives ha,·e limited their 
exposure to Medicaid because the financial 
uncen ainty and \'Olatility. and thus the ex­
pected returns, ma>• not justify the added 
costs of sening these benefic ia ries.'◄ 
■ OPERA TING MARGINS. Plans with a 

higher proportion of their membership in 
~lcdicaid earned the largest profits in 1992 
and 1993. as reflected in their operating mar­
gins. After 1994, ho\\'e\'er, the operating mar­
gins for all plans, regardless of Medicaid par­
ticipation le\'el. dropped dramatically. For 
those plans not panicipating in Medicaid, the 
drop was greater than for the small and me· 
dium }.fedicaid participants. By 1996 plans 
not panicipating in Medicaid recorded an op-
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EXHIBIT 3 
Heatth Plan Performance Meaauret By Percentace Of Membership In Medicaid, 
1992- 1996 

~ loM ratto. 

Percent of member1hlp In Medicaid 1t92 1993 1994 1991 19M 

None 0.87 0.85 0.85 0.88 0.90 
Small(<26%) 0.90 0.88 0.88 0.88 0.91 
Medium (26- 75%) 0.84 0.84 0.84 0.87 0.89 
Lar&e (>75%) 0.85 0.82 0.83 0.82 0.83 

Admlnlstratfve lou ratloe 

None 0.13 0.13 0.15 0.15 0.16 
Small(<26%) 0.12 0.12 0.13 0.14 0.13 
Medium (26- 75%) 0.14 0.16 0.14 0.16 0.18 
Large (> 7 5%) 0.18 0.19 0.17 0.19 0.22 

Operatlnc m•rClnt 

None 0.01 0.02 0.01 - 0.02 - 0.08 
Small(<26%) 0.01 0.02 0.02 0 .00 - 0.02 
Medium (26- 75%) 0.02 0.02 0.02 - 0.02 -0.03 
Large (>75%) 0.04 0.03 0.01 - 0.04 - 0.08 

SOURCE: Health care Investment Analysts (HCIA), HMO database, 1992-1996. 

crating margin of -8 percent, as compared 
with an average of - 3 percent for all partici­
pating plans. 

Our interviews with health plan execu­
tives rc\'ealed that early success in Medicaid 
was achieved when enrollment was volun­
tary, marketing activities were largely un­
regulated, contract demands were limited, 
rate development was imprecise, and man· 
aged care enrollment was low but rising. In 
fact, representatives of some plans reported 
that the success of some early Medicaid mar• 
ket entrants (for example, Physician Corpora• 
tion of America in Florida, which did a public 
offering in 1993) contributed to their belief 
that this was a lucrati\'e business for plans in 
the right place at the right time." 

Although nonparticipating plans experi· 
enccd the greatest drop in margins, the pic­
ture changed dramatically for predominantly 
~ledicaid plans as well. with operating mar­
gins dropping from I percent in 1994 to - 8 
percent in 1996. Lower financial returns re• 
suited from factors that affected both reve• 
nucs and expenses. Factors that may have 
curtailed revenues include rate reductions, 

more competition because of an increased 
number of qualified bidders. and inadequate 
risk adjustment for resource-intcnsh•c Sup­
plemental Security Income (SSJ) enrollees. 

Several of the stock analysts we inter· 
viewed noted that rate adjustments, particu­
larly unanticipated ones that result from 
states' belief that their rates O\'crcompensate 
health plans, cause capital markets to become 
skittish about HMOs in the Medicaid market. 
Although some states have a reputation as 
sound business partners, the unexpected ac­
tions of other states ha,·e had a greater influ­
ence on analysts' evaluation of risk. resulting 
in the opinion that ·wall Street doesn't trust 
Medicaid and state government." Analrsts in­
terpreted the unexpected and substantial rate 
rollbacks by some states (for example. Florida, 
New York. Ohio, and Pennsylvania) as a cue to 
other stares ro initiate capricious, drastic rate 
cuts. One analyst we interviewed claimed that 
states are more eager to connol costs than 
care. Another observed that ·[p]oliticians are 
not willing to hurt Medicare because it relates 
to the middle class, but government docs not 
mind hurting the poor.R This analyst ,iewcd 
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EXHIBIT 4 
Health Plan Operatlne MarCln•, By Medicaid Participation And Market Sein,ent. 
1992-1996 

1992 1993 1994 1995 1999 

M1rk.t NCment No YN No YN No YN No YN No YN 
HMO Group 0.00 0.01 0.02 0.01 0.02 0.02 0.00 - 0.01 -0.11 -0.02 
Other not-for1)(ofit 0.00 0.01 0.01 0.01 0.01 0.00 -0.03 -0.02 -0.10 - 0.02 
Publicly traded 0.00 0.01 0.03 0.03 0.01 0.05 -0.02 0.02 -0.04 - 0.01 
Other for-prof rt 0.01 0.02 0.01 0.02 0.00 0.02 -0.04 - 0.01 -0.11 -0.03 
Blue Cross 0.03 0.04 0.05 0.02 0.04 0.01 -0.02 - 0.02 -0.07 - 0.03 

SOURCE: Health Care Investment Analysts (HCIA), HMO database, 1992- 1996 . 

Medicaid rate cuts as a safe cost-saving initia• 
ti,·e because they affect a class of people that 
is not politically uni£ied.'6 

For each year of the study period, the oper· 
a ting margins of publicly traded and other for• 
profit plans participating in Medicaid were 
greater than those of their counterparts that 
did not participate (Exhibit 4). Nonpartici• 
pacing plans across all market segments expe• 
rienced a dramatic decline in their operating 
margins between 1995 and 1996. The HMO 
Group. other not-for-profit. and other for• 
profit plans not participating in Medicaid in­
curred operating losses greater than (or equal 
to) 10 percent for 1996. Publicly traded and 
Blue Cross plans that did not participate in 
Medicaid incurred operating losses of 4 per· 
cent and 7 percent, respectively. In contrast. 
all of the panicipating plans across all market 
segments incurred operating losses of 3 per• 
cent or less. 

P ROBABLE CAUSES AND 

IMPLICATIONS 

H~tO participation in t-tedicaid grew dra· 
maticall}' from 1992 to 1996, despite declining 
operating margins. Profitability among plans 
with high ~tcdicaid enrollment exceeded 
those \\ith lower enrollment in 1992 and 1993. 
In 1994 an apparent re,·ersal of fortune began 
among predominately Medicaid plans, and by 
1995 and 1996 these plans mounted losses that 
substantially exceeded th~ of low Medicaid 
enrollment plans. 

Fa\'orable selection among enrollees and 

higher Medicaid rates may have contributed 
to the profitability of predominantly Medic· 
aid plans prior to 1994. Higher administrative 
demands and increased requirements of par• 
ticiparion and compliance may explain why 
predominantly Medicaid plans experienced 
greater fi nancial losses after 1993 than did 
plans with a small proportion of Medicaid en• 
rollment. Higher medical expenses do not ap• 
pear to ha\'e driven these losses. This study 
measured only O\'erall HMO operating mar• 
gins not specific to any individual line of busi• 
ness. Declining operating results in other lines 
of business may influence the decision to par­
ticipate in Medicaid. 

Our inteniews with both stock analysts 
and Medicaid H~tO executives confirmed 
that the downturn in fin:1ncial performance 
for predominantly ~tcdicaid plans had three 
probable causes: rate inadequacy, substantial 
volatility. and cxcessi\'c administrati,·e bur• 
den resulting in higher costs. These factors, 
combined " i th the spiraling decline in profit • 
ability of other business lines and the pressure 
to meet the earnings estimates of stock ana• 
lysts, explain why commercial HMOs are re· 
considering their long-term commitment to 
Medicaid business.17 
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This study was funded by the Center for Health 
Care Strategics and made possible by a major grant 
from the Robert Wood Johnson Foundation (RWJF) 
through its Medicaid Managed Care Program. The 
findings, sraremcnts, and views expressed arc those 
of the authors and do not necessarily reflect those of 
rhc Center for Health Care Strategics or the RWJF. 

NOTES 
I. This phenomenon is known as the "two-market 

theory" of Medicaid. Sec F. Sloan ct al., · Physi· 
cian Participation in State Mcdinid Programs," 
Journal of Human Resources (Supplement 1978): 
211- 245. 

2. S. Felt-Lisk and S. Yang, -Changes in Health 
Plans Serving Medicaid, 1993-1996," Healrh Af­
fairs (September/October 1997): 125- 133. This 
study evaluated both licensed H~IOs and other 
risk-bearing entities that participate in Medic• 
aid. 

3. Narional SummaryofMedicaidManagcdCare Programs 
(Washington: Health Care Financing Admini· 
st ration, 1998). The number of Medicaid benefi­
ciaries enrolled in managed cue has increased 
from less than four million in 1992 to more than 
thirteen million in 1996. Also set 1995 Annual Rt· 
porr to Congress (Washington: Physician Pa)'ment 
Review Commission, 1996). 

4. 

5. 

6. 

7. 
8. 

9. 

10. 
II. 

12. 

13. 

The HMO Group is an alliancr of more than 
thirty not-for-profit staff- and group-model 
HMO plans (www.hmogroup.org). 
Health Plan Employer Data and Information Set 
(HEDIS l.O) (Washington: National Committee 
for Quality Assurance. 1998). 
HMO Darubasc 1995 Series Oiskerre Version User's 
Manual (Raltimorc: Health Care ln\'estment Ana­
i)'sts, Inc., 1996). 
Ibid. 
1995-1996 Managed Health Care Otruro,y (Wash• 
ington: American Association of Health Plans, 
1996). 
HMO Da1,1basc 1995 Series 01sl:crre \lemon User's 
Manual. 
Ibid. 
R. llurl~)' and M. McCue.Mcd1Ca1dandCommcrcial 
HA!Os: An Ar Risk Relat ionsh ip (Princeton, N.J.: 
Crnrn for I kalth Care Strategics. 1998). 
J. G.1hd, "Ten Ways HMOs Hll"t Changed dur· 
ing thl· l~•}0s," Healrh Affairs (\tar June 1997): 
134- H5. 
Blur C"n>ss pl.ms include both for profit and not• 
for prnfit pl.ms but exclude those that ha\'e been 
con1w1 ,·d to publicly traded entities. These 
pbns an: included in the publicly traded group. 

14. Hurky .ind McCuc, Medicaid and Commercial 
HAIOs.. 

15. Ibid. 
16. Ibid. 
17. Ibid.; R. Langrcth. ·After Seeing Profits from the 

Poor, Some HMOs Abandon Them," Wall Srrw 
Journal, 7 April 1998, Bl, B4; and H. Meyer. 
"Medicaid: States Serve Up a Real Turkey," Hos· 
pitals and Health Ncrworks (20 November 1997): 
22-24, 26. 28. 
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DRUGS 

:prescription Drug 
Coverage, Utilization, 
j\nd Spending Among 
Medicare Beneficiaries 
,s the cost and use of prescription drugs move to the forefront 
of Medicare policy discussions, new survey data shed light on 
,ecent trends. 

by Margaret Davis, John Poisal, George Chui is, Carlos Zara bozo, 
and Barbara Cooper 

ABSTRACT: Outpatient prescription drugs are not a covered benefit under 
Medicare. There have been proposals in the past to expand Medicare benefits 
ID include drug coverage, and current discussions dealing with ·modernizing· 
the Medicare benefit package have raised the issue again. Using data from the 
1995 Medicare Current Beneficiary Survey (MCBS), we describe the sources 
, nc1 extent of drug coverage among Medicare beneficiaries. The data show that 
65 percent of Medicare beneficiaries have some level of drug coverage-a 
ngure much higher than previous published numbers-and that 95 percent of 
Medicare health maintenance organization (HMO) enrollees have drug cover­
age. The data provide a baseline to observe future changes in the level of 
coverage, particularly among Medicare managed care plans. 

P
RESC RIPTION DRUGS PLAY AN essential role in the treatment 
of disease, particularly among the elderly and the chronically 
ill. Innovations in drug therapies have led to improved health 

outcomes and quality of life for persons living with chronic condi­
tions such as heart disease, hypertension, diabetes, arthritis, and 
depression, which are common among the elderly. Yet providing 
these therapies can be costly, and drug prices have been rising rap­
idly. In the six years between 1990 and 1995, national spending on 
prescription drugs increased SI percent, an average of more than 8 
percent per year.' The rise in spending reflects both the increasingly 

·· ········· ·· ··· ···· ·· ·· ····· ······ ······ ····· ··· ·· ··· ·········· ····· ·· ··· ·· ··· ··· ···· ·· ··· ····· ··· 
Margaret Davis, formerly a policy analyst in the Office of Strategic Planning at the 
Hralth Care Financing Administration (HCFA), is the assistant director of the lnscitucc 
for Medicare Practice at the Mount Sinai School of Medicine in New York City. John 
Poisal is a statistician in the HCFA Office of Strategic Planning George Chulis is a senior 
analyst on chat office's Medicare Current &neficiary Survey staff Carlos Zarabozo is a 
senior analyse in the Office of Strategic Planning. and Barbara Cooper is its dircccor. 
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plans, and research has shown that insurance carriers are setting 
premium rates to account for the presence of adverse selection 
among plans with drug coverage. s 

Access to the remaining sources of coverage depends largely on a 
person's employment status and income, as well as geographic loca­
tion. Many beneficiaries receive some type of employer-sponsored 
prescription drug coverage as part of their retiree health benefits. 
Beneficiaries also can enroll in Medicare managed care plans that 
provide drug coverage, either as a supplemental policy or as part of 
the basic risk-plan benefit package. In addition, certain low-income 
Medicare beneficiaries have access to drug coverage because they 
qualify for Medicaid coverage ("dual eligibles"). Another source of 
coverage for beneficiaries in certain states is state-administered pre­
scription drug programs. At least eleven states have implemented 
special programs to provide drug coverage for low-income elderly or 
persons with disabilities. Finally, some beneficiaries with a military 
service connection receive drug coverage through Department of 
Veterans Affairs (VA) or Department of Defense programs. 

Data Sources And Methods 
The data reported here were compiled from the 1995 MCBS Cost 

and Use file. The MCBS is a continuing panel survey of about 12,000 
aged and disabled beneficiaries. The information in this Data Watch 
is limited to data about persons participating in community inter­
views during the year and includes beneficiaries who were enrolled 
in Medicare at any point during the year.6 

Type of supplemental coverage. We assigned Medicare benefi­
ciaries to different categories depending on their supplemental in­
surance or supplemental coverage status. Many Medicare benefici­
aries hold more than one type of supplemental insurance. Although 
we consider the effect of additional types of supplemental coverage, 
we have assigned persons with multiple sources of coverage to the 
single category that is most likely their primary source of coverage. 
In addition, to be included in a particular category, beneficiaries had 
to have spent all of their ?\-1edicare-eligible months in that category. 
Those who switched supplemental insurance coverage during the 
year were placed in a separate category of "switchers.ft Our Medicaid 
category includes qualified Medicare beneficiaries (QMBs) and 
specified low-income Medicare beneficiaries (SLMBs) who may not 
have drug coverage in their Medicaid benefits. 

Prescription drug coverage. Beneficiaries were considered to 
have drug coverage if they had it at any point during their eligible 
months. Previously published reports on prescription drug coverage 
used beneficiaries' self-repor,ted data for persons with private insur-
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important role of drugs in the treatment of disease and the rising 
costs of these drugs. Elderly and disabled Medicare beneficiaries are 
particularly vulnerable to the high cost of prescription drugs, which 
are not a covered benefit under Medicare (with limited exceptions). 

This Data Watch presents the most current information available 
from the 199S Medicare Current Beneficiary Survey (MCBS), which 
documents the number of noninstitutionalized Medicare benefici­
aries with drug insurance coverage, how they are getting that cover­
age, and the amount that they and insurers arc spending for pre­
scription drugs. These data provide an overview of drug use and 
sources of payment among the entire Medicare population. includ­
ing managed care plan enrollees. 

Background. Medicare beneficiaries have several options for ob­
taining prescription drug coverage. although not all beneficiaries 
have access to these options. Prescription drug coverage is included 
in some Medigap plans. in most employer-sponsored plans. as part 
of Medicaid coverage and in other public programs, and. at least in 
recent years. in most Medicare risk plans. 

Some Medicare beneficiaries can purchase limited supplemental 
drug coverage through Medigap plans. However, only three of the 

PRESCRIPTION ten standardized Medigap plans include a prescription drug bene­
DRUGS fit.2 In addition, the Medigap drug coverage is limited, with high 

beneficiary cost sharing: Two of the plans require beneficiaries to 
meet a $2S0 deductible and then cover SO percent of the cost of 
prescription drugs up to a maximum annual benefit of $1.2S0. The 
third plan is the same but has a maximum annual benefit of $3,000. 
Access to individually purchased Medigap policies can sometimes 
be limited. Elderly Medicare beneficiaries are guaranteed a six­
month open-enrollment period when they first enroll in Part B at 
age sixty-five or older. However, disabled beneficiaries under age 
sixty-five are not eligible for an open-enrollment period and often 
are not able to purchase a Medigap policy.1 Under federal law. at any 
time after the open-enrollment period, insurers can refuse to issue 
Medigap policies on the basis of age or health status and can impose 
preexisting condition exclusion periods or ref use to co,·er certain 
conditions at all. Even insurers that have ugttaranteed issue" for 
Medigap policies without drug coverage underwrite drug co,·erage 
purchased outside of the open-enrollment period. 

Premiums for Medigap plans with drug coverage are expensive. 
When the benefits to be included in the model Medigap plans were 
being debated by the National Association of Insurance Commis­
sioners (NAIC), there was considerable concern over ad,·erse risk 
selection if drug benefits were added.4 In fact , the premiums for 
these plans tend to be much higher than those for other Medigap 
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ance and reasonable assumptions for persons in HMOs or with 
Medicaid coverage to determine whether or not their supplemental 
insurance included prescription drug coverage. One difficulty with 
this approach, however, fs that, in general, Medicare enrollees do 
not have a clear idea of what either Medicare or their supplemental 
insurance actually covers.7 MCBS prescription drug records contain 
information on each source of payment that contributed any amount 
in paying for a prescription. For example, if a person answered .. no" 
to whether his or her policy covered drugs, but our drug payment 
records showed that the insurer actually paid for prescription drugs 
for the person, we changed the person's insurance status to )es." It 
is highly unlikely that an insurer would make a payment unless 
there was a policy in effect covering drugs. 

Our original intention was to use the payment data only to cor­
rect self-reported information on drug coverage. Initially, we looked 
at whether a self-report or assumed CO\'erage corresponded to pay­
ment data within the person's primary insurance category. All pre­
vious reports assumed that the person's drug insurance coverage 
came from his or her primary supplemental insurance. However, in 
analyzing the payment data we found that beneficiaries sometimes 
have drug coverage from a source other than their primary supple­
ment and sometimes have drug coverage from multiple sources. 
Clearly. these findings highlight that many beneficiaries attempt to 
.. cobble together" the best total insurance package they can using all 
of the possibilities available to them. 

This led us to create two categories of drug coverage: The main 
category includes persons who ha\'e drug coverage from their pri­
mary supplemental coverage; the new category includes persons 
who do not have drug coverage from their primary supplemental 
coverage but obtain some drug coverage from another source. The 
combined result of these efforts is to produce estimates of drug 
coverage that are considerably higher than previous estimates. Most 
previous estimates of prescription drug coverage estimated that 
50- 5S percent of the Medicare population had prescription drug 
coverage. compared with our estimate of 65 percent (Exhibit 1).8 

Our internal analyses suggest that drug coverage in the Medicare 
population increased 2-3 percent between 1992 and 1995. Identify­
ing persons with secondary drug co,·erage added another 3- 4 per­
cent. Using more reliable source-of-payment data to correct seU­
reports and assumptions about drug coverage contributed the 
remaining 4- 9 percent difference. We believe that persons with 
secondary drug coverage, and those whose payment records contra­
dicted their seU-reports or assumptions about drug coverage, were 
largely omitted from previous analyses. 
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EXHIBIT 1 
Distribution Of Nonlnstltutlonal Medicare BeneflclarlH, By Type Of Supplemental 
Insurance And Presence Of Drue Coverage, 1995 

Number of pe,.on1 P1rc:ent dl1trlbutlon 

Wltll Wlttl Wltll Wltll 
primary aecondary primary IICOndary 
drui drui Nodruf druf d"" Nodruf 

lypeof coveraf• Total coverai• c:ov1rai1 cov•rai• CO\llllfl cov111i• COVlllfl 
All persons 36,715.848 22,671,434 1,257,223 12,787,190 61.7% 3.4% 34.8% 
No supplemental co-.erage 

(FFS Medicare only) 2,953.582 0 0 2,953,582 0 .0 0.0 100.0 

Supplemental coverage 
• Mechcare risk HMO 2,507.962 2,383,685 - 103,918 95.0 -• 4.1 

Med,caid0 4,498,400 3,949,139 89.751 459,510 87.8 2.0 10.2 
Employer-sponsore<f 12.105.893 10,161,803 289,723 1,654,369 83.9 2.4 13.7 

Individually purchased only 10.640.789 3.075, 376 743,124 6,822,289 28.9 7.0 64.1 
All ottier0 985,931 773,753 -• 198,466 78.5 20.1 -a 
Switched coverage dunne 

the year• 3.023.291 2,327,678 100.557 595,056 77.0 3.3 19.7 

SOURCE: HCFA Off.:. of StrateCic Plal'IIWIC. data from the Medicare Current een.r,c1a,y Sut14y. 
NOTES: FFS is fe•lor-seMOe. HMO is health maintenance org.anlzation. 0ata are based on the nonlnstitutionallzed, 
community-based POOUlatlon and include UloU whO were erv~ In Medicare at some po;rc durin& the year. Each person has 
bN(I assl&ned 10 one supplementaty insuolnce caieco,y, but they may 0t may not obtain their dru& Insurance coverage from that 
source. ·w,th primary drug C0\1!raee· means that the person has drue insurance, and il is from their prlma,y supplementa,y 
Insurance. ·wilh seconda,y drug~· means that the pe,son has drug insurance. but it is not from their primary 
supplementary insurance. 
• Number is unreliable because of smal sample sue. 
0 Includes beneflC18nes recem~ full Medicaid benefits, as well as qua11ri«1 Medicare t>enef'iclaries (QMBsl and specd'ild 
IOw◄ncome Med,ca,- benef,c,anes (SlMBs). 

c Includes those wno only had ernplo)oef-$P0050fed supplemenUII insurance and those who had both amplo),er-sponsoled and 
1nclMdually purchased supplemental ll'tSUrance. 
0 lncluoes other public procrams such as Veterans Allalrs, Department ol Oetense, and State Pharmaceutical Ass,stance 
Proe,ams tor low-income elderly, as wen as non-<isk HMOs (cost and health care prepayment plans). 
• Includes benef,c,ar,es whO did not spend 100 percent of the11 Medicare4t,gible monthS In one insurance catecory. 

Survey methods. There is a long-standing debate on whether a 
household survey is the appropriate way to coUect expenditure data 
on drugs. Critics in earlier reform debates argued that previous sur­
ve)'S seriously underestimated prescription drug use and costs be­
cause of poor recall and other methodological problems.9 Others 
argued that these critics were overstating the size of the problem.'0 

These debates were taking place as the ?vtCBS field procedures were 
being developed. and special pains were taken to improve its drug 
use and cost collection procedures." We believe that our field meth­
ods generally have impro,·ed the drug use underreporting problem, 
but we acknowledge that underreporting is still a problem. 

Payments. We attempted to determine the actual transaction 
price for each prescribed drug. not the listed or posted price to 
which discounts (such as senior citizen discounts) are sometimes 
applied. We also de,·cloped a variety of methods for establishing a 
reasonable transaction price for the drug used when the respondent 
knew the amount he or she paid out of pocket but did not know the 
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total transaction price (for example, if an HMO, Medicaid, the VA, a 
state-based plan, a local charity, or other entity made the payment 
on their behalf).12 The end result of this process was to establish a 
realistic average transaction price for each drug, taking payers into 
account. In individual cases, the average payment may actually have 
been more or less than the average price we established. But in the 
aggregate, and on average, we believe that our final price is a reason­
able estimate of the total price paid to the dispenser for that patient 
to obtain that particular drug. In allocating total payments among 
the various sources of payment, we classified only 2 percent of pay­
ments as coming from an unknown payment source. 

Prescription Drug Coverage 
Although Medicare does not offer outpatient prescription drug 

benefits as part of its traditional fee-for-service benefits package, in 
1995 nearly two-thirds (65 percent) of Medicare enrollees living in 
the community had some fonn of supplemental insurance that cov­
ered outpatient prescription drugs (Exhibit l)}1 Among persons 
with drug coverage, 62 percent received their drug coverage from 
their primary supplemental plan; for an additional 3 percent, pay­
ment records indicate coverage from another source. For example, a 
person may have Medicare and an individually purchased Medigap 
plan that does not cover his or her drug purchases but may get drugs 
through a state-based drug coverage plan or the VA. We believe that 
such persons previously had been classified as not having drug cov­
erage. Slightly more than one-third of noninstitutionalized Medi­
care beneficiaries had no prescription drug coverage. 

Supplemental policies vary widely in the extent to which they 
include drug coverage. Beneficiaries in Medicare risk HMOs have 
the highest level of prescription drug coverage (95 percent). Other 
groups of Medicare enrollees with high levels of drug coverage in­
clude persons with Medicaid (88 percent, including QMBs and 
SLMBs), employer-sponsored supplemental insurance (84 percent), 
and other public coverage such as a state-based drug plan or VA 
coverage (78 percent). Most enrollees in these groups obtain their 
coverage from their primary supplemental insurance, but some re­
ceive it from a secondary source (about 2 percent in each category). 

Only 29 percent of beneficiaries with individually purchased pri­
vate Medigap plans had drug coYerage from the Medigap plan. This 
is not surprising, given the high cost and limited coverage available 
under standard Medigap policies. It is also not surprising that the 
insurance category with the lowest level of primary drug coverage 
has the highest share of persons who get drug coverage from a 
secondary source (7 percent). 
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Prescription drug use. A recent national survey reported that 80 
percent of retired persons take a prescribed drug every day. 1◄ This is 
consistent with our findings that 86 percent of Medicare beneficiar­
ies living in the community used at least one prescription drug 
during 1995 (Exhibit 2). The average such beneficiary used 18.S pre• 
scriptions in 1995. 

The presence of supplemental insurance has consistently been 
shown to increase utilization rates for, and access to, most types of 
health services. Our data show that this pattern holds true for pre­
scription drug use. Persons with drug coverage averaged 20.3 pre­
scriptions per year, whereas those with no drug coverage averaged 
15.3 prescriptions per year. 

Persons with no supplemental insurance at all (12.7 prescript ions 
per year) had prescription drug use rates that were 31 percent below 
the national average, and again the disparity was even greater when 
compared with persons holding drug insurance. Beneficiaries with 
no supplemental coverage are more likely to have lower incomes 
than the average Medicare beneficiary.'1 In general, economic fac-

EXHIBIT 2 
Percentage Of Medicare Beneficiaries Using Prescription Drugs And Avera&• 
Prescriptions Per Person, By Type Of Supplementary Insurance Coverage And 
Presence Of Dru& Coverage, 1995 

Awr•C• number of prescrlptlone 
Perc:.nt ualnc prffCtlptlon dnlp perpel'IOfl 

All WIUldNC Nodrvt Al With dNC No dniC 
Type of cowrace peraon1 _, .•. co...,.,. persons coverace cow,.,. 
All persons 86" 89" 81" 18.5 20.3 15.3 
No supplemental coverage (FFS 

Medteare only) 70 -· 70 12.7 • - 12.7 

Supplemental C011erage 
Medicare risk HMO 87 87 81 15.7 16.2 5.1 
Medicaidb 87 91 56 25.6 27.0 12.9 
Employe<-sl)()nSO(e(f 89 89 90 18.4 18.6 16.9 

Individually purchased only 87 87 86 17.8 19.8 16.8 
All other° 92 95 77 19.4 20.9 13.4 
Switched coverage during the year• 87 89 76 18.8 20.6 11.6 

SOURCE; HCFA Office ot Strategic: Planning. data from the MedlCilre Current Benef,c,ary Sun.ey. 
NOT£S: FFS is t-ior-service. HMO Is health maintenanoe ore,an,za1ion. Oata are based on the non,nst~utionallzed. 
community-based population and include those whO were enrolled In Medicare at some point durinll the year. Each person has 
been assl&ned to one supplementary Insurance ca1.e11ory. but they may°' may not obtain tne,r dru& insurance co.e,aee from that 
source. 
a NOi applicable. 
D Includes beneficiaries recei~ing full Medicaid beneflts. as well as Qualtfied Medicare beneficiaries (QMBs) and spedied 
low-income Medicare beneficiaries (SLMBs). 
c Includes those whO only had e~1-sponso,ec1 supplemental insurence and th05e wno had bo(h employe1,sponsored and 
indMdual1y purci'lased supplement.Ill ,nsurance. 
d Includes other public l)IOllf8ms such as Veterans Affairs. Department of Defense, and Sta1.e Pl\armaoeutic81 Asststance 
Programs fo, low-income elderly, as well as non-risk HMOs (cost and health C11re prelMl)'ffl8flt plans~ 
• Includes beneficiaries who did not spend 100 percent ot their Medic8re-eli&}ble months in one insurence cateeo,y. 
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tors-including income and supplemental insurance cover, 
age-play an important role in whether a prescription medication is 
obtained to treat a health problem: Higher income and more com, 
prehensive insurance· coverage increase the chances that an elderly 
beneficiary will use a prescription drug, whether or not the drug is 
for a minor illness or for a serious, chronic condition.16 Similarly, 
beneficiaries whose only coverage is fee-for-service Medicare have 
fewer physician visits than do those with any form of supplemental 
insurance.17 Also, ambulatory physician visit rates for elderly benefi• 
ciaries tend to decline as income declines}' This clearly would affect 
a person's ability to obtain a prescription, given that a physician 
contact generally is required to obtain a prescription. 

Persons with ~ tedicaid used about twice as many prescriptions 
on average (2S.6) as persons in fee-for-service with no supplemental 
insurance (12.7), reflecting the hjgher concentration of older, sicker, 
and low-income persons in Medicaid. Another interesting finding is 
the relatively low prescription use rate for persons in Medicare risk 
plans (1S.7 per person per year): 15 percent below average. Studies to 
date have suggested that persons enrolling in Medicare HMOs are 
generally healthier and less ex-pensive to care for on average.19 This 

Ptt£SCRFT10N may be one reason that Medicare risk plans simultaneously have the 
ClllUCS highest share of persons with prescription drug coverage (9S per, 

cent), coupled with prescription drug use rates weU below the na­
tional average, although this also may reflect the effect of pharmacy 
benefit management in an HMO setting. 

Prescription drug payments per person. Drug ex-penditures for 
the average Medicare beneficiary living in the community were 
about $600 in 1995, accounting for payments from all sources (Ex­
hibit 3). Total a\'erage spending per person for those with drug 
insurance was 60 percent higher than for persons without any drug 
coverage ($691 versus $4 32). The lowest average level of spending 
per person. by far. was for Medicare risk HMOs ($458). In every 
insurance category spending per person was much higher for per­
sons with drug insurance coverage than for those without it. 

A"erage drug insurance payments per person vary widely by in­
surance category. The highest a\'erage insurance payment per per, 
son ($577) for persons with Medicaid is more than five times greater 
than that for those with Medigap insurance ($112). High deduct­
ibles and coinsurance associated with the standard ~ tedigap drug 
insurance probably account for most of this disparity, although 
higher prescription drug use rates for Medicaid beneficiaries also 
contribute to the higher payment rate. 

Shares paid out of pocket. Average out-of-pocket payments for 
drug expenses for beneficiaries without any form of drug coverage 
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EXHIBIT 3 
Averaee Drue Expenditures Per Person For Medicare Beneficiaries, By type Of 
Supplementary Insurance And Pr ... nce Of Drue Coveraee, 1995 

Total upendltufee lnwr■nce upendlturM Out-of1'(1Ck■t eqlefldttw. 
e!!.,._ 1!!!2!'90II 2!'2!,_. 

Wltll wttll Witt! 
All dN. No dNIS All dnc All drlC NodrUC 

n■ _,.,. -··· ,.,.on• oover•I• ,,.,_ 
COY■r■1• --Ce 

All persons $600 $691 $432 $297 $459 $303 $232 $432 

No supplemental cowrace 
(Ff'S Medicare only) 352 • - 352 • - -· 352 • - 352 

Supplemental eo11era,e 
Medicare risk HMO 458 472 125 297 310 160 162 125 
Medicaicf 727 777 284 577 642 150 135 284 
Empqet-sponsored' 698 732 484 438 507 260 224 484 

Individually purchased only 550 674 480 112 313 437 361 480 
All Olhel" 618 677 385 341 427 277 249 385 
Swrtched ~rage during 

Ille yea( 54 7 600 331 244 304 303 297 331 

SOURCE; HCFA otfoee or Strategic Ptannlng. data from the Medicare Current Beneficia,y Su"'9)'. 
HOtt:s, FrS IS IM"lot-seMCe. HMO IS health mai~nance 01ganlzation. See Exhibit 2 NOies. The cate&OIY ·no dru& co,erac-· is 

not apphcable to insurance expenditures per person and Is omitted. 
• Includes u,pend,lures where the source of payment is unknown. 
0 NOi applocable. 
c Includes benefderies r-.vin& lull Medicaid benefits. as well as qualified M~ t>enef'lcla(les (QMBs) arid speclrled 
low-oncome Mecbt9 beneflCiaries (SlM81). 
0 tnchideS thOse whO only had e~r,ponsored supptementel Insurance and those who had both •~r-sponsoted and 
irldMOualy purchased sUl)C)lemental insu,ance. 
e lnc:Iudes othet public prOW9ms such as Veterans Affairs. Oepar1ment of Defense, arid Stal.e P111rma0e<Jtat Asslstllnce 
Programs for tow-lnoome tldeny, as well as nOMlsk HMOs (cost and health ca111 p,epayment plans). 
1 lnctudes benefoaries whO did nOI spend 100 percent of their MedocallHfl&ible months In one Insurance cate&o,y. 

were S432 in 1995, compared with $232 for those with drug cover, 
age. \ (any persons pay premiums for their supplemental coverage, 
and some part of those premium amounts undoubtedly goes toward 
drug coverage. A more precise comparison would add drug insur, 
ance premium payments to out-of-pocket payments. Unforrunately, 
we do not always know from our records whether reported insur­
ance premiums include or exclude drug coverage, or how to split 
drug coverage premiums out from total premiums. 

Among insurance categories, out-of-pocket payments for drug 
expenses are highest for those with individually purchased Medigap 
plans (S4 37) and lowest for persons with Medicaid and those be, 
longing to }..tedicare risk HMOs ($150 and $160, respectively). 

Exhibit 4 shows the share of total spending on prescription drugs 
paid out of pocket, on average, by all beneficiaries and those with 
drug co,·erage. The data show that the average Medicare beneficiary 
paid half of the cost of prescription drugs in 1995. By contrast, for the 
entire U.S. population the national average share of prescription 
drug expenses paid out of pocket was much lower (34 percent).10 

One clear reason for this difference is that a larger share of younger 
persons ha\'e prescription drug insurance. We noted above that 65 

HEALTH AFFAIRS. Januar y / February 1999 



D ATA W AT CH 

EXHIBIT 4 
Share Of Total Drue Payments Paid Out Of Poc:ket By Medicare Beneficiaries, By Type 
Of Supplemental Insurance And Presence Of Drue Coveraee, 1995 

Ratio of out-of-pocket 
expendltur~ to tc,tal ex~ndlturM 

1)'pe of cover•c• All persons With dniC cover•c• 
All persons ~ 34% 
No supplemental COYerage (FFS Medicare only) 100 -· 
Supplemental coverage 

Medicare risk HMO 35 34 
Medicaid' 21 17 
Employer-sponsore<f 37 31 

Individually purchased only 80 54 
All other" 45 37 
Switched coverage during the yea," 55 49 

SOURCE: HCFA Off10e of Strategic Plann,ng. data lrom the Medicare Cwent Beneficiary Sur,,ey. 
NOTU: FFS is fee-for-service. HMO Is healtll maintenance 0tpnizatlon. See Elmlbit 2 Notes. 
8 Not applicable. 

~ Includes beneficiaries rec~ fun Medicaid benefits. es MIi es quald'l8d Medlcam beneficiaries (QMBsl and specified 

low-lncome Medicare beneficiaries (SLMBs). 
• Includes tllose who only had emplo)ef-5DOflS0(8d supple~tal insurance and tllose who had both em~•~ponSOted end 
lndMdually purchased supplemental insurance. 
d Includes otl\el public l)IOC/amt suc:11 es YetelWIS Affairs. Oej)ertmene of o.tense, and State Pllarm&eeulC:81 ~nee 
Proe,ams '°' !Ow-lncome elderly, es well - nOtHisk HMOs (OOII and hMIIII c:ere p,epeyment plens). 
• Includes befteroeiartes who Oki no( spen0 100 percent of their Med~ montl\s In one Insurance e&le&O'Y, 

percent of Medicare beneficiaries have prescription drug coverage. 
The Bureau of Labor Statistics estimates that 80 percent of persons 
employed in medium and large firms have prescription drug cover­
age. 21 Another possible reason is that the prescription drug coverage 
held by Medicare enrollees may not be as comprehensive as that 
held by younger persons. 

While the average out-of-pocket share for Medicare beneficiaries 
is half the total payment, persons with drug coverage paid an aver­
age of 34 percent. Persons with Medicaid paid the least out of 
pocket (21 percent). This seems consistent with the aim of Medicaid 
to help low-income persons and reflects the low cost-sharing 
amounts most states apply to Medicaid-covered prcscriptions.21 

Beneficiaries with Medigap policies pay 80 percent of their drug 
expenditures out of pocket (in addition to the premium paid for the 
coverage). Members of risk HMOs and persons with employer­
sponsored insurance both pay about one-third of their drug expen­
ditures out of pocket. These diff crences again illustrate the wide 
variation in the level of drug insurance coverage. 

Polley lmpllcatlons 

For years policy discussions over whether and how to expand 
Medicare to include a prescription drug benefit have led to a number 
of proposals, none of which has ever been permanently adopted. 
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lbis issue has again been raised during the deliberations of the 
~ational Bipartisan Commission on the Future of Medicare, created 
by Congress in the Balanced Budget Act (BBA) of 1997. Discussions 
.among the various commission task forces have included the need to 
consider "modernizing" the Medicare benefit package to make it 
more consistent with the current structure of private health insur­
.ance plans, including adding some type of prescription drug benefit . 

The Medicare population clearly has a need for coverage, as the 
.average beneficiary uses eighteen prescriptions per year. Even those 
v.;thout prescription drug coverage use almost thirteen prescrip­
tions per year. Medicare beneficiaries also spend a lot out of pocket 
for their prescription drugs-much more than the average for the 
U.S. population (50 percent versus 34 percent of expenses paid out 
of pocket). A significant portion of the Medicare population now 
has drug coverage from one or more sources, but there is wide vari­
ation in the extent of protection. or lack of protection, from the 
nrious sources. Not presented here. but important for further 
analysis, are the socioeconomic characteristics and health and func­
tional status of beneficiaries in each of the insurance categories-in 
particular, for those without any drug coverage. Understanding 
these factors is necessary to further understand the gaps in coverage DATAWATCH 

and vulnerabilities of the population as policymakers attempt to 
craft options for reform. 

Another important finding is the extent to which enrollees in 
Medicare risk plans have drug coverage, and the relative generosity 
of that coverage. The MCBS data show that enrollees in Medicare 
risk plans had very high rates of drug coverage in 1995. when three 
million Medicare beneficiaries were enrolled in risk plans. 

Risk-based Medicare managed care plans are not obligated to 
provide drug benefits, but a recent unpublished analysis by HCFA of 
Medicare HMO data indicates that the vast majority of such plans 
provide some level of prescription drug coverage to their enrollees, 
which confirms the results of the MCBS analysis. In addition. the 
HCFA analysis shows a clear correlation between the Medicare 
capitation payment and the extent of CO\'erage offered. Although the 
extent of that coverage varies significantly across plans. 40 percent 
of plans that provide drug coverage in the basic benefit package have 
no maximum annual dollar caps on their coverage. Of those that do 
impose limits, about 60 percent have caps of $1,000 or more per 
year-that is, the vast majority of beneficiaries have no caps on their 
HMO drug coverage or are subject to a cap that is above the average 
yearly total of drug expenditures for all Medicare beneficiaries re­
ported in the MCBS data. Whether Medicare HMOs will continue 
to offer generous drug coverage is unclear. 
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PRESCRIPTION 
DRUGS 

There has been a good deal of attention recently to the managed 
care industry's assertion that payment changes required by the BBA, 
combined with rising drug costs and other factors, will result in 
plans' cutting back in the addit ional benefits that they now offer to 
Medicare beneficiaries, such as prescription drugs, or withdrawing 
from the Medicare managed care market altogether. Again, it will be 
important to monitor these benefi t and enrollment changes, as well 
as changes in retiree coverage and the Medigap market, as policy­
makers consider options for prescription drug policies. 
, ................................................................................................. . 
The auchors chank Frank Eppig, Dan Waldo, Ellen O'Briai. and Jack Hoadley for 
com men cs on an earlier drafc of I his paper. 
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Reform," Journal of Health Policy, Po/irics and Law (Spring 1995): 31- 46. 

S. LA. McCormack et al., ·r,. tedigap Reform Legislation of 1990: Have the Objec• 
th·es Been 1'tet1" HcalrhCarc Financing Rcview(Fall 19%): 157- 174. 

6. G. Adler, ·A Profile of the Medicare Current Bcndiciary Sur\'ey: Hcalrh Care 
Financing RcviOI' (Summer 1994): 153-163. 

7. N. 1'1cCaU. T. Rice. and J. Sangi, "Consumer 1-:nowlcdge of 1'.lcdicare and 
Supplemental Health Insurance Benefits," Health Sm,ccs Research (February 
1986): 633-657. 

8. American Association of Retired Persons Public Policy Institute, Prcsmption 
Drug Coverage and rhc Elderly: Issues and Options (\\ 'ishington: AARP, 1994). S, 
Table 2; G. Chulis. F. Eppig. and J. Pois:11, "O\mership and A\'erage Premiums 
for }.lcdicare Supplementary Insurance Policies: Health Care Financing Review 
(Fall 1995): 255- 274; and AARP Public Polic)' lnsmute, Prescription D111gCovcr­
agc among Akdi(Ql'C Brncfi<iarics (Washington: AARP. August 1997). 

9. ~I. Berk. C. Schur. and P. Mohr, ·using Survey Dlta to Estimate Prescription 
Drug Costs," HcalthAffairs(Fall 1990): 146-156. 

10. During that debate both the Congressional Budget Office (CBO) and the 
Health Care Financing Administration's (HCFA's) Office of the Acruary filed 
reports with Congress indicating that sun·ey reports of drug utilization and 
costs were probably 10-20 percent underestimated based on the sun-ey data 
used (the 1987 National Medical Care Expenditure Sun·ey). J. Moeller and N. 
~lathiowetz, ·correcting EtTOrs in Prescription Drug Reporting: A Critique," 
Health Affairs (Spring 1991): 210-211: and Berk ct al. · Using Sun·ey Data.· 

11. Each MCBS respondent is asked each round (essentially every fou r months) 
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view. Beneficiaries are asked to keep a calendar and retain any insurance 
statements, pa}ment receipts. check stubs, and so forth, and bring them to the 
intm·icw. For pre~ribcd drugs. respondents arc asked to retain and bring to 
the intmicw the prescription bottle, the package it came in, and any receipts 
they received for each prescription drug used. In addition. interviewers. con­
sulting a list of all prescription drugs reported in the previous interview, ask 
whether the respondent has taken each of those drugs during the current 
reference period This is designed to impro\'e recall and get exact prescription 
names, dosages, prices. and the form of medication used. Although the pa­
tients themselves are usually the best source for amounts paid out of pocket, 
beneficiaries' insurance statements arc carefully examined to get the sources 
and amounts of payments from third parties. 

12. The first step is to look within the MCBS database to sec if a total price is 
reported for that drug. in that form, and in that prescription size. If no total 
price exists in the MCBS database, we then refer to a published drug industry 
source that gh·es the a,·eragc national wholesale price of that prescription 
drug. Different purchasers often pay a different price for the same drug. Infor­
mation on the typical discount is obtained from average prices that bulk 
buyers such Ht-.!Os and the VA could obtain from drug manufacturers. Simi­
larly. we used information on the lc"cl of discounts obtained from state 
Medicaid rebate programs. In retail pharmacies we found that price markups 
varied by the size of the average wholesale price. For example. for prescrip­
tions with average prices below $5, the final price was more than double that 
amount on average. For prescriptions with prices above $20, on the other 
hand, the pharmacy markup was much smaller on average. 

13. Medicare has \·cry limited outpatient prescription drug coverage. In general, DATAWATCH 
drugs that can be sell-administered arc not covered under Part B. There arc a 
few exceptions to this rule: immunosuppressant medications for transplant 
patients for a period of thirty-six months, blood-cloning factors for hemo-
philia. crythropoietin (EPO), injectable osteoporosis drugs used to treat a 
bone fracture. oral anticancer drugs (only covers oral drugs if they arc also 
available paremerally). oral and parenteral antinausca medications when used 
for treatment of side effects of chemotherapy. and a reasonable supply of 
antigens. 

14. K. Dunham. ·concern for Health Cuts across Social Boundaries," Wall Street 
Journal. 23 June 1998. AIO. 

15. Health Care Financing Administration, The Characrcristics and Perceptions of the 
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Trouble_In The Nurse La 
Market? Recent Trends 

Future Outlook 
As managed care has spread across the country, registered nurst.s. .. 

the pinch in earnings and employment. Are changes on the ho: 

P ET ER l. 8UERHAUS ANO DOUGLAS 0. STAIGER 

NURSING PE RSONNEL play a ccnrral 
role in producing and coordinating 
patient care in both acute and non, 

acute care sett ings. and recent \'igorous ef­
forts to lower and control costs ha\'e greatly 
affected nurses· employment. earnings. and 
clinical practice. Registered nurses (RNs), in 
particular, ha,·c been in\'olved if reluctant par­
ticipants in hospitals' dforts to restructure 
patient care delivery in the 1990s. Many RNs 
assert that they arc working harder than ever, 
that work satisfaction and morale arc suffer­
ing, and th.it the quality of patient care has 
deteriorated o,·cr the past few ycars.1 They 
also complain that employment opportunities 
arc disappearing rapidly in acute care hospi· 
tals, where historicaUy two-thirds of all RNs 
ha\'e been cmployed.2 

The pcrcci\'cd decline in hospital employ· 
mcnt has been balanced to some extent by the 
shift of patient care dcli,·ery into nonacute 
care settings. ~!any in the nursing profession 
bclie\'e that health care dcli,·cl)' has been 
O\'crly concentrated in acute care settings and 
thus ha"c welcomed this shift.1 Moreover, the 
greater use of nonhospital settings has gener­
ated an expectation of new cmplopncnt op· 
portunitics for nurses. Nursing education 
programs throughout the country are scram-

bling to rc,;se their curricula 
nurses for new jobs and expa.ndiJw 
nitics in nonhospital settings.• 
some quest ion the capacity of 
providers to employ all of the 
hospitals as a result of downsi 
tion, and dforts to gain greater 

These and many other prol 
the nurse workforce were brought 
Institute of ~ledicine's (IOM's) 
on the Adequacy of Nurse St 
tals and Nursing Homes in 1996 : 
dent's Ad\'isory Commission on 
Protection and Quality in the Hi 
dustry in 1998.6 Throughout their. 
t ions, the comminces faced a c 
empirical data regarding the effects 
tal restructuring and other heal 
changes on nurse staffing. Thus, ~ 
tees called for public and private 
collect and analy::c data on the nt.ll'lt 

force. 
In our earlier work. which anal• 

available through 1994, we found 
spread of mamged care had slowed 
mcnt growth for R:--:s in some sta~· 
shifted emplorment toward nonhos~ 
tings. particularlr home health.7 Despite 
emerging trends. the national impactoo 

Pcrcr Buerhaus is rhe director of rhe Harvard Nursing Research Insrirurc and an assisranr professor• 
Harvard School of Public Hcalrh in Bosron, Massachuserrs. Douglas Sraigcr is an associau pro/a 
economics ar Darrmourh College in Hanover, New Hampshire, and farulry research fellow at t1tc N, 
Bureau of Economic Research in Cambridge, Massachusetts. 
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employment and earnings was slight. Since 
1994 there has been a surge in the growth of 
managed care. and it is likely th:\t the national 
impact on the nurse workforce has grown.• 

In this paper we examine employment and 
earnings trends for nursing personnel using 
data through 1997. Our analysis focuses on 
two questions. First. to what extent has the 
recent growth in managed care affected the 
employment of nurses nationwide? Ha,·e the 
emerging trends seen in our earlier work ap· 
peared more broadly. and have new trends 
emerged? Second. what do these trends imply 
for the future nurse workforce? In panicular. 
arc cmplo}'ment and earnings likely to be ad• 
versely aff ccted over the next few years as 
health maintenance organi2ations (HMOs) 
and other forms of managed care spread? 

DATA AND M ETHODS 

■ DATA SOURCES. Data were obtained from 
the U.S. Bureau of the Census Current Popu• 
lation Survey (CPS) Outgoing Rotation 
Group Annual Merged Files. The CPS, a 
hou se hold -based survey admini stered 
monthly by the Census Bureau. is widely used 
by researchers and by the U.S. Dcpanmcnt of 
Labor to estimate current trends in un· 
employment, employment. and earnings. The 
CPS covers a nationally representative sample 
of more than 100.000 persons. and every 
month one-quarter of the sample (the outgo­
ing rotation group) is asked detaiJed ques• 
t ions about current employment status, hours 
worked. earnings, occupation, and industry of 
employment. These data offer se\'cral ad\'an• 
tagcs o,·er other data commonly used to ana• 
lyzc the nurse workforce (for example, the 
American Hospital Association Personnel 
Sur\'cys and the federal go\'ernmcnt's Na• 
tional Sample Sur\'eys of the Population of 
Registered Nurses). Specifically. the CPS is 
the only source of annual data for all nursing 
personnel (RNs. licenscd practical nurses. or 
LPNs. and aides) employed in both hospital 
and other settings. In addition. using CPS 
data enables comparisons of employment and 
earnings trends between nursing and other 
occupations. 

We used CPS data on nursing employment 
and earnings for the period 1983- 1997. The 
data set included all persons ages twenty-one 
to sixty-four who reported their occupation 
as RN (N • 47,996). LPN (N = 12,115). or aide,, 
orderly, or attendant (N .. 45,126). Hourly 
wages were calculated as usual weekly earn• 
ings dh~dcd by usual weekly hours. Wages 
were adjusted for inflat ion using the Con• 
sumer Price Index for all goods in urban areas 
(CPl·U) and are reported in constant 1997 dol­
lars. Employment was measured as full-time 
equivalents (FTEs) (that is. the number of full­
time emplo>•ees plus one-half the number of 
part•time employees). where full -time em· 
ployment is defined as working thirty or more 
hours per week. For each category of nursing 
personnel. data on earnings. employment. and 
employment setting were aggregated at the 
annual level As a validity check. estimates of 
RN employment based on CPS data were com· 
pared -...rith corresponding estimates from the 
1984. 1988. 1992. and 1996 National Sample 
Surveys of the Population of Registered 
Nurses and found to be quite similar.9 

In some analyses we categorized states 
into high versus low enrollment in HMOs ac· 
cording to the proponion of citi2ens enrolled 
in HMOs in 1994. We did this to be consistent 
with our earlier analysis of nurse employment 
and earnings trends and to enable us to deter· 
mine whether trends that were emerging in 
1994 continued in later years. The high• 
H~l0 -enrollment states (sixteen states and 
the District of Columbia) contain approxi· 
matcly one-half of the U.S. population and 
had an awragc H~IO enrollment three times 
higher than the thirty-four low-enrollment 
states in 1994 (24 percent \'Crsus 8 percent) K' 

H~ 10 enrollment has grown in all states since 
1994. but it has been more rapid in the low• 
enrollment states. 
■ DATA LIMITATIONS. Although the 

CPS data ha\'C many ad,·antagcs. they ha\'e a 
few limitations that bear upon our analysis. 
First, the sun·ey instrument used to gather 
data for the CPS was mised in January 1994. 
As a result, interviewers probe more thor· 
oughly for jobs in which the person worked 
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only a few hours in the week of the survey. 
This change probably resulted in an increase 
in the number of nursing personnel, particu­
larly part-time workers, who reported being 
employed, and it may have slightly affected 
estimates of earnings and occupation.11 Thus, 
some caution must be used when comparing 
our 1994-1997 estimates with those of earlier 
years. 

A second limitation of the CPS data is that 
home health care, freestanding clinics, and 
HMO settings arc combined in the industry 
definition ·Health Services, Not Elsewhere 
Classified" (NEC). Comparing employment 
data from the 1992 and 1996 National Sample 
Surveys of the Population of Registered 
Nurses with the CPS indicates that employ· 
ment in the NEC category consists largely of 
home health care providers. Similarly. other 
U.S. Bureau of Labor Statistics (BLS) data ob­
tained from employer surveys indicate that 
home health accounts for nearly two-thirds of 
all employment in the NEC sector.11 We arc 
confident, therefore, that analyses of CPS data 
for the NEC category largely rencct employ­
ment and earnings rrends for nurses employed 
by home health care providers. 

Our analysis of CPS data relics on annual 
estimates. To make estimates representative 
of the U.S. noninstirutionalized population, 
we used sampling weights provided by the 
CPS. Because of the large samples being used, 
all trends reported in this paper are precisely 
estimated. For RNs and aides. the standard 
errors arc about 2 percent for employment es­
timates and I percent for wage estimates. For 
LPNs. standard errors are about twice as 
large. As a result, for all outcome variables 
reported. one can reject the nuU h)rpotheses 
that there were no changes O\'er time and no 
differences between high- and low-HMO· 
enrollment states at the .01 lcvcl:1 

R ESULTS 

■ EMPLOYMENT AND EARN INGS. Employ• 
ment of RNs and aides grew impressively be­
tween 1983 and 1994 (Exhibit 1). Growth av­
eraged 3-4 percent per year. nearly double the 
rate of employment growth among aU occupa-

tions O\'Cr the same period. In contrast, LPN 
employment declined slightly over this pe­
riod. Since 1994, employment growth for RNs 
has slowed to just under 2 percent, while em­
ployment growth for LPNs and aides has in­
creased slightly. 

What is behind the recent slowdown in 
RN employment growthl The ovt'raU slow­
down since 1994 is largely the m.ult of a lack 
of employment growth in hospitals, a sector 
that until recently employed more than two­
thirds of RNs and experienced annual growth 
rates of 2-3 percent in RN employment. In 
contrast, hospital employment of LPNs and 
aides. which declined sharply throughout the 
1980s and early 1990s. declined less (and even 
increased for aides) after 1994. This suggests 
that hospitals may have increasingly substi­
tuted less-skilled nursing personnel for RNs. 
Despite these changes, RN staffing levels per 
hospital bed have continued to increase since 
1994 (as the number of beds has declined):• 

Given the declines in hospital employment 
of LPNs and aides, and the recent stagnation 
of hospital employment of RNs. where have 
jobs been crcatedl Although home health (the 
NEC sector) is a much smaller industry than 
the hospital industry, it has been the fastest­
growing employment setting for aU nursing 
personnel throughout the 1980s and 1990s. In 
fact, the NEC sector has been the primary 
source of new employment for LPNs and aides 
since 1983 and for RNs since 1994. 

The deceleration in the rate of employment 
growth for RNs (both total and hospital em­
ployment) during the past se,·eral years coin­
cides with a noticeable decrease in earnings 
(Exhibit I). RNs experienced strong yearly 
growth in inflation-adjusted hourly wages 
through 1990 (averaging 2.7 percent per year), 
but wage growth le\'cled off between 1990 and 
1994 and then fell 1.5 percent annually over 
the next three years. Wage growth for LPNs 
was less impressive through the 1980s, and 
since 1994 LPNs have experienced a similar 
decline in camings. Real wages for aides have 
grown very little during the past fif tecn years, 
despite impressh·e growth in total employ­
ment. In fact, wage gro.,.,rth for aides has been 
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EXHIBIT 1 
Growth Of Employme 

Select.ct 

1983 
Employment (thoUNnds e 

All sectors 
RNs 1.201 
LPNs 399 
Aides 1,015 

Hospital sector 
RNs 879 
LPNs 250 
Aides 419 

NEC sector 
RNs 69 
LPNs 9 
Aides 47 

W■IH (In 1997 doll■ ,.) 

All sectors 
RNs $16.00 
LPNs 11.33 
Aides 8.30 

SOUIIC€: US. 8utNU ol lhe 
1983-1997. 
NOTES: FTE Is ful-Ume eQIII\ 

Includes home health care, 1, 
end esslsiants. 
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employment and earnings was slight. Since 
1994 there has been a surge in the growth of 
managed care. and it is likely that the nation:il 
impact on the nurse workforce has grown.• 

In trus paper we examine employment and 
earnings trends for nursing personnel using 
data through 1997. Our analysis focuses on 
rwo questions. First , to what extent has the 
recent growth in managed care affected the 
employment of nurses nationwide? Ha\'e the 
emerging trends seen in our earlier work ap· 
pcarcd more broadly, and have new trends 
emerged? Second, what do these trends imply 
for the future nurse workforce? In particular, 
arc cmplo)'ment and earnings likely to be ad• 
versel)' affected O\'Cr the next few years as 
health maintenance organizations (HMOs) 
and other forms of managed care spread? 

DATA AND M ETHODS 

■ DAT A SOURCES. Data were obtained from 
the U.S. Burcau of the Census Current Popu• 
lation Sur\'ey (CPS) Outgoing Rotation 
Group Annual Merged Files. The CPS, a 
household -based su rvey administered 
monthlr by the Census Bureau, is \,iddy used 
by researchers and by the U.S. Department of 
Labor to estimate current trends in un· 
employment. employment, and earnings. The 
CPS CO\'ers a nationally representative sample 
of more than 100,000 persons, and every 
month one-quarter of the sample (the outgo· 
ing rot:1tion group) is asked detailed ques· 
tions about current emplo)'tllent status, hours 
worked. earnings, occupation, and industry of 
employment. These data offer SC\·eral advan• 
tagcs o\·er other data commonly usro to ana• 
lyze the nurse workforce (for example, the 
American Hospital Association Personnel 
Sur\'ers and the federal go\·ernment's Na• 
tional Sample Sun·eys of the Population of 
Registered Nurses). Specifically. the CPS is 
the onl)· source of annual data for all nursing 
personnel (RNs. licensed practical nurses. or 
LPNs, and aides) employed in both hospital 
and ot her settings. In addition. using CPS 
data enables comparisons of emplorment and 
earnings trends between nursing and other 
occupations. 

We used CPS data on nursing employment 
and earnings for the period 1983- 1997. The 
data set included all persons ages twenty-one 
to sixty-four who reported their occupation 
as RN (N = 47,996), LPN (N = 12.115), or aide, 
orderly, or attendant (N .. 45,126). Hourly 
wages were calculated as usual weekly earn­
ings divided by usual weekly hours. Wages 
were adjusted for inOation using the Con• 
sumer Price Index for aU goods in urban areas 
(CPl·U) and are reported inconstant 1997 dol• 
lars. Employment was measured as full-time 
equivalents (FT Es) {that is, the number of full­
time employees plus one-half the number of 
part-time employees), where full -time em• 
plo)'tllent is defined as working thirty or more 
hours per week. For each category of nursing 
personnel. data on earnings, employment. and 
employment setting were aggregated at the 
annual level As a "aljdity check, estimates of 
RN employment based on CPS data were com• 
pared \\i th corresponding estimates &om the 
1984, 1988, 1992, and 1996 National Sample 
Sun·e)'S of the Population of Registered 
Nurses and found to be quite similar.9 

In some analyses we categorized states 
into high \'ersus low enroUment in HMOs ac• 
cording to the proportion of citizens enrolled 
in HMOs in 1994. We did this to be consistent 
with our earlier analysis of nurse emplopnent 
and earnings trends and to enable us to deter• 
mine whether trends that were emerging in 
1994 continued in later years. The high• 
H~IO-enrollment states (sixteen states and 
the District of Columbia) contain approxi• 
mately one-half of the U.S. population and 
had an a\'eragc HMO enrollment three times 
higher than the thirt)'•four low-enroUment 
states in 199-1 (24 percent versus 8 percent).10 

H}.10 enrollment has grown in all states since 
1994. but it has been more rapid in the low• 
enroUment states. 
■ DATA LIMITATIONS. Although the 

CPS data ha\·c many advantages. the)' ha\'e a 
few limjtations that bear upon our arulrsis. 
First. the sun·e)' instrument used to gather 
data for the CPS was mised in January 1994. 
As a result, interviewers probe more thor· 
oughl)• for jobs in which the person worked 
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EXHIBIT 1 
Growth Of Employment And Earnln,, For Nursln, Personnel, 1983-1997 

Percent 
Aver•c• annual percent chance chance, 

Selected )'Hrs 1983- 1990- 1994- 1983· 

1983 1990 1994 1997 1990 1994 1997 1997 

Employment (thouunds of Fl&) 

All sectors 
RNs 1.201 1,483 1,735 1,836 3.1% 4.0% 1.9% 52.9% 

LPNs 399 398 361 363 --0.1 - 2.4 0.2 -9.0 

Aides 1.,015 1,228 1,372 1,521 2.8 2.8 3.5 49.9 

Hospital sector 
RNs 879 1,040 1,182 1,184 2.4 3.2 0.1 34.8 
LPNs 250 195 141 126 -3.5 -7.8 -3.7 -49.7 

Aides 419 386 294 336 -1.1 -6 .6 4.5 - 19.7 

NEC sector 
RNs 69 112 179 232 7.1 12.3 9.1 234 
LPNs 9 22 32 55 13.0 10.6 19.7 501 
Aides 47 137 262 364 16.4 17.6 11.6 671 

w aces (In 1997 dollars) 

All sectors 
RNs $16.00 $19.25 $19.45 $18.61 2.7% 0.3% -1.5% 16.3% 
LPNs 11.33 12.19 12.97 12.29 1.0 1.6 -1.8 8.4 

Aides 8.30 8.74 8.38 8.36 0.7 -1.0 --0.1 0.7 

SOURCE: U.S. Bureau of the Census, Current Population Surw, (CPS), Outgoil'l& Rotation Group Annual Me'119d Files, 
1983- 1997. 
NOTES: FTE Is full-time equivalent. RN Is re.Vstered nurse. LPN is licensed practical nurse. NEC is ·not elSewhere classified" and 
Includes home health care. freest.anding clinics. and health maintenance O<l!llnizations. "Aides" include nurse aides, orderlies, 
and assist.ants. 

quite similar to that or all nonnursing occupa­
tions, in which real wages changed little be­
tween 1983 and 1997. 
■ ROLE OF MANAGED CARE. To investi­

gate the effect of managed care on employ­
ment and earnings trends. we compared 
growth rates for employment and earnings of 
RNs in states with high HMO enrollment 
with those of states with low HMO enroll­
ment. RNs arc of particular interest because 
they constitute the largest professional com­
ponent of the nurse workforce. Data for LPNs 
and aides show fewer systematic differences 
between high- and low-enrollment states and 
are not reported here. 

Our 1996 analysis of trends through 1994 
fou nd a marked slowdown in RN employ­
ment growth and a shift out of hospitals oc­
curring primarily in states with high HMO 
enrollment.') If managed care in fact caused 

these changes, then we would expect that 
these trends would have continued in states 
with high HMO enrollment and also would 
begin to appear in states that had low enroll­
ment as of 1994. In other words. t rends that 
were observed Hrst in high-enrollment states 
should be indicative of what happens later in 
other s tates as managed care spreads. 

This is precisely the pattern we found. The 
slowdown in employment growth, which oc­
curred around 1990 in states with high HMO 
enrollment. occurred in the low-HMO-enroll­
ment states beginning around 1994 (Exhibit 
2). This pattern is even more striking in the 
hospital sector, where employment Hrst flat­
tened out in the high-enrollment states and 
then flattened out a few years later in the low­
enrollment s tates (Exhibit 3). Similarly. 
wages began falling in states with high HMO 
enrollment afrer 1991, while wages continued 
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EXHIBIT 2 
Employment Growth Of RN• Since 1983 In Statff With Hl,tl And Low HMO 
Enrollment, 1983- 1997 
Percent Increase In FTEs since 1983 

75~--

60 

4~ 

30 

15_ 

ii 

-1~ 
1983 1985 1987 1989 1991 1993 1995 1997 

SOURCt: U.S. Bureau of the Census. ~ent Population ~ (CPS), Ou1&oin& Rotation Group Annual Mer&ed Ries, 
1983-1997. 
NOTU: RN is rel)stered nurse. HMO os hulth maintenance orcanlzatlon. rn II full-tlme equivalent. 

to rise in states with low HMO enrollment 
through 1993 (Exhibit 4). Howe\'er, wages 
ha\'e declined in aU states since 1993. 

Because trends in the high-enrollment 
states indicate what the rest of the nation can 
expect as managed care sprelds, recent de\'cl• 
opmcnts in these states are worth noting. 

There is some indication of a resurgence in 
employment growth in 1997, but it is impossi• 
hie to know whether th.is is an aberration or 
an emerging trend (Exhibit 2). More impor· 
tantly, since 1992 there has been a clear slow­
down in employment growth in the home 
health (NEC) sector in the high-HMO states 

EXHIBIT 3 
Employment Growth Of RN.a Since 1983 In The Hospital Sector In States With 
High And low HMO Enrollment, 1983- 1997 

Percent Increase In FTEs since 1983 

§Q_ 
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SOURCE: U.S. Bureau of the Census. 0Jrrent Population Su,wy (CPS), Outiolnl Rotation Group Annual Merge<! Ries. 
1983- 1997. 
NOTES: RN Is re&Jstered nurse. HMO Is health rnalntena~ orpninltlon. rn Is fulHlme equlwlenl 
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EXHIBIT 4 
Wace Growth Of RN• Sine. 1983 In State, With HICh And Low HMO Enrollment, 
1983-1997 

Percent Increase In real wages slnoe 1983 
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SOURCE: U.S. Bureau°' the Census, Current Population Survey, Out&oln& Rotatlon Group Annual ~ Fila. 1983- 1997. 
NOns: RN Is re&Jstered nurse. HMO It health maintenance oreanlzatloo. 

relative to the low-HMO states (Exhibit S). It 
appears that managed care is beginning to ad­
versely affect employment opportunities in 
this key sector. 

EXHIBIT 5 

DISCUSSION A ND IMPLICATIONS 

We undertook this analysis to address two 
overriding questions. First. to what extent has 
the recent growth in managed care affected 
the employment and earnings of nurses na-

Employment Growth Of RN• Since 1983 In The Home Health (NEC) Sector In Statea 
With High And Low HMO Enrollment, 1983-1997 

Percent increase in FTEs since 1983 
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SOURCE: U.S. Bureau °' the Census, Current Population Survey, Out&oln& Rotation Group Annual Met&ed AleS, 1983- 1997. 
NOns: RN is registered nurse. NEC It ·not elsewhere ciasstned· and primarily Includes home healltl care. HMO ls health 
maintenance oreanlzatlon. FTE Is full•tlme equivalent 
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tionwidc? Second, what does this imply for 
the fururel In particular, can we expect em­
ployment and earnings of nurses to be ad­
versely affected over the next few years as 
HMOs and other forms of managed care 
spreadl 
■ HAS MANAGED CARE AFFECTED 

NURSE EMPLOYMENT AND EARNINGS? 
Labor-market conditions for nursing person­
nel, and RNs in particular, have worsened 
over the past few years. Our findings suggest 
that this trend is attributable to growth in 
managed care, which has adversely affected 
the employment and earnings of nurses na­
tionwide. In particular. it appears that man­
aged care has reduced demand for RNs, first 
in hospitals and more recently in home health, 
and as a result has led to a decline in RN 
earnings. The slowdown in hospital employ­
ment and wage growth, first observed in 
states with high HMO enrollment in the early 
1990s. has now emerged in all states. The 
slowdo"rn in the rate of home health employ­
ment growth has emerged only in the past few 
years in states with high HMO enrollment. 
■ TROUBLE AHEAD? IM PLICATIONS 

FOR THE FUTURE. Recent trends in states 
with high HMO penetration provide a good 
guide to likely employment and earnings 
trends for RNs in the near furure. Based on the 
recent experience of these states, RNs can ex­
pect little employment growth in hospitals. a 
deceleration of employment growth in home 
health, and a continued gradual decline in 
wages O\'er the next few years. These effects 
should be particular! )' pronounced in areas of 
the country that ha\'e only recently experi­
enced che spread of managed care. 

In che longer term. trends in cmplopnent 
and earnings of nurses "ill depend largcl)' on 
how the maturing managed care market af­
fects employment opportunities in the hospi­
tal and home health sectors. In both sectors 
the longer-term employment prospects for 
nurses are less clear. 

■ OUTLOOK FOR HOSPITAL EMPLOY­
MENT. Because hospitals are the largest sec­
tor of the nurse labor market, particularly for 
RNs, a change in employment growth in this 

sector will have a disproportionate effect on 
o,·erall employment and earnings trends. The 
trends since 1994 in high-HMO states show 
little growth in hospital employment of RNs, 
but there is also no evidence of the drastic 
employment reductions that some ha,-e fore­
casted for the hospital sector.16 On the other 
hand. very recent evidence suggests that hos­
pital employment of RNs may be growing 
once more in the high-HMO states. Between 
1996 and 1997 RN employment grew 8.2 per­
cent in the the states with high HMO enroll­
ment, with much of this growth coming from 
hospital employment. At the same rime, in 
1998 there ha,·e been a number of reports of 
RN shortages throughout the country. sug­
gesting that hospitals may be beginning to in­
crease the size and elevate the skill of their 
nursing staffs.17 

What might account for this recent upturn 
in RN employmentl One possibility is that the 
slowdown in RN employment gro\\th was 
temporary as hospitals passed through a tran­
sitional period in which they implemented 
downsizing initiatives aimed at impro,ing ef­
ficiency. Thus, we may now be observing a 
resumption of employment growth as the 
high-HMO states move out of this transi­
tional period. Some support for this ,iew is 
provided by interviews of health exccun,·es in 
Minnesota and Oregon- which experienced 
early growth in managed care- who reported 
a rebound in RN employment in the early 
1990s following a tumultuous period of rapid 
hospital downsizing and restructuring." 

Altcrnati\'ely. the recent upturn in RN em­
ployment might represent a short-term cor­
rection for past cuts. Hospitals m:t)' have 
scaled back the number of RNs and reduced 
the skill mix of nursing personnel to a point at 
which it was no longer possible to appropri­
ately treat a growing number of older and 
acutely ill patients. This view was strongly 
ex-pressed by many nurses· organizations that 
offered testimony in 1995 to the 10 ~1 Com­
mittee on the Adequacy of Nurse Staffing in 
Hospital and Nursing Homes. Hospitals in 
high-enrollment states also may ha,·e become 
increasingly concerned about their nurse 
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staffing as a result of rising public mistrust 
and growing media attention to pe~eptions 
of declining quality of care, as well as b)' the 
groundswell of consumer protection legisla­
tion introduced throughout the states.19 

Does the increase in hospital employment 
of RNs in 1997 represent an emerging trend. a 
short-tenn correction for past cuts, or per­
haps c,·cn a statistical aberration? Until data 
on RN employment for 1998 and later rears 
become available. it is impossible to know 
which is the case or to what extent these new 
developments may offset the substantial 
slowing in the rate of employment growth for 
RNs that we otherwise expect. 
■ OUTLOOK FOR HOME HEALTH EM ­

PLOYMENT. Perhaps the most important 
new trend to emerge since 1994 has ~n the 
slowdown in RN employment growth in the 
home health (NEC) sector in states "ith high 
HMO enrollment. This change suggests that 
employment growth in this key sector might 
soon begin to decelerate nationwide. In addi­
tion, Medicare's implementation of a prospec­
tive payment system for the home health care 
industry during the next four years "ill place 
new economic pressure on pro,iders and rein­
force the slowing effect of managed care. 
Given that home health has been the fastest­
growing sector for nurse emplo>•mcnt in the 
1990s, a slowing of employment growth in 
chis sector could substantially blunt future 
employment opportunities for R~s (and 
other nursing personnel). 

THE FO RCE S TRAN S FORMING the 
health cJIC dcli\•ery system during the 
1990s ha,·e significantly affected the 

nurse labor m:irket. The slowdown in em­
ployment growth and falling earnings ob­
served o,·er the past several years are likcl>• to 
continue in the near term, but nursing still 
looks like a good career option, with employ­
ment growth and earnings continuing to be 
high relati\'e to other occupations. The 
longer-term outlook for the nurse labor mar­
ket is less clear. The next few years \\ill be 
critical as we begin co observe the c.ffcccs of a 
maturing managed care industry on the nurs• 

ing profession. 
Nurses occupy the front ranks in the deliv­

ery of personal health care services, playing 
viral roles as coordinators of care and as pa· 
tient advocates. According to a recent na• 
tional survey, more than 80 percent of Amcri• 
cans believe that nurses are doing a ·good job• 
of serving health care consumers. Roughly 65 
percent hold the same view about physicians, 
phannaccutical companies, and hospitals. and 
only 34 percent, about HMOs and managed 
care companies.20 How successfully nurses, 
employers, educators, and policymakers han­
dle the coming challenges in the nurse labor 
market will be critical not only to maintaining 
the public's trust in the nursing prof cssion 
but to preserving the public's confidence in 
the health care system as a whole. 
····· ·· ······ ··············· ········ ············ ·········· 
This study was supported by a grant from the Robert 
Wood Johnsen Foundation. The authors appreciate the 
able assistance of David Auerbach. 

NOTES 
I. P. Brider, "Morale Skldding with Restrucruring." 

American JocmKII of Nursing 96, no. 2 (1996): 62. 64; 
P. Brider, "S3 Million Suit Exposes 'Oc·Skill­
ing'."Amcrican Journal of Nursing 96, no. U (1996): 
70; C. Helmlinger, "A Growing Physical Work­
load Threatens Nurses· Health." A'"'rican Journal 
of Nwrsing 97. no. ◄ (1997): 64-<i6; M. Gillilan. 
·Workforce Reductions: Low Morale. Reduced 
Quality Care." Nursing Economics IS. no. 6 (1997): 
320-322; A. Greiner. Cost and ~ua/11y Mallen: 
U'or.placc ln110YC11 ions in rhc Hcalrli Care lnd1111,y 
(Washington: Economic Policy lnsrlru1e. 1995): 
Peter D. Han Research AssociJtcs, Inc .• ·Hnlth 
Profession's \'icw of Quality- A Na11onal Survey 
presented to the President's Ad,isory Commis· 
sion on Consumer Protc-ction and Quahty· (17 
December 1997); and J. Greene and A M. 
Non:lhaus•Blke, ·Nurse Shortage. \Vhclt' Ha,·c 
All the RNs Goner Hospital and llcalth ~cr,.orlcs 
(August 1998): 78- 80. 

2. P. Brider, "Enrollment Boom Ends as Job Hunts 
Lengthen." A'"'rica.n Journal of Nursing 96. no. 2 
(1996): 61. 65. 

3. D.G. Kn:iuth, "Community Nursing Centers· Re· 
moving Impediments to Success." Nun~ Eco­
nomics 12. no. 3 (1994): 140-145; and M.E. Zotti, P. 
Brown, and R.C. Stotts. ·Communiry-Bast'd 
Nursing versus Community Health Nursing: 
What Docs It All Mean I" Nursing Outlook 44, no. 5 
(1996): 211-217. 

HE ."LTH AFFAIR S - Jon11or y / Fcbr11ory 1999 

221 



222 

HEALTH TRACKING : TRENDS 

4. Sec, for example. Th< Essc"11olsof Baccalourcatc Edu· 
catlOII for Professional Nuni11& Prorrkc (Washing• 
ton: American Associat ion of Colleges of Nurs• 
ing. 1998). 

5. L.H. Aiken, J. Sochalski, and G.F. Anderson. 
"Downsizing the Hospital Nursing Workfortt." 
llcalrh Affairs (Fall 1996): 88- 92: P.I. Bucrhaus 
and 0.0. Staiger, ·Future of the Nurse Labor 
Market According to Health Exccuth-cs in High 
Managed-Care Areas of the United States: 
IMAGE: Journal of Nursing S<holarship 29, no. 4 
(1997): 313- 318: and E.H. Hadley. "Nursing in the 
Political and Economic Marketplace: Challenge 
for the 21st Century." Nu111"& Our/~ 44. no. I 
(1996): 6- 10. 

6. Institute of Medicine. NursingS1aflinHospirolsand 
Nursing Homes: Is Ir Adcquare/ (Washington: Na• 
tional Academy Ptcss. 1996); and Engaging rhe 
Hcalrh Care "'"'kforcc (Washington: Ad\·isory 
Commission on Consumer Ptotcction and Qu.i.l• 
It)' in the Health Care Industry, 17 January 1998). 

7. PI. Bucrhaus and 0 .0 . Staiger, ·Managed Care 
and the Nurse Workforce." Journal of the Amcncan 
Medical Association 276. no. 18 (1996): 1487- 1493. 

8. G Jmscn ct al . ·The New Dominance of Man• 
aged Care:: Insurance: Trends in the: 1990s." Hcalrh 
Affairs Uanuary/February 1997): 125-136. 

9. E. Moses. The Registered Nurse Population: Findings 
from the Nat ional Sample Sun'C)' of Registered Nunes 
(Rockville. Md.: Oi\'ision of Nursing. Bureau of 
Health Professions. Health Resourtts and Scrv• 
ices Administmion. 1984.1988, 1992. 1996). 

10. The states with high enrollment in HMOs in 
1994 arc Ari:zona. Californ ia. Colorado. Con• 
nccricut, District of Columbia. Florida, Hawaii. 
Maryland. Massachusetts. Michigan. Minne· 
sota, New Mexico. New York. Oregon. Pcnnsyl· 
\·ania, Washington. and Wisconsin. Enrollment 
data pro\'ided br lntt'rStudy Publications. 
Bloomington. ~f innt'soU. unpublisht'd docu• 
ments. 1995. 

II. A.E. Polivka. ·The Redesigned Current Popula• 
tion Survcy: J()urnal of Economic Perspectives (Sum· 
mer 1996): 169-180. 

12 Bureau of Labor Statistics, Employmrnr and \\'ages. 
Annual Al'crages, 1994 (\\'.1shington: U.S Dcp.1n­
ment of L1bor. No\·embcr 1995). Table 2. 

13 Con\'cntional standJrd errors and statistical 
tests assumt' indepcndenct' across obscr\'allons. 
Tht' indepcndenct' assumpuon ma>• bc \101ltt'd. 
howc\'er, because mul11plc md1\1duals \\1th.in a 
household arc sampled and because it is possible 
that t he same indh·idual could appear in the 
sample twice. For our data. trt'at ing t'ach houSt'· 
hold as a cluster and correcting for arb1tr.ll'}' Ill· 
tracluster correlat ion (along the lines of Huber) 
had a negligible impact on the estimated stand· 
an.I errors and p•\'alucs. Therefore. for simplicit)· 

wt l't'pol't only COO\'Cntiona.l standard errors and 
statistical tests. s« P.J. Hubcr, ·The Behavior of 
Muimum Likelihood Estimatt's under Non• 
Sundnd Conditions: Promd1ngs of the Fifth 
Bm.clcy Sy,,y,osf1a11 °" Mathcmarical Sratistics and 
Probability. no. I (1967). 221-233. Also. sec Stata 
Reference Manual. Rdc-a.sc 3.1. 6th ed .. \'OI. 2, no. 2 
(Collrgt' Sution, Tex.. Suta Corporation.1993). 
405-414. 

I◄ . b st'd on bcd dau from 1998 Hospira! Staristics 
(Chicago: Amtric.lfl Hospital Association. 1998) 
and our t'stimatcs o( RN employment from Ex• 
hibit l. tht' ratio ol RNs per hospital bcd was 
0.651 in 1983, 0.857 in 1990. 1.048 in 1994. and 
lll5 in 1996 (tht' most rttent bcd data availablt'). 

15. Burrhaus and Staiger. · Managt'd Cal't' and the 
Nurse: Workforce." 

16. Pt'w Health Proft'ssions Commission. Critical 
Challotga: Rnitaltjng rite lkalth Profe11lons {Of the 
T-..'fflty-{lf'll Cmrury (Sin Francisco. Unh'miry of 
California. San Fr.rnc1SC0. Center for the Ht'alth 
Proft'ssions.1995). 

17. M. Chandler. ·Prc\'tntati\'e Treatment in RN 
Shonagc: M1a1111 Haald. 2 Ftbruary 1998. 7; M. 
Hawke. ·N~ b)• 2\X)S: More (Good) Nurscs," 
Nurnng Spccrnun (New England Edition), 26 
January 1998. 2. 4- 5; Grttnc and Nordhaus-Bikt', 
·Nurse: Shonagc:· and American Organization of 
Nursr Executives. ·AO~E Dc\-clops lssut' Brief 
on Nursing Shorugc. • AONE News Update 4. no. 12 
(1998): I. 

18. But'rhaus and Staiger. ·Futurt' of tht' Nursc Labor 
Market According 10 Ht'alth Exccuth-cs." 

19. M Brodie. LA. Brad)·. and OE. Altman. ·Media 
Coverage of Maiugt'd c~: ls There a Ncgam·e 
Biasi" Healrh A/Jorn Uanuary/February 1998): 
9- 25: and R.J. Blendon ct al., ·Understanding the 
Managed Care B.idilish: HcalrhAffain Uulr/Au• 
gust 1998): 80-94 

20. Blendon t't al.. ·cnderstanding the Managed 
Care Backlash." 

H E ALTH AFF AIR S VolwOJc 18 . '-••her I 

··········· ···· 

C, 

A look at 

ey Mic 

ABSTRACT: Be· 
of health ma,r 

tering the Me, 
annual rate of 
pation among 
suiting In a b 

across the Ht, 
Clines in financ 

try appear to : 
many Medica .• 

TH E CA 

ter t l­
promp: 

ing with full~ 
effective way 1 

to care, conta. 
greater fiscal : 
program. Beca. 
the Medicaid 
commercial. d 
beneficiaries · 
mainsrream pr 
membership a~ 
age with pro,~ 
tions (~ICOs) 
·············· ·· ·· 
Michael McC11e . 
the Medical Col 
earned his docro, 
mainrcnance org. 
managed care ar. 
student in the D!' 
policy and media 

H 



194 

MEDICARE BENE FI CIA R IES 

DEMOGRAPHIC 
ISSUES 

Demogr~phic Issues In 
Medicare Reform 
Birthrates, death rates, and an aging population all affect 
Medicare's financing. 

by David McKusick 

ABSTRACT: This paper estimates the contribution of demographics to the 
Medicare financing dilemma. It suggests that delayed eligibility, by itself, cannot 

solve this problem. Although there is uncertainty regarding each component of 
demographic change, there is little hope that the future population distribution 

will save the program without other, more painful, measures. Methods used in 

the private sector, such as prefunding, have not been seriously applied to 
medical insurance but might provide part of the solution for long-run solvency. 

M
EDICARE REFOR MERS CONFRONT many serious prob­
lems. One of the most worrisome is the role of demograph­
ics as the population ages. Population changes alone will 

double Medicare's financial burden relative to earnings in the next 
seventy-five years. The aging population eventually will include 
many more beneficiaries and few workers to provide tax income to 
pay for their benefits. The situation is somewhat worse in the 
United States than in other industrialized countries because the 
post-World War II baby boom was more pronounced here. Persons 
born in 1946 "'ill reach age sixty-five in the year 2011, the year that 
population aging truly begins to pick up speed. 

Placed in perspective, the projected future influence of popula­
tion change on Medicare program costs O\'er the next seventy-five 
years is much less than the influence of price inflation has been over 
the past thirty years. Nevertheless, population change will com­
pound the other problems. 

Although many analysts view population forecasts as reliable, 
considerable uncertainty exists about each component of popula­
tion change: fertility, migration, and mortality. The respected de­
mographer Nathan Keyfitz, after reviewing more than 1,000 popula­
tion forecasts for a variety of countries. concluded that "relatively 

David McKusick is a senior acwary at the Act11arial Research Corporation in Columbia, 
Mary/arid, spccial~ing iri public-sector medical care financing. He was the acruary for the 
Medicare program whrn Medicare was admiriistercd by the Social Secwiry Administration. 
He holds a doctorate in population dynamics from the Johns Hopkins School of Hygiene and 
Public Healrh 
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·~ forecasts, say up to ten or 20 years. do tell us something, 
~d a quarter-century or so we simply do not know what 

0 will be."1 Despite this, I believe that the lack or preci­
·1ong-run forecasts is no reason to 0inch from looking into the 
A long-run forecast such as those prepared for the Medicare 

is a necessary part of ongoing vigilance, even though it is 
~ that the forecast must be revised as experience emerges. 2 

the uncertainty. the demographic problem alone clearly will 
~ major changes in Medicare. 

.,..ilcare And Demographics: The Basics 
,-\anding purposes, the Medicare program is divided into Hospi­
al JnsUranCe (HI, or Part A) and Supplementary Medical Insurance 
($ML« Part B). The former pays for inpatient hospital care. short­
l&flll sldlled nursi_ng facilit~ (SNF) services, acute home health_ c~re 
,crvictS, and limtted hospice care. The latter pays for phys1c1an 
sr,iccs including lab and x-ray. outpatient hospital care, ambula­
'1,'ll'f surgical centers. some home health care. and other miscellane­
ous services such as ambulance and durable medical equipment. 

Two major differences distinguish the two programs rrom the 
lltl'SDCCtive of long-run financial soundness. H l is supported almost MEDICARE 195 

from a payroll tax, which is paid into a trust fund, and BENEACIARIES 

ts are disbursed from that trust fund. The hind is small rela-
to program commitments and serves primarily to allow tax 

:~ns and program payments to be made without explicit an-
appropriations of f unds. This tax structure is established in law 

IDco perpetuiry. Each year the board or trustees of the HI program 
pescnts a forecast of the financial status of the fund, projected for 
tcVCDty-five years into the future. 1 

SMl is paid for by premiums charged to enrollees and payments 
iom general tax revenue matching premiums at a ratio specified by 
Jaw at roughly a three-to-one ratio. Premiums are promulgated by 
dat secretary of health and human services (HHS) annually, so it is 
p,s,sible to measure the financial future of the trust fund for only one 
,ar at a time. This odd financial arrangement insulates the Part B 
aust fund from the publicity that accompanies the periodic crises 
IUffcred by the Part A trust fund when it is announced to be at the 
brink of bankruptcy. The financial strain on the taxpayers. however, 
is not ameliorated by this short-run financing strategy. The services 
CO\'tred by Part A (coincidentally. it appears) are more influenced by 
me average age of enrollees than arc the services covered by Part B. 
1\at is, hospital, SNF, and home health costs rise more rapidly with 
age than do physician and outpatient costs, which dominate Part B. 

The basic demographic problem facing Medicare is that ~tedicare 
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enrollment, currently a lit_cle under 15 percent of the population, is 
projected to increase to 20 percent of the population by 2025 and 25 
percent by 2073. At about the same time, the population ages twenty 
to sixty-four, which has traditionally made up the tax-paying work­
force, is expected to decline from about 59 percent of the population 
to 55 percent during that time. The ratio of the population age 
sixty-five and older to the population ages twenty to sixty-four, 
sometimes called the elderly dependency ratio, is now about 20 
percent and will grow to 30 percent by 2023 and 40 percent by 2073, 
under intermediate demographic assumptions. 

Until recently, it was difficult to treat the demographics of the 
Medicare program very seriously because exploding program pay­
ments, due mostly to increases in the price of services, dominated 
the growth rate. In the 1970s Medicare outlays increased fivefold 
(with a little boost from adding the disabled to Medicare rolls). In 
the 1980s expenditures tripled. ◄ Under current projections, spend­
ing will more than double during the 1990s. Even the unprecedented 
enrollment growth expected between 2015 and 2025 will cause pro­
gram enrollment to increase by only two-thirds. 

In the past several years. however, Medicare cost increases result­
DEMOGRAPHIC ing from nondemographic factors have moderated so that they grew 
ISSUES only 2-3 percent faster than wage increases in covered employ­

mcnt.s Part of this is attributable to better control of unit costs 
following the introduction of the prospecti\'e payment system (PPS) 
for hospitals and limits on physician fees using volume performance 
standards. The volume of hospital and phrsician services also has 
grown more slowly, perhaps because of the specific act ions of Con­
gress or perhaps because of changes taking place in t he broader 
health care market . Vv'ith this slower growth in the price and vol­
ume of services per enrollee, the prospects for finding an acceptable 
solution to the long-range financing problems arc enhanced, and the 
demographic component assumes a more sign ificant role. 

If the populations of beneficiaries and workers were to grow at 
the same rate, volume and price of serYices per beneficiary cou ld 
grow at the same rate as wages per worker in covered employment 
without requiring continuing tax increases. Between 1994 and 1997 
wages in covered employment grew at an a\'erage annual rate of 4 
percent, while Medicare costs per capita grew at an average annual 
rate of 6 percent. This compares with an a\'erage annual increase in 
wages of 7 percent per worker in the 1970s, when Medicare costs per 
enrollee grew 14 percent annually. Between 2010 and 2025 the 
working-age population is assumed to grow 0.5 percent annually, 
while the population age sixty-five and older is projected to grow 3 
percent. This excess growth of 2.5 percentage points would have to 
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be compensated for by reducing Medicare per capita costs to 2.5 
percentage points below the projected wage growth of 4.5 percent 
per year, if taxes arc not to rise.6 A simplified way to isolate the 
demographic element of Medicare costs is to fix rates of utilization 
per capita and prices per unit of service and then calculate how 
changes in the age/sex mix of t he population influence the cost . 
Similarly, we also can isolate the effects of demographic changes on 
earnings.7 Exhibit 1 presents projected Medicare costs and popula­
tion earnings under such assumptions (allowing demographic fac­
tors to vary while holding other relevant factors constant) using 
three sets of demographic projections: low cost, intermediate cost, 
and high cost. Since we are primarily interested in percentage 
changes between years, the Medicare cost per capita and earnings 
figures are shown in Exhibit 1 relative to the baseline year, 1998. 

Under the intermediate set of demographic assumptions, the av­
erage Medicare cost per person rises 35 percent between 1998 and 
2023, 68 percent between 1998 and 2048, and 83 percent between 
1998 and 2073. It is possible, of course. that the demographic compo­
sition also could have a positive effect on average earnings if the 
population became more concentrated in high-earnings age groups, 
thus helping to offset increased expenses. However, as the exhibit MEDICARE 197 

also shows. the isolated effects of demographic changes on earnings BENEACIARIES 

are negative, thus compounding the problem. 
In the second half of Exhibit 1, assuming a rise in the Medicare 

eligibility age from sixty-five to seventy years, for years after 1998 ail 

EXHIBIT 1 
Isolated Effects Of Population Chance And Change In Medicare Ellglblllty On Per 
Capita Medicare Expenses And Populatlon Earnings, Percentage Change Over 1998 
Levels, Projections Under Three Cost Scenarios 

No chance In ellClblllty ace EUClblllty ace raised to 70 

2023 2048 2073 2023 2048 2073 

Low cost assumpt,ons 
Medicare e.llpenses per capita 24% 38% 37 2% 19% 19% 
Population earn,ngs per capita - 4 -6 -6 - 1 - 4 - 4 
Change in deflCft s,nce 1998 29 4 7 46 4 25 24 

Intermediate cost assumptions 
Medicare expenses per capita 35 68 83 12 4 7 61 
Population earn,ngs per capita - 2 - 4 -6 0 -2 - 4 
Change in def,c,,t s,nce 1998 38 75 95 11 50 68 

High cost assumptions 
Medicare expenses per capita 45 103 146 21 80 122 
Population earnings per capita - 1 -3 -9 2 - 1 - 6 
Change in deficit s,nce 1998 46 109 170 19 81 136 

SOURCES: Autho(s calculations based on Socael Secunty Adminisl/ation population p,o,ect,ons and Medicare pr~m data. 
NOTE: Chan&e5 in tills e~ibil are relatiYe to 1998 soendtn& and eamings ie-..is. 
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t-. tcdicare costs in the sL-.ty-fi\'e to sixty-nine age group have been 
omitted. and the labor-force participation rate at ages sLxty-five to 
sixty-nine is assumed to double. Medicare expenses drop about 15 
percent, and earnings rise about 3 percent. The demographic lever­
age of delaying ?\kdicare eligibility is not large enough by itself to · • 
erase the deterioration in program solvency even if it is accompanied 
by increased \\'Orkforce participation among the elderly. 

Determinants Of Population Distribution 
There are three determinants of population distribution by age and 
sex: mortality, fertility, and net migration. Of these, mortality is 
most likely to inOuence t-.tedicare's firuncial viability O\'er the next 
twenty-five years. ~ lost of the population that will be eligible for 
benefits in that period arc living now, although a few young persons 
could become eligible because of disability or end-stage renal dis­
ease. Net (legal) migration has been small in recent decades, and 
there is no reason to anticipate major changes in the near future. 
Mortality determines how many suni\'e to eligibility and the lon­
gevity of those who do. For the second and third twenty-five-year 
periods of the forecast, mortality continues to play a major role. but 

DEMOGRAPHIC fertility and migration have a potentially significant effect on the 
ISSUES size and age distribution of the labor force. 

■ Mortality. Compared with other components of change in 
Medicare costs and income. mortality has shown remarkable pre­
dictabil1ty over the past several decades; however, even this clement 
could vary enough to produce significantly different program out­
comes. Overall mortality in the U.S. population has declined a little 
over 1 percent annually during the twentieth century. Howe\'er, the 
decline has been erratic and even re\'ersed during certain periods. 
During 1940-1990 age-adjusted death rates declined about 1.4 per­
cent annually.' During the 1940s age-adjusted mortality rares de­
clined more than 2 percent annually. but during the 1960s improve­
ment was only a little more than 0.5 percent annually. Age-adjusted 
mortality increased among men in the late 1950s and early 1960s, and 
mortality among women has recently increased. 

Both the lc,·els of mortality and improvement rates vary signifi­
cantly among population subgroups. The differentials suggest to 
some the possibility of impro\'ed mortality and longe\'ity if the mor­
tality rates of groups with poor experience can be brought into line 
with those of the best groups. \\'omen have lower age-adjusted 
mortality rates than men and ha,·e benefited more from mortality 
improvements O\'er the past century. That mortality differential 
seems to persist at all ages. Some belie\'e that the differential is 
innate, but others ha\'e conjectured that differences in lifestyle (es-
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_,king and stress) are the causes.' The differences in 
arc substantial (for example, age-adjusted central death 

IDtD were 50 percent h_ighe.r than for women in 1995 overall 
oroes higher than for women in their late teens and early 
~ which results in added life expec~ancy_ for women of 

tis years at birth and three years at age sixty-five. 
also are substantial cliff erences in mortality among races. 

~d black mortality is about 75 percent higher than white 
(although the overall difference is relatively small, because 

different age distribution of the races). On the other hand, 
,A111cricans have age-adjusted mortality that is about 25 per­

•-er than that of whites. The differential between blacks and 
has decreased over the past fifty years. This apparent re­
to public funding of health care for the elderly or poor has 

iii cd to some that the differences in death rates by race are not 
but primarily attributable to socioeconomic conditions.10 

~national mortality comparisons also ha\'e been used in esti­
the best mortality rates achievable by large populations, 

.carttnt lifestyle practices. Japan now has the highest reported 
~tancy in the world and has shown dramatic improvement 

die past few decades. In 1960 Japan's life expectancy was just MEDICARE 199 

.11xty-five years. U.S. life expectancy was almost sixty-seven BENEflCIARtES 

and Sweden led among industrialized countries at a little over 
,--one years. By 1982 Japan's life expectancy exceeded sev, 

-,..our years, the United States was a little over seventy-one, and 
bmu leader Sweden had risen to a little over seventy-three 

Life expectancy in Japan now exceeds eighty-one years. while 
life expectancy is about seventy-six years. 11 

Jlaw much difference do variations in mortality projections mat­
farthe size of the Medicare enrollment in the future? In response 

IC,msus Bureau projections for a range of mortality improvements 
they consider too timid, Dennis Ahlburg and James Vaupel 

·lftplred population projections for 1990 through 2080.11 Their 
lmdi.ne fixes the total fertility rate at 1.84 (approximately the rate 
II dlt mid-1980s), net immigration at 500,000 annually. and no 
~ 'Clllents in mortality from the 1990 level. Under this scenario 
dlt U.S. population increases from 250 million in 1990 to 286 million 
.II 2020 and then declines to 280 million in 2050 and 26S million in 
a>, as low birthrates overcome the initial influence of the baby 

. ,loam of the 1950s. Holding all other assumptions fixed, these ana, 
~ project a population that grows to 294 million in 2020 and 307 

in both 2050 and 2080 if mortality is assumed to decline 1 
annually. If mortality were to decline 2 percent annually 

by standards of the past century). the population would reach 
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302 million in 2020, 333 million in 2050, and 349 million in 280. Of 
particular interest here, if mortality decreases 2 percent annually, 
the proportion of the population over age sixty-five rises from 12 
percent in 1990 to 30 percent in 2050, compared with Census Bu­
reau estimates of the time of 21-23 percent and current Social Secu, 
rity Administrarion (SSA) estimates of 17-25 percent. The popuJa, 
tion over age eighty-five increases from 1.3 percent of the population 
in 1990 to 11 percent by 2050, based on their fixed fertility and 
migration schedules. The SSA's low mortality forecast projects 
about 7.5 percent of the population over age eighty•fi\'e in 2073. 
Clearly, some experts do not believe that the SSA's mortality fore­
casts make adequate allowance for improvements in mortality, 
which would create even greater problems than anticipated for all of 
the social insurance programs. However, the future demographic 
scenarios being described by the SSA arc the product of assump­
tions about several components of demographic change. It is the 
balance of these assumptions that determines whether the range of 
reasonable possibiliries has been described. 
■ Fertlllty.The fertility part of Medicare's emerging demographic 

problem arises from the prolonged baby boom following World 
War II followed by a sharp reduction in birthrates. In the longer 
term, over the next se\'enty-five years, the projected continuation of 
low birthrates compared with imprO\·cd survival to old age would 
worsen the financial status of Medicare as now constituted. This is 
the mirror image of the demographic bonus of the early decades of 
Social Security. when births were high relative to longevity and 
provided a labor force that grew relative to the number of retirees. 

To place the fertility issue in some perspecti\'e, consider the U.S. 
total fertility rate during the past century. This rate is a summary 
measure of birthrates for a given year and represents the total number 
of children a h)rpothetical woman would have if she were to survive 
her childbearing years and experience the birthrates of that year at 
each age.11 A total fertility rare of 2.l is considered replacement fertil­
ity. allowing for male babies outnumbering females and childhood 
mortality before those children reached childbearing years.14 The ac­
tual number of births in the year depends on age-specific birthrates 
and the age distribution of women in the population. 

The total fertility rate in 1920 was about 3.3 births per woman and 
declined to 2.7 in 1928. The rate fu rther declined to 2.2 by 1933 and 
remained there until 1940. The resulting small cohort of this period 
produced slow growth in the Medicare population sixty-five years 
later. starting in 1998 and expected to continue through 2005. The 
total fertility rate grew steadily through the years of World War II 
to about 2.4. jumped to about 3.0 immediately aft er the war, and 
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reached a peak of 3.6 in t he late 1950s. The impact of this baby boom 
on the labor force appeared about 1965; its influence on Medicare 
eligibility will show up shonly after 2010. 

The total fertility rate declined steadily from 1959 to a low of 
between 1.7 and 1.8 in 1976, where it continued for about a decade. A 
modest recovery to about 2.0 remains today. This relatively small 
cohort began entering the workforce a few years ago. These persons 
would become eligible for Medicare as aged beneficiaries about 
2040, but currently projected low birthrates do not provide corre­
sponding income relief from the labor force. 

The experience of other developed countries provides some per­
spective on the future of U.S. fertility. Among English-speaking 
countries the evolution of the baby boom and bust was closely 
synchronized, and all now have total fertility rates below the re­
placement rate.1s Most European countries followed similar patterns 
as the United States \\ith similar timing. although the U.S. peak 
fertility was the highest. Many now have total fertility rates below 
the U.S. rate.16 Fertility rates have continued to decline in most 
European countries. and only the United States and Sweden have 
rebounded to near the replacement level. 

Se\'eral theories of fertility have been proposed to explain this MEDICARE 201 
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to reconcile the seeming inconsistencies between fertility rates and 
economic factors. Generally, low-income families and low-income 
countries have higher birthrates than do those with high incomes. 
Economic growth generally has been associated with lower fertility 
rates. On the other hand, birthrates generally have moved in the 
same direction as the economy during business cycles. 

One resolution for industrialized societies, in which children are 
generally not income producers for the family. is the proposition 
that children become more expensive as income rises both because 
the expectations for their education and acculturation rise and be­
cause the cost of parental time (especiall)' the mother's) increases.17 

From this perspecti\'e, one would probably expect continued low 
fertility. The rclati,·ely small cohort now entering the workforce is 
unlikely to produce any excess labor, and social changes that took 
place O\'er the past few decades appear to predict continuing de­
mand for women in the workplace. 

An alternati\'e scenario proposes that fertility is a function of 
relative income of young men compared with that of their parents' 
cohort." When young men's earnings are high compared v.ri th their 
parents', they fee l we ll off and ha\'e more child ren. Diane 
Macunovich has attributed part of the reco\'ery of birthrates to near 
the replacement le,·el in the early 1990s to this phenomenon plus 
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stagnation of women's wages at given educational levels.19 

A noneconomic approach places the root of fertility decisions on 
societal norms, which presumably impress social needs on the deci­
sions of individual couples. It has been suggested that the rapid 
decline in birthrates in the 1960s was associated with environ­
mental concerns and that future fertility may respcnd to society's 
needs to maintain itself. 20 

How does all of this relate to Medicare? The trustees' population 
forecast conveys an expectation of continued low fertility, perhaps 
reflecting the continuing very low rates in other industrialized 
countries. The intermediate forecast of the 1998 trustees' repcrts is 
based on an ultimate total fertility rate of 1.9 (reached by 2025). The 
high and low total fertility rates (corresponding to low and high 
cost) are 2.2 and 1.6, respectively. That is, the estimates of fertility 
considered by the trustees range from just above the replacement 
rate to well below it, resulting in an expectation of a small work­
force compared with the number of eligible Medicare beneficiaries. 

Health Status, Retirement, And Medicare 
There has been great interest in whether the declines in mortality 

DEMOGRAPHIC might also be accompanied by or even caused by improved health 
ISSUES status. A contrary hypcthesis is that mortality improvement has 

occurred among persons who are impaired and might have been 
expected to die if they had not received the medical or other inter­
ventions that led to the decline in deaths? 

The current and future health status of the elderly population 
could have a strong influence on Medicare program revenue and 
outlays. In addition to the contribution that health makes to the 
welfare of an individual, better population health could improve 
Medicare's financial status by keeping taxpayers in the workforce 
longer and by decreasing beneficiaries' demand for services. 

Using the National Long-Term Care SurYeys, Kenneth Manton 
and colleagues found declines in both disability and morbidity in 
the noninstitutionalized Medicare population between 1982 and 
1989.J2 The prevalence of arthritis declined by 1.7 percent annually, 
arteriosclerosis by 5.0 percent, hypertension by 2.2 percent, and 
circulatory problems by 3.8 percent. The proportion of the popula­
tion that was disabled-defined as (!) being institutionalized, (2) 
failing an activity of daily living (ADL), or (3) failing an instrumental 
activity of daily living (IADL) function-fell from 24.5 percent in 
1982 to 22.6 percent in 1989. 

Eileen Crimmins and colleagues also found declining disability 
among the elderly in the Longitudinal Survey on Aging and National 
Health Interview Survey between 1982 and 1993 but caution that 
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there is 0uctuation in improvement and even worsening in some 
years, which suggests that a clear trend is not evident.2' Elsewhere, 
Crimmins recounts findings of. increased levels of disability among 
the elderly during the 1970s and suggests that the earlier results may 
have occurred because death was delayed among disabled persons 
but that the more promising trends of the 1980s might represent 
actual improvements in health status.H This study found declines 
between 1982 and 1993 in the proportion of men and women ages 
sixty to sixty-nine who reported inability to work. A decline of 0.71 
percent annually was reported for men ages sixty-five and sixty-six 
who said that they were unable to work and 0.55 percent for men 
ages sixty-seven to sixty-nine. Among women in these age groups, 
the annual declines were 0.53 percent and 0.71 percent. 

Could this pool of retirees contribute to Medicare's financial sal­
vation? Michael Hurd reports that in 1988- 1989 more than 80 per­
cent of men and 50 percent of women were in the labor force at age 
fifty-five.25 By age sixty-fi ve the rates had dropped to about 30 per­
cent of men and 20 percent of women. By age sixty-nine 20 percent 
of men and 10 percent of women were still in the labor force. I have 
updated those figures using the March 1997 Current Population 
Survey (CPS) (Exhibit 2). About 85 percent of men and 70 percent MEDICARE 203 

of women age fifty-five said that they were in the workforce during BENEFICIARIES 

1996. At age sixty-five there is a sharp drop in the proportion of men 
and women in the workforce ( 40 percent of men and 30 percent of 
women), and the proportion continues to decline. 

Some ,vorkers already are only marginally participating in Medi­
care because they are probabl)' in good health with modest medical 
expenses and because many have chosen their employer-sponsored 
insurance as their primary coverage instead of Medicare. Other 
workers are in jobs without medical insurance but might be able to 
purchase individual coverage if insurance laws allowed. Nonwork­
ers constitute a potentially large pool of persons who might be 
working if their health permitted and if other considerations en­
couraged \\'Ork or acquisition of private health insurance; this 
policy-relevant finding deserves further attention. 

The decision to retire obviously is not just a matter of health 
status. Between 1960 and 1990 life expectancy at age sixty-five in­
creased more than 18 percent, while labor-force participation over 
age si,xty-five plummeted. David Wisc credits pensions and Social 
Security as the major contributors to the decision to rctirc.26 He 
concludes that given the presence of a (defined-benefit) pension 
plan, persons in excellent or very good health are more likely to plan 
to work past age sixty-two, but in the absence of such a plan, health 
status makes little difference. Availability of retiree health insur-
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EXHIBIT 2 
Labor-Force Participation Amonc Persona Ates 55- 80, 1997 

Ma ... Fem•'" 

A&eln M.,cll Percent Percent fun Pefcent Percent full 
1997 (Y .. ,.) employed ye•r full time w., .. employed year full time w., .. 
55 ~ 77'Yo $48,661 69'Yo 64% $30,292 
56 84 82 54,885 68 66 29,653 
57 84 74 53,868 63 62 28,258 
58 78 77 43,659 66 60 26,479 
59 77 73 49,357 59 57 26,632 

60 74 73 49,168 56 57 23,956 
61 68 71 49,762 53 57 26,815 
62 64 85 50,843 47 52 27,617 
63 55 62 49,326 40 44 28,249 
64 51 52 55,521 37 43 31,753 

65 39 47 42,425 30 40 38,902 
66 39 42 46,919 24 28 33,198 
67 35 50 46,182 20 27 28,333 
68 31 31 35,470 20 25 25,616 
69 25 46 48,342 20 29 23,809 

70 28 27 60,620 15 21 42,463 
71 18 32 23,279 13 15 75,305 
72 24 35 41,105 15 26 18,578 
73 24 24 29,760 8 18 22,426 
74 15 40 40,693 7 38 16,287 

75 14 37 76,222 9 20 22,450 
76 13 44 26,207 8 8 25,621 
77 16 36 26,538 5 20 37,095 
78 20 18 40,968 4 12 28,066 
79 8 30 63,806 3 30 33,216 
80 9 28 56,371 5 31 28,921 

SOURCE: March 1997 Current Population Sur\'9)'. 

ance, W isc concludes, hastens retirement for those in excellent or 
very good health but has very little influence on those in fair or poor 
health. With or without retiree medical coverage, the existence of a 
defined-benefit pension plan dominates the decision to retire early. 

Does Medicare coverage encourage the sharp drop in employment 
at age sixty-five? Several studies have reported that the existence of 
employer-sponsored health insurance for retirees is an incentive to 
retire prior to Medicare eligibility, but others have failed to find this 
effect.27 Robin Lumsdaine and colleagues report that those with re­
tiree medical coverage, who presumably have no stronger incentive 
to postpone retirement to age sixty-five than do those without, are 
actually more likely to retire at exactly age sixty-five.28 

On balance, it would seem unlikely that imprO\·cd health status 
will provide major relief to Medicare's financial problems. The evi, 
dence of a sustained trend toward improvement is lacking. There is 
ample evidence that much of the older population wants to retire as 
soon as it is economically feasible. 

HEALTH AFFAIRS - Volume 18. Number I 

OE MOGIIAPH 

Polley lmpli 
The demograpl 
decades might 
fertility rates, :i 
ment in health 
immigration p 
commonly prc­
off er at best n 
nine makes UJ 
these persons ~ 
removing then 
percent of pn· 
working also t 
tion rates at a. 
program incor. 

Few good c. 
Medicare fina · 
during one's :i 
assuring fixec 
nuities. State 
surance proclt 
behalf of rhos~ 
beneficiaries. · 

Some indh 
peered rise in 
part of the in f 
medical cost$ 
risk starts to 
the demograr 

Various fo, 
the Social Sc, 
the Social Sec 
contributor r 
of the concep 
contributors 
to prefund k 
insurance, tr. 
vance to prot 
but added pr 
tion. In a put 
the beneficia 

Prefundin 
vehicle. If p 

HEALTH 



Wal_H 

$30,292 
29,653 
28,258 
26,479 
26,632 

23,956 
26,815 
27,617 
28,249 
31,753 

38,902 
33,198 
28,333 
25,616 
23,809 

42,463 
75,305 
18,578 
22,426 
16,287 

22.450 
25,621 
37,095 
28,066 
33,216 
28,921 

,n excellent or 
in fair or poor 
existence of a 

ro retire early. 
in employment 
he existence of 
m incentive to 
ilcd to find this 
those with re­
inger incentive 
-;c without, are 

J health status 
)!ems. The cvi­
cking. There is 
mts to retire as 

D EM OG RAPHI C I SS U E S 

Polley lmpllcatlons 
The demographic inconvenience facing Medicare in the next several 
decades might be solved through the serendipity of a rebound in 
fertility rates, a failure of mortality to improve. substantial improve­
ment in health status of the elderly. or even a carefully orchestrated 
immigration policy. None of these seems particularly likely. The 
commonly prescribed fix of delaying retirement rates appears to 
offer at best minor relief. The population ages sixty-fi ve to sixty­
nine makes up about a quarter of Medicare enrollment; because 
these persons are younger than average ( and thus incur lower costs). 
removing them from the program would bring savings of less than 15 
percent of program costs. Encouraging older persons to continue 
working also docs not help very much. Even if labor-force participa­
tion rates at ages sixty-fi ve to sixty-nine were to double, Medicare 
program income would increase less than S percent. 

Few good examples exist in the private sector on which to model 
Medicare financial reform. Prefunding (that is, accumulating assets 
during one's active years for later use) is the traditional method for 
assuring fixed-dollar commitments such as death benefits and an­
nuities. State laws, in fact, require pref uncling for these private in­
surance products. But the Medicare trust funds retain no assets on 
behalf of those who have paid taxes to support the present cohort of 
beneficiaries. They serve only as temporary contingency reserves. 

Some individual medical insurance plans prcfund for the ex­
pected rise in cost due to aging, but this has always been a trhial 
part of the inflation risk. which has been deemed intractable. \.Vith 
medical costs increasing less rapidly in recent years, the inflation 
risk starts to look more manageable, and the prospect of lessening 
the demographic risk may be worth a second look. 

Various forms of prefunding also are now under consideration for 
the Social Security cash benefit programs. The most publicized of 
the Social Security prefunding proposals would have the individual 
contributor retain rights to the funds, but this is not a necessary part 
of the concept. To deal with the demographic risk, the age cohort of 
contributors would retain "rights~ to the assets. Nor is it necessary 
to prefund for the entire risk. In the cited case of individual medical 
insurance, the policyholder group pays additional premiums in ad­
vance to protect against premium increases later that arc due to age. 
but added premiums are charged later to account for medical infla­
tion. In a public program the inflation risk could be divided between 
the beneficiary and the taxpayers. . 

Prefunding raises the awkward problem of a suitable pref uncling 
vehicle. If prcfunding merely results in purchasing government 
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bonds that must be redeemed by a later generatl<>f' 
there is no clear advantage. One can certainly a· 
investment in inf r:istructurc has a real payoff that 
nation's ability to meet its future social obligation: 
accounting of social insurance funds blurs any such 
leads to the pcssibility of using presumably dedica1 
current consumption. 
·············································································•it 
The a111hor thanks Alice \Vadc for her assisrancc and two 

cx1cnsivc hdp. 
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Covering Older Americans: 
Forecast For The Next Decade 

If current trends continue, private insurance coverage among the elderly will 
drop by 4.5 perce,1t by 2005. 

BY SHERRY GLIED AND MARK STABILE 

S
EVER Al RECENT POLICY initiatives 
have focused attention on the popula­
tion nearing Medicare eligibility age. 

Congress has considered raising the Medicare 
eligibility age from sixty-fi\•e years to sixty­
seven years, in tandem with the already 
scheduled increase in the Social Security eligi­
bility age. President Bill Clinton has proposed 
allowing Americans ages fifty-five to sixty· 
four to buy into Medicare. The impact of such 
policies and the need for, and role of. public 
co,·erage will depend on the extent to which 
private coverage is held by the affected popu­
lation: those nearing Medicare's eligibility 
age, whatever it ends up being. 

Prior research has documented current pat­
terns of heah h insurance co,·erage in the popu­
lation that is near Medicare eligibility.' Pri,·ate 
eo,·erage in this population depends critically 
on three factors: the propensity of older adults 
to work full time. the likelihood that older 
workers will hold health insurance co,·erage. 
and the extent of pri,·ate health insurance 
among retirees under age sixty-five. We used 
information about recent trends in these com­
ponents to project co,·er:ige patterns for furure 
cohons of older persons and to assess the sen­
sith·ity off uturc private health insurance cm·­
cragc to changes in these trends. 
■ DAT A SOURCES. The analysis con­

ducted here used three years of data from the 
March Current Population Sun·e)1S (CPS)-
1989. 1993, and 1997- to follow the labor-

force and health insurance experience of co­
horts of older Americans. The CPS is a na­
tional survey of approximately 50,000 house­
holds that includes demographic and 
labor-force information. as well as inf onna­
tion on source and nature of health insurance 
coverage. The CPS has used a consistent set of 
health insurance questions since 1989; these 
questions ref er to health insurance coverage 
during the year preceding the survey. Eco­
nomic conditions in 1992 were worse than in 
either 1988 or 1996, but the two latter years 
were quite similar. 

CURRENT PA TIERNS OF H EAL TH 

INSURANCE COVERAGE 

Just o,·er half of older Americans who have 
health insurance obtain it through a current 
or former employer or spouse's current or for­
mer employer (Exhibit 1). More than one-fifth 
of persons ages sLxty-one to sixty-four obtain 
co,·erage through Medicare, Medicaid, or the 
Civilian Health and Medical Program of the 
Uniformed Senices (CHAMPUS). Finally, 
nearly JO percent of older persons hold pri,·ate 
insurance that is not obtained through a cur­
rent or former employer. More than 16 percent 
of persons ages sixty-one to sixty-four were 
uninsured in the 1997 sun·ey. 

To get a better sense of the determinants of 
health insurance co,·erage among older 
Americans. we compared their coverage to 

Sherry Glied 1s associate professor and head of the Division of Health Policy and Management at Columbia 
University's Joseph L l-.lailman School of Public Health in New York City. Mark Stabile is a doctoral 
candidate in the university's Department of Economics. 
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that of the cohort ages forty•Ciw to sixty (Ex• 
hibit I). The O\'erall rate of CO\'erage among 
persons ages slxry•one to sixty four is nearly 
as high as that among the younger group, but 
the pattern of coverage is quite different. Per• 
sons ages sixty-one to sixty-four arc less 
likely to hold private CO\'crage and much less 
likely to hold employer-sponsored coverage 
than are their younger counterparts (although 
they arc more likely to hold public coverage or 
individually purchased private coverage). 
This difference is a consequence of the much 
lower rates of emplo}'ment, espccialJy of Full­
rime employment, in the cohort of persons 
ages sixty-one to sixty-fou r, rclath•e to the 
younger group. Among persons working full 
time, those ages sixty-one to sixty-four are 
about as likely to ha\'c health insurance as are 
1 hose ages forty-five to si..xry. 

The importance of labor-market bcha,ior 
is equally apparent in comparisons within the 
cohort of persons ages sixty-one to sixt)'•fou r. 

EXHIBIT 1 

Among the most-educated men and women In 
this age group- those with a college de• 
grce-ratcs of private health insurance cover• 
age arc nearly twice as high as among the 
least-educated group. The cWTerencc is princi­
pally a consequence of much lower rates of 
employer-sponsored coverage in the laner 
group. Again, this diff ercnce is mainly a result 
of differences in labor-force participation. The 
least-educated persons are far less likely to be 
working full time In their early sixties than 
arc their more-educated counterparts. The cf. 
feet of this difference Is Further exacerbated 
by differences in the likelihood that more• and 
less-educated full -t ime workers obtain 
employer-sponsored coverage. 

LABOR-M ARKET BEHAVIOR AND 

P RIVATE H EALTH INSURANCE 

COVERAGE 

The private health insurance coverage of older 

Health Insurance Coveraee, Persona Aeet 45- 64, By Primary Source Of Cover•&• 
In 1997 

Sourc• AcH45- 60 
Medicare 3.S'N. 
Medicaid 5.2 
CHAMPUS 3.8 
Total public coverage 12.8 

Employer-sPonsored 
Working 49.4 
Retired 1.0 
Dependent 16.8 

Total employer-sponsored 67.2 

Privately purchased insurance 5.6 
No health insurance 14.3 
Any health Insurance• 85.7 
Any private lnsuranceD 73.4 
~mployer-provided health lnsurancec 67.3 

Employed 75.5 
Employed Cull time 65.3 
Employed part time 4.6 

SOURCE: 1997 March Current PopvlatlOfl SuMI)'. 
NOTE: CHAMPUS os Civ•;an Health and MedoCII Proeram ol I/le U<ldo,med StM<lfl. 
• Includes all private and pvblle sources ol lnsuranoe. 
D Includes any source or prrvate ,nsu,anoe c<M!ra&e, 
c Includes health c<M!ra,t PfOVlded by an emolo)er or by a houSenokl member"s •~r. 

Ac•• 61- 64 
12.0% 
5.3 
4.6 

21.9 

30.8 
8.7 

12.7 

52.2 

9.6 
16.3 
83.7 
62.4 
52.3 

42.8 
31.4 
2.6 
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adults in the f uturc is likely to depend on their 
employment patterns and on the inclination 
of f ult-time workers and non workers to ob­
tain health insurance coverage. To see how 
patterns of coverage arc likely to change, we 
examined patterns of employment-and health 
insurance CO\'erage O\'er time. 

Between 1989 and 1997 the percentage of 
persons working full time increased for all age 
categories (Exhibit 2). Nonetheless. in each 
year the percentage of the population work­
ing fu ll time is significantly lower among 
older persons. Not surprisingly, as cohorts 
age, the percentage of persons working full 
t ime declines sharply. Although 60 percent of 
those born between 1933 and 1936 were work­
ing f ult time when they were ages fi fty-three 
to fifty-six, only 31 percent of that cohort 
worked full time when they reached their 
early sixties. Similarly, 71 percent of persons 
born between 1941 and 1944 were working 
full time in 1989 when they were ages forty• 
five to forty-eight, but only 64 percent of this 
cohort worked full time by 1997 when they 
were ages fifty-three to fif ry-six. This pattern 
of declining labor-force participation within a 
cohort is one element in predicting patterns of 
employer-sponsored insurance for today's 
late-middle-age workers. Since more of them 
arc working today, more arc likely to be work­
ing eight years from now. 

As noted abo\'e, at any point in time, older 
full -time workers arc nearly as likely as their 

EXHIBIT 2 

younger counterparts are to obtain health in• 
surance coverage (Exhibit 2). Nonetheless. 
cohorts of older workers have been affected 
by the econom)"' i de decline in private health 
insur:mce CO\'t:rage. Over the eight-year pc· 
riod examined here. the percentage of full­
time workers in each age group who hold 
health insurance co\'erage has fallen b)' about 
two percentage points. As cohorts of full-time 
workers ha,·e aged. their rates of health insur­
ance coverage have fallen. Although 86 per· 
cent of full-time workers in the cohort born in 
1933- 1936 held private health insurance cov­
erage when they were ages fifty-three to fifty­
six, only 83.3 percent of full-time workers in 
that cohort hdd private coverage eight years 
later.1 

Only about one-third of persons ages 
sixty-one to sixty-four work full t ime, so 
changes in patterns of insurance coverage 
among nonworkers are likely to be part icu• 
larly pronounced among older Americans. Pri· 
vate insurance coverage (both employer• 
sponsored and privately pu rchased) fell 
between 1989 and 1997 among nonworkers in 
all older age groups (Exhibit 3). In 1989. 58 
percent of nonworkers ages sixty-one to 
sLxty-four held such coverage. In 1997 only 50 
percent of such persons did. A lower propor• 
tion of older nonworkers in each cohort held 
prh·ate insurance co\'erage in 1997 than had 
either four or eight years earlier. 

In combination, these patterns generate 

Full-Time Employment And Health Insurance Coverage Among Persons Agea 45- 64, 
1989- 1997 

Percent of full-time workers 
Percent employed full time• 

Age 1989 1993 1997 
45-48 70.6% 68.9% 70.8% 
49-52 66.6 66.7 70.3 
53-56 59.5 60.3 63.5 
57-60 50.6 49.5 50.9 
61-64 29.9 29.9 31.4 

SOURCE: Cu,rent Populahon SuM)'S. Maret, 1989. 1993. ana 1997. 
1 Sample Includes men and women ages forty•fi\11 IO sooy-lour. 

with prtvate coverace• 

1989 1993 
86.~ 85.9% 
85.5 85.2 
85.9 85.2 
85.6 85.4 
86.1 83.8 

0 Includes eny source of prrwte health Insurance O<M!rage. not Just employer-sponsored CCM?rage. 
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EXHIBIT 3 
Private Health Insurance Coverace Amon& Persona Ages 45-64, By Employed Status, 
1989- 1997 

All persons Nonworklnc persona ~- 1989 1993 1997 1989 1993 1997 
45-48 79.1% 76.3% 74.6% 53.5% 45.9" 42.8% 
49-52 76.9 75.3 74.9 54.4 47.5 43.4 
53-56 75.1 74.1 72.8 53.9 52.5 45.2 
57-60 73.7 72.0 70.1 58.7 55.3 50.5 
61-64 68.1 66.4 62.4 57.9 56.2 49.7 

SOURCE: Current Population Su~. March 1989. 1993. and 1997. 
NOTE: lndudes any source of private health --,a. 

trends in pri,·:ite health insurance CO\'Crage 
for the older population (Exhibit 3). For each 
age group between ages forty-five and sixty­
four. prirnte cowragc rates (a combination of 
cmplorer-sponsorcd and pri,·atcly purchased 
CO\'cragc) fcU 3-S percent between 1989 and 
1997. These declines translate into declines in 
co,·crage \\ithin cohorts of older Americans. 
Private health insurance coverage rates for the 
cohort born in 1933- 1936 fell thirteen percent­
age points as they aged from their mid-fifties 
(in 1989) to their early sixties (in 1997). Pri­
vate co,·er:1gc rates for the cohort born in 
19-11-19-H fell six percentage points as they 
aged from their early forties (in 1989) to their 
mid-fifties (in 1997). Note that these drops in 
coverage did not translate one-for-one into 
declines in insurance co,·erage. Growth in 
public CO\'er:igc offset more than half of the 
drop in pri\'ate covcrage.1 

These declines have been even more acute 
among the least-educated members of this 
population-those who did not complete 
high school. Although 58 percent of the least­
educated members of the cohort born in 
1933- 1936 held private health insurance when 
they were in their mid-fifties. onlr 41 percent 
of this cohort did so eight rears later. 

PROJECTING COVERAGE INTO T HE 

FUTURE 

The forecasts described below are based on 
two premises. First , the pri,·atc health insur• 
ance co\'erage of persons ages sixty-one to 

sixty-four (and ages sixty•fi\'e to sixty-sc,·cn 
in the absence of Medicare) is closely linked 
to the coverage patterns that these people ex­
perienced when they were in their prime 
working years. Those who held jobs without 
health insurance coverage when they were in 
their mid-fifties probably will not obtain jobs 
with coverage ten years later. Retirees who 
lack private coverage in their early retirement 
years arc unlikely to gain it later, either. 

Second. the change in private CO\'erage 
among those now in their mid-fifties as they 
reach their early sixties depends on the rela­
tionship between aging and health insurance 
coverage, a relationship that we assume re­
mains relatively constant across cohorts. 
B:ised on these premises. we generate fore ­
casts of future health insurance coverage by 
superimposing information about the link be­
tween aging and health insurance coverage 
obtained from past cohorts on the current 
CO\'erage patterns of persons ages fifty-three 
to fifty-six. 

Exhibit 4 presents baseline information 
about today's sixty-one to sixry-four-year­
olds. Scenario One forecasts coverage pat­
terns for today's fifry-three to Cif ty-six-year­
olds in 2005, assuming that changes in 
labor-market and health insurance bcha,·ior 
follow past trends. Slightly more persons in 
the older cohort arc expected to be working 
full time in 2005, because more persons ages 
fifty-three to fifty-six are working full time 
today than had done so eight years ago. The 
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EXHIBIT 4 
Current And Projected Private Health Insurance Coverace, Persons Ages 61- 84, 
1997 And 2005 

Scenario Scenario Scenario Scenario 
Baseline One Two Three Four 

Percent working full time 31.4% 33.5" 45.0% 33.5% 33.5% 
Percent working part time 11.4 10.4 10.4 10.4 10.4 
Percent not working 57.2 56.1 56.1 56.1 56.1 

Percent with health lnsuran<:e 
Working full time 83.3 81.3 81.3 83.3 81.3 

Working part time 68.6 70.5 70.5 70.5 70.5 
Not working 49.7 41.7 41.7 41.7 49.7 

Total with health Insurance coverage 62.4 57.9 62.5 58.8 62.4 
Number of persons ages 61-64 

without private health insurance 2,998,224 4,258,836 3,793,500 4,167,792 3,803,616 

SOURCE: Currant Population SuMl)'S. March 1989, 1993, and 1997. 
NOTt: Baseline column denoleS the population aees 61~ in 1997. Scenario One projects health insurance cowrage based on 
eitrapolation of trends from 1989-1997 to 1997-2005. Scenario Two projects health insurance CCM<a"9 adjusting the 

percentage of persons worki~ full time, so that CO\lerage raleS '°' persons aees 61-64 in 2005 are !he same as those '°' 
persons ages 61-64 in 1997. Scenario Three p~ health Insurance oo.erace holding constant the probablhty ol ha~ng 
health insurance coverage, c,en full-time employment Scenario Four pro,eas health Insurance hOl<lin& constant the probability 

of having health Insurance fOl those not wof'klng. 

likelihcxxl that full -time workers will hold 
health insurance is expected to be somewhat 
lower than today, because rates of private cov­
erage among full -time working persons ages 
fifty-three to fifty-six have fallen over the past 
eight years. Similarly, the sharp drop in cover­
age among nonworkers ages fifty-three to 
fifty-six over the past eight years is expected 
to translate into a lower rate of coverage 
among non workers ages· sixty-one to sixty­
four in 2005. This baseline projection yields a 
rate of private health insurance coverage that 
is 4.5 percentage points lower than today's 
rate. Since the size of the population ages 
sixty-one to sixty-four is also expected to in­
crease by 26 percent, this lower rate of CO\'er­
age translates into an increase of 1.25 million 
in the number of persons ages sixry-one to 
sixty-four who lack private coverage. 

How will this forecast be affected by 
changes in the labor-force or health insurance 
experience of older workers? Changes in So­
cial Security rules or retirement policies. for 
example. could encourage more older workers 
to remain in the labor force full time. Scenario 
Two maintains all of the health insurance pro­
pensity projections as in Scena.rio One and 

measures how high full -time employment 
rates would have to be to restore the private 
health insurance coverage rate to its 1997 
level. Full-time employment would have to in­
crease by nearly SO percent over today's rate 
to hold coverage constant-an implausibly 
high figure. Even under this extremely opti• 
mistic scenario, under which the rate of cover­
age actually increases. growth in the size of 
the older population would lead to an increase 
of near!}' 800,000 in the number of people 
lacking private coverage. 

A slowdown in the rate of growth of health 
insurance costs might stem the declines in 
pri\'ate coverage among older fuU-time work­
ers. Scenario Three examines the effect on ex­
pected private coverage le\'els of holding 
health insurance co,·erage among full -time 
workers at today's rates. This change would 
ha\'e a small effect on coverage, reducing the 
number of people lacking private coverage by 
just under 100,000. 

One component of President Clinton's pro­
posal for coverage expansion is to increase 
CO\'erage among nonworkers. The effect of 
such a change is illustrated in Scenario Four. 
lf reti.ree coverage rates remained at today's 
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Jc\'cls (nearly 50 percent), there would be no 
decline in private coYcrage rates among the 
papulation ages sixty-one to sixty-four be­
tween now and 2005. Again, this assumption 
is extremely optimistic. Prior cohorts experi­
enced declines in the percentage of nonwork­
ers holding private insurance o,·er time. This 
scenario would require a fi\'e•perccntage­
paint increase in this percentage as the cohort 
aged. Furthermore, an increase in the avail­
ability of public coverage for nonworkers 
might lead more people to leave the labor mar­
ket and change the balance of public and pri­
\'ate coverage. 

P OLICY IMPLICATIONS 

Under most plausible scenarios both the 
number and the percentage of older Ameri­
cans who lack private insurance coverage are 
likely to rise over the next decade. Rates of 
private coverage among persons ages £ifrr­
threc to fifty-six arc lower today than they 
were among this age cohort eight years ago. 
and these lower rates arc likely to continue 
into the future. This problem is likely to be­
come even more se\'ere over time becau~ 
rates of employer-sponsored health insurance 
CO\'erage among baby boomers ha\'e been de­
clinfag steadily O\'er the p.,st fifteen years. 4 

These results suggest that raising the age 
of eligibility for Medicare in tandem with the 
Social Security eligibility age is likcl)' to lea\'e 
a large number of older Americans ,,i chout 
pri,·ate coverage. Although raising the age of 
eligibility for pension benefits will encourage 
more older Americans to work. our projec­
tions suggest that implausibly large increases 
in employment would be needed to offset the 
expected declines in CO\'erage. 

Conversely, expanding Medicare b)· per­
mitting older Americans to buy in is unlikclr 
to make a significant dent in the number of 
near elderly uninsured persons. The decline 
in private insurance CO\'erage is especially sc­
,·ere among the least-educated members of 
older cohorts. s This group is unlikcl)' to be 
able to afford to pay actuarially fair premiums 
for Medicare coverage. Furthermore. increas­
ing Medicare eligibility might ewn crowd out 

some existing pri,-ate CO\'erage. 
New policy initiatives arc needed to ensure 

that older Americans. especially tho~ who arc 
not working. can maintain health insu~ 
coverage until they become eligible for Medi­
care. These could include new public coverage 
alternatives or policies that would encourage 
the purchase of long-term. non-employer• 
sponsored pri,·ate retiree coverage. 
. ................ ......... ....... .. ...................... . 
This rcSGarch was sM/)pOrtcd by an Investigator Award 
(to Sherry Glicd) from the Robert Wood Joh,uon 
Foundation. 
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P. Cunninglwn. Nut Steps In Jnmmcn1al Heall• bi· 
surancc ~nsk'IIS.' U1io Is Moy Dc.scning. ~ Brief 
(Washington: ~ntcr for Srudying Health S)"S· 

tern Change. April 1998).12; and TA Waidmann. 
· Potential EJIC(tS of Raising Medican:'s EligibU­
it y Age: Hcalt~ Affairs (March/April 1998): 
156- 164. 
Patterns ol CO\~rage among Full time: workus 
(or nonwod,ers) in a cohort may be afrC(tcd by 
changes in the composition or the Full-rime 
working (or nonworking) portion or the cobon. 
As Exhibit 3 suggests. less•eduarcd wonccrs. 
who ha~ .a lowtt prt)IXOSity to hold prh-atc CO\'• 

cragc, tend to tttitt earlier than better-educated 
workers do. This pattern means that the actual 
decline in pri,"Ue co,·u age among those continu­
ally employed full nmc is likely to be grnrcr than 
I hat described. 
Recent research suggests that increases in the 
availability or public co,·eragc can crowd 001 pri­
vate CO\'erage D. Cutler ct al.. ·Docs Public In· 
surancc Crowd Our Pm·ate Insurance!" ~afy 
Journal of Eco,w,,nics (May 1995): 391-4 30. Some of 
the decline in pri,-ate coverage may be a conse­
quence or cxp.indcd public CO\'cragc. but"~ C.111 · 

not s.ay how much using these data. 
S. Glied and ~I Stabile. ·Graduation 10 Health 
lnsur:rncc Co,cragc: 1981-1996: NBER Worlang 
Paper no. 62i6 (Cunbndgc. Mass.: National Bu• 
rcau or Econc,mic Research. 1997). 
H the rebtionship between education and pri· 
vare health insurance co\'crage remains un· 
changed. the d«rcasc in the number or poorly 
educated Ammcans might mlt1gJtc some of the 
losses in co\'erage. \\'c also predict co,'tragc 
rates into the fururc. accounring for the changing 
education.ii nukeupof che population. Predicted 
Insurance r.atcs arc \\i thin 0.4 percentage pomcs 
or our ttponcd predictions. 
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MEDICARE BENEFICIA R IES 

PUBLIC 
OPINION 

Public Opinion, 
Knowledge, And 
Medicare Reform 
Most Americans think of Medicare as a basic right, but few 
understand the implications of specific policy changes. 

by Jill Bernstein and Rosemary A. Stevens 

ABSTR.A~ A review of public opinion and focus-group research reveals consis­

tently inadequate understanding of Medicare by the public and misinterpreta­
tion of public opinion information by policy advocates. Closer analysis of appar­

ent conflicts in values related to self-sufficiency, personal responsibility, and 

government. however, reveals strong support for the basic premises of social 

Insurance embodied In Medicare. The likelihood of meaningful policy discus­
sions about Medicare depends, in part, on whether the policy and research 
communities can find ways to provide the electorate with the knowledge they 

need to understand the implications of reform. 

P
U BLI C OPIN I O N P O LL S S HOW strong intergenerational sup­
port for Medicare and a desire to ensure the financial well­
being or the program.• The evidence suggests that the public's 

views about Medicare have reflected a fai rly constant set or values 
about fairness and government responsibility. These values seem to 
ha\'e sunived despite skepticism about the einciency of govern­
ment, the trustworthiness of the health care industry, and serious 
gaps in the public's understanding of virtually all policy-relevant 
aspects of the Medicare program- from how it is organized and 
financed to what options are available to bcneficiaries.2 

As a new round of public debate about the future of Medicare 
takes shape. the public's views will once again be tapped and ap­
praised-and probably misrepresented in the media.1 Our purpose 
here is to re\'icw data on public attitudes toward ~tedicare in the 

Jill Bcrnston 1s a smior research associate at the National Acadcm) of Social Insurance in 

Wash ingr..m, D.C~ and coeditor of Managed Care Research. a book series of Sage P11blica­
tion5. Prrviously. she was depury dirwor, Office of Program Devcl(1'mcnt. at the Agency for 
Health Care Policy and Research Rosemary Stevens is the Stanley I. Shurr Endowed Term 
Professor and professor of history and sociology of science at tilt University of Pennsylva­
nia. Slit is the author of ln Sickness and in Wealth: American Hospitals in the 
Twentieth Century (Basic Books.1989). soon to be reissued in an updated version Oohns 
Hopkins, 1999). 
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1990s, to provide a more coherent framework for Medicare reform. 
■ Methods and approach. A computer search of public opinion 

polls since 1990 found more than a thousand surveys that included 
questions on Medicare; we scanned more than 400 to get some sense 
of the breadth and depth of polling data on the general topic.• We 
then rc,iewed in greater depth a range of opinion poUs conducted 
by research organizations- including work commissioned by the 
National Academy of Social Insurance (NASI) as part of its ongoing 
project. Restructuring Medicare for the Long Term-and by public 
policy and advocacy organizations. s 

Anyone working with poll data knows how slippery the results 
seem to be. In an attempt to be more precise, NASI developed a 
second set of questions about public perceptions and understanding 
of Medicare policy options. Some of these were explored in a series 
of ten focus groups. conducted by Kleimann Communication Group 
in three California regions in February 1998.6 The focus groups pro­
vided an opportunity to hear in some detail about individual experi­
ences in the evolving Medicare marketplace, with its array of 
choices among managed care options and physician groups con­
tracting with multiple health plans. Where relevant, we draw from 
these materials too. MEDICARE 181 

We have divided our review into five areas: (1) the program's BENEACIARIES 

importance to beneficiaries and their families in terms of financial 
and social security; (2) views about the role of government and 
individuals in securing access to appropriate health care; (3) under-
standing of and experience with the benefits and plan options avail-
able to beneficiaries; ( 4) understanding of problems facing Medicare 
in the near and long term; and (5) options for Medicare reform. 

Views About Medicare: A Review Of Surveys 
■ How Important Is Medicare to beneficiaries and their fami­
lies? If there is one ~absoluteft in poUs about Medicare, it is that 
Americans place a very high value on the program. A 1994 national 
poll found that three-fourths of Americans consider the Medicare 
program important to their own families.7 A 1996 national survey 
conducted for the American Association of Retired Persons (AARP) 
found overwhelming support for Medicare. More than 80 percent of 
respondents agreed that ~tcdicare makes it possible for retirees to 
remain independent, and only 22 percent believed that persons age 
sixty-five and older arc likely to be able to afford private health 
insurance. Slightly more than half of the baby-boomer respondents 
(ages thirty to forty-nine) expressed complete agreement with the 
view that ~older people would really suffer in terms of financial 
security without Medicare.ft and the same percentage completely 
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agreed that they were "glad to have Medicare because taking care of 
parents is too much of a burden without Medicare."' A 1996 survey 
for the Cato Institute found that n percent of respondents had a 
favorable view of Medicare.9 A national news poll conducted in 
December 1997 reported that 51 percent of respondents believed 
that Medicare was "very important" to them personaUy.10 

The 1997 NASI poll found that people under age thirty were 
somewhat more likely to agree that the federal government has a 
basic responsibility to guarantee that the elderly and disabled have 
adequate health insurance (57 percent strongly agreed; 32 percent 
agreed) than were respondents age sixty-five or older (54 percent 
strongly agreed; 23 percent agreed). 

Beneficiaries participating in the California focus groups were 
clear in their support for and deep appreciation of Medicare. In most 
sessions beneficiaries said that if they could send a message back to 
people in Washington about the future of Medicare, it would be 
that they want the program to be there for their grandchildren. 
■ Public versus private responslblllty for health care: how 

does Medicare flt? Americans have regularly expressed strong 
support for health care as a basic right for everyone, not just the 
elderly or disabled.11 Even after the failure of the Clinton administra­
tion's health care reforms, polls have found significant support for 
government involvement in health care.12 

Views about the role of government are rooted, at least in part, in 
egalitarian values, namely, that everyone should have equal access to 
health care. Polls have shown that Americans are not comfortable 
with the notion that access to or quality of care should be a function 
of one's ability to pay. A 1992 Employee Bendit Research Institute 
(EBRI) poll found that 41 percent of respondents strongly agreed, 
and an additional 47 percent agreed, with this statement: "Everyone 
should be entitled to the same amount and quality of health care, 
\\'hether or not they can pay for that care."11 

Medicare is clearly viewed as a government promise to its citizens 
that Medicare represents a "social contract" that must be honored. 
In the 1996 AARP poll there was virtually no difference in the pro­
portion of retirees (76 percent) versus nonretirees (n percent) who 
expressed agreement or strong agreement with a statement that 
Medicare represented a "commitment made a long time ago that 
cannot be broken."1

• 

However, views about ability to pay can be cast in very different 
ways. Polls conducted in 1986 and 1990 found that a majority of 
Americans agreed with the statement that "payments for the elderly 
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one-third agreed with the alternative statement, that Medicare pa­
tients should ~be reimbursed for their health care regardless of how 
rich or poor they are.~u The reaction to the Medicare Catastrophic 
Coverage Act of 1988, on the other hand, suggests that increasing 
cost sharing among higher-income beneficiaries can e\'oke a strong 
negati\'e response in at least some sectors of the population.~ 

In a 1995 poll Robert Blendon and colleagues reported that about 
one-third of the public believed that if people paid their taxes, they 
were entitled to benefits when they retired, no matter what their 
incomes. Another 23 percent thought that Medicare benefits should 
be income-tested and that high-income beneficiaries should be re­
quired to buy their own health insurance (and not receive any ~tcdi­
care benefits); 42 percent said that Medicare benefits should go to 
all retirees but that higher-income retirees should pay more.c, 

The 1997 NASI surYey sought levels of agreement or disagreement 
with the statement: ~People who can afford to pay more are entitled 
to receive higher quality medical care than people who rely only on 
Medicare or other (public1y supported) programs." Thirty-eight 
percent strongly agreed or agreed, 16 percent somewhat disagreed, 
and 4 3 percent strongly disagreed. 

Unfortunately for the po!Jsrer seeking c1arity, any person may 
simultaneously hold strongly felt but seemingly conflicting ,iews 
about equality of opportunity and personal responsibility. 
Lawrence Jacobs and co!Jeagues· comprehensive review of health 
care surveys showed thJt the \'iew that persons should be responsi­
ble for their own health care has coexisted for decades with the ,'icw 
that the government is (ultimately) responsible for securing access 
to care for all Americans." A 1992 EBRI polJ that found thJt 88 
percent agreed that e,·eryone is entitled to health care regard1ess of 
abiJity to pay also found that 88 percent agreed that everyone should 
be expected to pay something toward the cost of their health care.1

<1 

The NASI 1997 poll found that almost 40 percent of respondents 
who strongly agreed about government's responsibility for insuring 
the elderly and disabled also somewhat or strongly agreed that peo­
ple should be responsible for setting aside enough money to pl)' for 
their own health care when they retire. It is not too difficult. there­
fore, to design a poll that ,,ill support either a strong role for go,·em­
ment in guaranteeing health insurance or a libertarian ,iew of per­
sonal responsibility. Either would, however, tell only half of the story. 
■ How well does the American publlc, or the average benefl­

clary, understand Medicare? Fnr mnrr- tli ,, n .-hir~,· ,·.-~ - · - - - 1-
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to date); and the increase in the elderly's out-of-pocket spending for • 
health care despite the increases in the costs borne by Medicare 
( showing an increase from 9 percent of elderly's income in 1975 to 18 
percent in 1994 ). The researcher remained available to answer tech­
nical questions during the group discussion. Persons responding to 
opinion polls usually have none of this background readily available. 
■ How do people translate values Into opinions about Medi­

care policy options? Comparisons among polls asking about Medi­
care policy options reveal striking consistencies but also instructive 
variations. Polls by NASI (May 1997), the Los Angeles Times (Septem­
ber 1997). Gallup Uune 1997). and Pew Uune 1997) found virtually 
identical reactions to the proposal to raise the Medicare eligibility 
age to sixty-seven (about two-thirds were opposcd).11 But when 
asked about a proposal to make high-income seniors pay more for 
Medicare. the polls varied in the way that they asked the question, 
which was associated with different responses. Key issues here are 
the concept of "higher incomes," a fuzzy notion until operational­
ized; how income (or wealth) is actually measured; and how in­
creased parments are assessed (for example, through surcharges on 
income tax, higher premiums payments, higher copayments, or 
higher deductible charges). 

The Los Angeles Times asked if, to keep Medicare solvent , high­
income seniors should par more for Medicare, whereas the Pew poll 
specifically asked if single seniors earning more than $50,000 per 
year or couples earning more than $75,000 per year should pay a 
larger share of medical bills. The NASI poll asked ""hether wealthier 
people eligible for Medicare should be required to pay more (for 
Medicare) than people with lower incomes. Sixty percent favored or 
strongly favored higher payments for the high-income group speci­
fied in the Pew poll, but more than half of respondents in the Los 
Angeles Times and NASI polls were opposed to ha,ing ~wealthier" 
people pay more. i: In both the Los Angeles Times and NASI polls, 
seniors were more likely to support higher cost sharing by wealthy 
beneficiaries than were younger respondents. 

In the NASI poll there were some fairly clear associations be­
tween values and opinions about policy. For example, respondents 
who strongly agreed with the statement that people should be re­
sponsible for setting aside money for their own health care needs 
were more likely than others were to support privatization of Medi­
care. Strong support for the view that the government is responsible 
for guaranteeing that the elderly and disabled ha\'e health insurance 
was positively correlated with support for increasing taxes to bol­
ster the Medicare program. However, agreement with the concept 
that cuts now mean fewer benefits for those becoming eligible for 
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l:,cne.fits, distinctions between the programs were not 
~ People generally knew that they paid payroll taxes 

to Medicare when they were working, but they were not 
the program's status as something guaranteed to every­

was eligible, regardless of income or health care need. This 
consistent with Blendon's 1996 survey results on under­
of cntitlements.21 

Now do people view the problems facing Medicare? The 
appears to be aware of and concerned about Medicare's 

financial problems. According to polls conducted in late 
,nd 1995, four of fi ve Americans thought that Medicare was in 

trouble, and six of ten believed that these problems were 
•• Most Americans younger than age sixty-five have doubts 

ther the program will be there for them when they be­
iJc. 19 

data suggest that the public tends to focus on a different set 
affecting Medicare than many policy experts do. The 

"iarYCyS found that Americans primarily attribute shortfalls in 
finances to excessive charges by providers, fraud and 

and poor management by government and insurance compa-
lbt 1995 and 1996 AARP polls found that an overwhelming MEDICARE 185 

iiJiiky (87 percent) of respondents believed that t-. tedicare fund- BENEFlCIARIES 

would be sufficient to meet all program needs if fraud, waste, 
abuse were eliminated. About half of those questioned in Kai-

..tlarvard polls in 1994- 1995 thought that the growing number of 
was a contributing factor, and about 30 percent cited costs 

drugs, treatments, or tests. 10 

on this evidence and field experience, the research staff 
~ the NASI focus groups believed that it was necessary to 
Wit a brief educational component into each focus-group session, 

provide a basic overview of Medicare as the foundation for dis-

E of policy options. The topics addressed the serious gaps in 
ge perceived in the polJ rc\iews: what the difference is 
Medicare fee-for-service and Medicare Ht-. tOs; and how 

p, employer-sponsored retiree supplements, and \ tcdiCal fit 
in the California context. Four charts were used to present 
ts of the Medicare problem: the growth in the number of 
beneficiaries projected to 2030 (showing that the number 

'ciaries will double); the number of workers per Medicare 
(showing that the worker/beneficiary ratio will fall by 

the next sixty years); the projected increase in Medicare 
per beneficiary, based on past rates of increase (showing a 

. ical increase from $5,000 to $45,000 per beneficiary per 
_pirln thirty years if costs continue to increase at the rates they have 
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cently, managed care. ~ Blendon and coUeagues' review of poll data 
from 1994 and 1995 found that the public as a whole was not well 
informed about Medicare benefits. Many are unclear about what 
services are actually covered. Most Americans do not know that 
Medicare docs not pay for long-tenn nursing home care or out­
patient prescription drugs. Medicare financing also is poorly under, 
stood; fewer than one-third of survey respondents knew that differ, 
ent f uncling sources, including separate trust funds and general 
budget funds, pay for Medicare.21 

Managed care has introduced a whole new dimension to the com, 
plexity of the information that beneficiaries need to sort through if 
they are to make "good choices" in the marketplace.22 A survey com­
pleted in 1998 found that even beneficiaries living in areas with high 
health maintenance organization (HMO) penetration in the Medi­
care market had a very limited understanding of how Medicare 
managed care diff crs from traditional Medicare. 21 

The NASI focus groups, although not representative or gener­
alizable, also revealed some potentially serious gaps in beneficiaries' 
understanding of Medicare and managed care. First, many focus, 
group participants were unclear about what health plan they were 
in or whether it was a supplemental policy or a Medicare HM0.2• 
Consistent with other Medicare focus groups conducted in the past 
fi ve years, beneficiaries told us that they had difficulty under, 
standing or comparing the plan options available to them, and they 
of ten depended on information from the health plans or personal 
recommendations when choosing a health plan or supplemental 
insurance policy. u 

Second, there was a widespread perception, reflected in all of the 
sessions with seniors, that when beneficiaries enroll in a Medicare 
managed care plan, they arc no longer "in Medicare." Some appeared 
not to know that they retained Medicare appeal and grievance 
rights when they joined Ht-. fOs. Several participants explained that 
"when you join a health plan, you are no longer in Medicare, and you 
can't change plans for a year." A significant number of the bencfici, 
arics also believed that the monthly payment of $4 3.80 (subtracted 
from their Social Security checks) was pa}•ment in full for their 
cnroUment in the plan.26 

Third, there was a fairly widespread conception, particularly 
among lower-income participants, that Medicare is not used by 
people who can afford other insurance. It was assumed that supple, 
mental insurance that people bought themselves or had from their 
former employers was in fact the "real" insurance for wealthier peo, 
pie, who "don't need to use ~fcdicare." Although a significant pro­
portion of participants also were receiving MediCal (California 
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t,fcdicatt later was not associated. with greater support for increas, 
iaxcs to save Medicare. 

laltbt ten NASI focus groups provided an opportunity for asking 
low values interact with opinions about policy reforms. About half 
tJ each rwa,hour session was devoted to discussion of possible pol, 
icfchanges. To begin the discussion, the group was presented with a 
t,ric:f overview of four sets of proposals focused on reducing Medicare 
costS, adding money to Medicare, increasing costs to beneficiaries, 
aod making Medicare more like employer-sponsored insurance. Af, 
urashort explanation of each set of options by NAS[ staff, the group 
a,odcrator discussed each set. Unlike a poll, the focus-group format 
did not require, or even allow, participants to pick a single issue or 
option; they talked about all of them. ln fact , some people changed 
d,cir minds about policy options as they discussed them. 

For example, when focus-group participants began to discuss 
reducing payments to doctors and prO\iders. there were often 
saong reactions on both sides of the argument. Some participants 
1111mediately said that it would be a bad idea, because if payments 
• 'Crt cut too much, doctors would stop seeing Medicare beneficiar­
ks. This same concern was noted as an emerging trend in Blendon's 
review of poll results from 1995; a 1995 news poll found 47 percent MEDICARE 187 

opposed and 45 percent in favor of reducing Medicare fees to secure BE.NEFlCIARIES 

savings.n One or more participants in many of the focus groups 
pointed out that physicians have to go to school fo r a long time, 
accumulating major debt, and that they deserve to be paid a lot of 
money. This view appeared to be more pronounced in groups with 
lower-income participants. Others were concerned, however, that 
hospital and doctor bills seem excessive. Persons in most sessions 
reshaped their arguments as the discussion progressed. Most of the 
groups ended up agreeing that categorically cutting doctor and hos-
pital payments was undesirable and unfair to providers but felt the 
need to address inappropriate pricing and billing practices and 
other abuses of the payment srstem by pro,iders and beneficiaries. 

The concept of fairness arose again and again in discussions of 
policy options such as rai sing the eligibility age for ~fedicare, in­
creasing revenues, and increasing beneficiary cost sharing, although 
one person's "fairness" may not be that of another. Some focus­
group participants thought it unfair to raise payroll taxes on young 
persons with families in low-wage jobs while wealthier retirees 
were not paying their "fair share."i◄ Seniors in most of the groups 
stressed the importance of evel)•one, including beneficiaries, helping 
out. Concerns were raised about the problems many seniors already 
have in making ends meet and the hardships that would result from 
any increase in beneficiary cost sharing. There was fairly strong 
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support for proposals to increase costs for higher-income benefici­
aries in most groups, but it was difficult to come to agreement about 
what people meant by "wealthy." Most groups generally settled on 
income levels of about $40,000- $50,000 as the boundary for in• 
c reased cost sharing. consistent with the NASI poll, in which 
$50,000 annual income was the most common threshold identified 
as defining "wealthy."" 

Virtually all of the groups easily came to consensus that fraud was 
a major problem in Medicare, but discussion about how to address 
it was inconclusive. In several groups people talked about their 
personal knowledge of various questionable practices on the part of 
providers, suppliers, and insurance companies, but generally these 
were seen not as a "Medicare" problem but as pervasive in the entire 
health care system. On abuse, there was enthusiasm about the po­
tential for savings that could come from the more appropriate use of 
health care services. There appeared to be widespread support for 
programs to educate patients and practitioners about preventive 
care and how and when to use health services. 

Participants had the most difficulty discussing policies that 
would make Medicare look more like employer-sponsored insur­
ance. With the exception of persons who worked for the state of 
California, most participants had lit tle or no experience during their 
working lives with systems that offered much choice among com· 
peting health plans. Opinions about turning the management of 
retirement medical savings accounts over to the private sector were 
more illuminating. Although participants generally agreed that the 
private sector might do some things more efficiently. that was not 
true uniformly across the groups. However. there was significant 
consensus on two points: (1) Participation in any system of private 
insurance (during one's working life) to be used after retirement 
would have to be mandatory for everyone, because otherwise young 
persons would not contribute; and (2) there would need to be gov• 
ernment oversight of such a system, because private plans could 
disappear, taking people's money with them. Se,·eral participants 
described a model such as the banking system. in which private 
institutions handle people's money but government plays a strong 
regulatory role. 

Implications For Policy 
■ Reform with care. The consistency of findings from polls 
throughout the decade about the high value placed on Medicare 
should provide some broad guidance about general policy directions 
for Medicare reform. At minimum, it suggests caution about making 
changes in Medicare's role as social insurance. The majority of 
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Americans support the underlying principles of Medicare as a pub­
lic program, a basic right, and a "social contract." Pervasive ideas 
about the importance of personal responsibility for health and its 
financing coexist with general views about government responsibil­
ity. Americans think that health care is too expensive, and they are 
not sure that either the private health care industry or the govern­
ment can be trusted to address some of the abuses that plague the 
system, but they do not want to underpay physicians. They believe 
that everyone, including seniors, should do their part and pay taxes 
to support Medicare as long as the tax system is fair and the money 
really goes to Medicare. All of these expectations are consistent 
with the basic premises of social insurance that have been embodied 
in Medicare since its implementation in 1966. 

Matters become more complicated, however, when we examine 
opinions about specific policy changes, for we must ask how and in 
what ways lack of understanding of the program distorts Ameri­
cans' views. If many believe that ~ealthy" people do not "need" or 
"use" Medicare, and if Americans do not understand how Medicare 
is financed or health care providers are paid, how do we sort out 
what voters are actually saying when they express opinions about 
holding down program costs, raising the eligibility age. increasing MEDICARE 189 

beneficiary cost sharing. or requiring beneficiaries to contribute BENEACIA.RIES 

based on their ability to pay? 
■ Use polls cautiously. A second inescapable conclusion from 

this review is that polls currently available arc inadequate vehicles 
for policy guidance about specific program changes. Current opin­
ion reveals lack of understanding of how Medicare works. This is 
fostered by misinterpretation of public-opinion information by pol­
icy advocates and the media. People respond to questions about 
complex policy options based on what they understand about the 
proposal (which may or may not be reflected accuratcl)' in the ques­
tion) and what they know about ~ledicare. The troubling question 
arises: "Can there be meaningful public and political debate about 
Medicare's programmatic future?" If we rely on polls to tell us what 
the American people want regarding ~tedicare reform, the answer 
to that question seems to be "No." 

Pragmatically. it could be argued that polls are designed to ask 
people what they think about policy options on an abstract 
level-knowing that the answers may reflect some basic misunder­
standing of the underlying facts-to get a "sounding" of public con­
cerns. Politicians can then adjust their policy proppsals or the way 
in which they arc presented. We argue, alternatively. that polls may 
be most useful in helping the research and policy communities to 
identify those deficiencies in public understanding that arc conse-
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quential for the public policy process. We believe that Americans do 
not need to understand the intricacies of Medicare policy to make 
informed choices about major policy changes. At issue is what basic 
facts the public actually needs to make decisions consistent with 
individual values and social expectations. Discovering this is an 
urgent task for health services research and policy. not only to en, 
sure that political change rests on public support, but also to avoid 
opposition from an awakened public once change is implemented. 
We do not need yet another example of failed reform blamed on 
misunderstanding and manipulation of public opinion. 
■ Need for education. The third conclusion from this review is 

that there is a glaring need for public and media education. lf the 
le\'el of interest we saw in attending and participating in the focus 
groups we conducted (every person we contacted who met the 
screening criteria elected to part icipate) is at all reflective of the rest 
of the country, working people as well as retirees want to be in, 
formed. They want to know the options being considered, to be able 
to think them through and let policymakers know what they are 
thinking. The level of interest in Medicare might acntally provide a 
relatively rare opportunity for improving public involvement in po, 
litical discourse more generally. Based on the genuinely conscien, 
tious, concerned discussions in the NASI focus groups, meaningful 
debate does seem possible if people are provided with clear, unbi, 
ased information and opportunities to ask relevant questions and 
get answers to them. 

The Health Care Financing Administration (HCFA) has never 
had the resources to support health and retirement benefits educa, 
tion and assistance programs comparable to those found among 
large employers in the public and private sectors. The detailed infor­
mation that Medicare provides in the Medicare Handbook or other 
brochures or on its Web site focuses on coverage, benefits, benefici­
ary rights, appeals, and so on. There is, however. no ~usual source~ 
for the information people need to understand what Medicare was 
designed co do, the challenges facing the program. or what Medicare 
reforms could mean for them and their families. It is easy to say that 
there is no money to pay for effective public education, or that iI 
there were, we would not know how to use it (the focus-group 
experience suggests that we do). In contemplating changes that may 
ha\'e broad consequences across the social fabric, an uninformed (or 
misinformed) electorate may be a particularly false economy. The 
challenge for the research and policy communities is to figure out 
how to provide beneficiaries and the rest of the American electorate 
with the information they need to decide about Medicare's future in 
ways that are easy to understand, accurate, and fair. 
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Reexamining The 
Delivery System As Part 
Of Medicare Reform 
Executives from a large health care system that treats many 
elder1y patients offer their view of what Medicare reform needs 
accomplish. 

by Nancy A. Whitelaw and Gail L. Warden 

ABSTRACT: Medicare is more than a payment system. As the nation's largest 

public payer of health care. Medicare dictates the way health care is delivered 

to elderly and disabled persons. Health care and health outcomes cannot make 
substantial improvements until the delivery system is changed. Medicare re­

form must support a coordinated health care delivery system (in place of 
hospital-centered, fragmented care) and proactive chronic disease manage. 
ment (in place of episodic, reactive care). Consumers. government, community. 

based agencies, employers, health plans, and others need to develop a shared 
understanding of what outcomes we want to obtain, what delivery system 

reforms are required, and how financing can support those reforms. 

I
F YOU A S K M OST AMERICANS , "What is Medicare?" you will 
get a simple answer: It pays for health care for the elderly. This 
statement is true but fails to capture the full scope of Medicare's 

role in this nation's health care system and in the lives of thirty-six 
million elderly and disabled beneficiaries. Medicare provides cover­
age for 95 percent of rhe population age sixty-fi\'e and older and rhus 
directl)' aHects the health status of virtually every older American. It 
pays for more rhan half of aU health care for the elderly and is rhe 
largest public payer of health care in the United States.' As such. 
Medicare does not simply pay for health care; it actually determines 
the organi::ation of health care delivery. 

In this paper we describe how Medicare looks from the trenches 
of health care delivery and how its regulations can ad,·erscly affect 
our efforts to deliver cost -effecti\'e care of high quality that satisfies 

Nancy\\ '111ulaw is associate dir«ror of rhc Ccnrcr for Healrh Sysrans Studies at the Henry 
Ford Hcalrh System and dir«ror of hcalrh services research ar rhe Hcalrh Alliance 
Plan- borh III Dctroir. Mich igan. Gail \\'ardcn is president and chief exuutivc officer of ch, 
Henry Ford Hcalrh Sysrem. 1n 1997 Prcsidmr Clinron appoinrcd him co the Prcsidmr's 
Advisor)' Ccmmusion on Consumer Prorcction and ~uality in the Health Care Industry. 
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"Medicare rewards a disease,based model, not systematic care 
planning and disability management." 

che beneficiary. Dozens of issues affect delivery systems. including 
payment levels and risk adjusters, support for medical education, 
conflicting regulations. difficulties in determining eligibility for 
various benefits, inconsistencies between Medicare and Medicaid, 
and decreasing funding coupled with increasing paperwork and 
expectations for outcomes. These issues are the subject of other 
papers in this volume. 

The payment system clearly is crucial, but attention also needs to 
be given to how Medicare shapes the way health care is delivered 
and impedes the type of delivery system changes that are needed to 
improve both the quality and cost-effectiveness of care to elderly 
and disabled persons. Rather than examining difficulties with the 
current payment system and suggesting ways to change it (which 
we leave to policy and financing experts). we use our experience at 
the Henry Ford Health System to prO\ide a case study of current 
challenges confronting delivery systems. 

Little improvement in how delivery systems provide care or in the 
outcomes of that care will occur until the Health Care Financing 
Administration (HCFA) builds a vision for how care should be or­
ganized to achieve better health outcomes. Without such a vision, 
we argue, it is difficult to evaluate various payment models. This 
vision should begin with commitments to a coordinated health care 
system that spans the continuum of care and to proactive, longitudi­
nal chronic disease management. 

A Case Study Of An Integrated Delivery System 
The Henry Ford Health System (HFHS). established in 1915 with 
the founding of Henry Ford Hospital. is fairly typical of the large. 
nonprofit, integrated health systems now developing around the 
country. The HFHS offers preventive, primary. specialty. acute, and 
long-term care to a diverse population in southeastern Michigan. 
Our system includes 1,000 staff physicians and 1,800 affiliated phy­
sicians; six hospitals: thirty medical centers: two nursing homes; 
and hospice, home health, behavioral. and pharmacy services. 
Health Alliance Plan, an HFHS-sponsored health maintenance or­
ganization (HMO). serves more than 500,000 members. Among its 
offerings are a Medicare risk program, a Medicare supplement pro­
gram, and Medicaid managed care. 

In 1997 the HFHS served about 800,000 Michigan residents, pro-
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viding 2.5 million patient ,isits and 70.000 inpatient stays. Eli 
patients made half a million visits to HFHS facilities and accou 
for 25,000 hospital stays. Our views about the current challe 
confronting Medicare are based on our many and varied cxperie: 
with the program while serving th~sc patients. 

Moving Toward A Coordinated Delivery System 
In 1965 the primary purpose of Medicare was to provide covcrage(4 

hospital care. This co\'cragc was expected to be equivalent to the 
types of coverage available to the working population. The working! 
population. however. typicall)' required acute care services for accP 
dents and injuries. In trying to duplicate the health care coverage 
received by employees for coverage to elderly and disabled persons, 
we reinforced an approach to care that is fundamentaUy inappropri­
ate for persons with serious. chronic disease. In the mid-1960s hos­
pitals not only were the centerpiece of care for persons with serious 
illness. they often were the only places for such care. 

The nation is slowly coming to recogni:e that hospitals should 
not be the centerpiece of health care. Hospitals arc acute care set­
tings. but the dominant health problems of the ~tedicare population 
are chronic illnesses. Hospitalization of the older adult often results 
in decline unrelated to the progression of the acute problem that led 
to the admission.2 In general. less attention is needed on how to 
reduce inpatient days; more study is required on how to provide 
high-quality care in the most appropriate setting at the optimal 
time. 

At Henry Ford and elsewhere, pro,iders are attempting to build 
coordinated health care systems that focus on patient care in the 
clinic and the home. where chronic disease can be managed and 
disability delayed. Making this transformation is chaUenging: Our 
systems encompass many facilities and pro,iders that ha\'e not 
worked together in the past. Our job is made even more difficult. 
however, by the ways in which Medicare policy reinforces fragmen ­
tation and hospital-centeredness. Examples from primary care. 
medication management, home health. and nursing home care illus­
trate our difficulties. 
■ Primary care. Primary care financing is woefully inadequate 

for good geriatric care. Medicare rewards a disease-based model. not 
systematic care planning and disability management. That model 
invokes repeated brief ,isits. each addressing a single disease, mini­
mal follow-up. high use of ancillary senices and specialists. and 
multiple treatment regimens prescribed by multiple providers. 

We know that there is a better way to pro,ide geriatric care.1 

Under an effecti\'e primary care model. an interdisciplinary primary 
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care team would conduct a comprchensi\'e assessment of the pa· 
dent's health status, develop an interdisciplinary care plan that 
builds upon the patient's assets and is focused on delaying disabil­
ity, and implement the care plan in a progressh·e, coordinated man­
ner. The team would coordinate specialty care and consult on inpa· 
tient care. The patient and family would be actively engaged in the 
assessment and care planning process, assuring that the plan meets 
their needs and committing themselves to comply as much as they 
can. The care plan would include advance directives or end-of-life 
wishes. Primary care sen-ices also would include frequent telephone 
monitoring. home visits, nutrition screening and support, attention 
to sensory deficits. and preventive physical therapy. among others. 

Successful examples of this model arc in place at Henry Ford and 
elsewhere, but the model cannot thrive until Medicare supports 
comprehensh·e geriatric primary care. The Program of All -Inclusive 
Care for the Elderly (PACE) has operationalized a geriatric primary 
care model but sen ·es a small population. ◄ Some geriatric primary 
care centers and internal medicine clinics are implementing com· 
prehensive team-based care, despite the added primary care costs 
and loss of specialty and inpatient re\'enues that accompany good 
geriatric primary care. At these centers. nurse practitioners. social MEDICARE 

workers, pharmacists, clinic staff, physicians, and other health care PROPOSAL.$ 

professionals are providing team care to geriatric patients. s 

■ Medications. An integral part of any primary care regimen, 
especially for elderly and disabled persons, is the appropriate use of 
medications. Persons age sixty•fi\'e and older consume more than 33 
percent of all prescription drugs. averaging fourteen prescriptions 
per person annually. Recent estimates suggest that potentially inap• 
propriate medications are being prescribed to about 25 percent of 
elders living in the community.6 Appropriate use involves expert 
assessment and access to the right drugs. ~tedication re,iews by a 
pharmacist are not CO\'ered by Medicare. although researchers have 
documented the benefits of such reviews.; 

Medicare's failure to cover prescription medications seriously un· 
dcrmines care for chronically ill patients. In Detroit 70 percent of 
older adults have annual incomes below S25,000; a fifth of elderly 
households live below the poverty le\'el. \ I any of our patients must 
choose between food and medications. Recent changes by the state 
of Michigan and the Joint Commission on Accreditation of Health­
care Organizat ions QCAHO) in requirements for dispensing. re­
cording. and labeling dispensed drug samples have forced delivery 
systems to eliminate sample medications from their clinics. Conse­
quently. limited philanthropic dollars are used to provide medica­
tions to those who cannot afford them. An HFHS study indicated 
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that it would cost $3,000,000 annually to pro\'ide just a 
thirty-day supply of medications to our patients whose m, 

costs exceed 25 percent of their income. Delivery systems arc 
pable of carrying this financial burden alone, but we cannot 
effective health care to persons with_ chronic disease who 
obtain a regular supply of appropriate medications. 
■ Home care. Home care services have been supported to 

the likelihood of hospitalization or to shorten hospital stays. 
have succeeded in doing this, but there now is concern with 
rising number and intensity of home visits. To curb the use o( 
care, the Balanced Budget Act (BBA) of 1997 proposed cha1 
whose result was to lower payments to efficient home care agen, 
rather than rewarding their efficiency. The Henry Ford Ho1 
Health Care (HFHHC) agency. which averages twenty-two 
per year for Medicare beneficiaries, well below the national av1 
of eighty visits, must bear the financial loss. 

Home health agencies now have little way of knowing in advan, 
of delivering care if their services will be reimbursed . For example, 
the HFHHC we develop and implement a care plan that inclu 
number and frequency of visits, length-of-stay, and types of servic1 

DELIVERY After the services have been delivered, HCFA can reject any porti, 
SYSTEM or all of the plan and not make the payment. The current suspiclo1 

directed at home care agencies will cause us to become more conser• 
vative in our care planning. likely aff ccting health status negatively. 
For example, the types of services that Medicare will support in the 
home often arc limited by the presence of family members, even i{ 
those family members are older and more frail than the patient. 
When home care is denied in these situations. both the patient and 
the family member arc placed in jeopardy. 

In working with our own home care agency, we ha\'e recognized 
the great potential of in-home services to improve the health status 
of chronically ill patients. Home health nurses can teach patients 
how to care for themselves and family members how to help the 
patient; they can do home safety checks; educate about medications 
and sec that they are taken properly; customize a treatment regimen 
to the patient's circumstances; and ensure compliance with care 
plans. They can identify symptoms before they become se rious 
problems and help patients to judge when medical care is necessary. 
These arc the very services that can help patients to a\'oid acute 
exacerbations of chronic disease and losses in r unctional ability. 

Under a new initiative at Henry Ford, we are trying to create an 
innovative home-based care management program for our capitated 
patients. using our home care agency. This program is not bound by 
HFCA's payment rules, but we are frustrated by the agency's regula-

ALT H AFFAIR S· V o lum e 18 . N wml,c r J 

of Medicare-certified home 

\ 

' 

~k that is unrelated tr 
~ce. }-lCf A mandates pl 
~tlons (such as' 
~ physician's area 
~ism is not 

~1/ 
,bi.lit)' to gain the 

• NurslnC home-. 
tied health care setting . 
dOD- Approximately one•l, 
a~ resides in a nursing homt. 
~t to spend more than twt, 

death-' Nursing homes are a crucia, 
offering twenty-four-hour care and 
most frail, and most isolated citizen· 
stabilizing the health status of the 1 

stymied by conflicting messages be' 
and the artificial boundaries bcrwee, 

f or example, Medicare expects n, 
that preventive care to minimize the 
cypes of physical decline is being 
skilled-care residents, even though 
c,cpenses of basic-care residents (wl 
however, Medicaid basic-care reim 
this type of "medical" service adequ. 
costs of this service for Medicaid be t 
pay residents. lronically. about a thi 
will spend down to Medicaid cover , 

Nursing home residents receivin 
acute event. such as one requiring a1 
tion, must be hospitalized for thrc 
can provide them with skilled care. 
regulations reflect a hospltal-cente 
nical care that skilled-care homes 
disrupt the frail, basic-care rcsiden 
to an emergency room. hospitalize 
attendant risks of deterioration in 1 

then return her by ambulance to th 
Residents needing skilled care 

Medicare rules. Length-of-stay d 
patients were kept in skilled care u 
ing that nursing homes would kee. 
until forced to do otherwise. Due 1 

resource utilization groups (RUG 

HEA LT H AF F AIR S • Jo•• 



onser-
1tiveJy . 
in the 

.:ven if 
itient. 
nrand 

;nized 
-.rarus 
rienrs 
/p the 
1tions 
;imen 
1 care 
·rious 
5sary. 
,ICUte 

y. 
i re an 
tared 
1d by 
gula-

SYSTE M 

dOJ1 of Medicare-certified homr 
..,.rWork that is unrelated tr 
:;nee. HCFA mandates p1 

interventions (such as ' 
the physician's area 
JJlcchanism is nor 
ability to gain th<: 
■ Nursing home~ 

cled health care setting. 
oon. Approximately one-1, 
five resides in a nursing horn<:. 

,«­
~ 

' Q 

~ 
~ 

(,,. 

eXpect co spend more than twv 
death.8 Nursing homes are a crucia. 
offering twenty-four-hour care and s"-
most frail, and most isolated citizens. Yet 
stabilizing the health status of the elderly 1:. 

(; 
~ •, 

(., . ~ ~-
~ · O .,, 

V ,N ..;;s,· 
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For example, Medicare expects nursing home surv~. 
chat preventive care to minimize the risk of pressure sore:. 
types of physical decline is being performed on both ba!). 
skilled-care residents, even though Medicare does not covet 
expenses of basic-care residents (while Medicaid may do so). OfteL 
however. Medicaid basic-care reimbursement does not reimburse 
this t)rpc of Mmedical" service adequately. To the extent possible, the 
costs of this service for Medicaid beneficiaries arc shifted to private­
pay residents. Ironically. about a third of these private-pay residents 
will spend down to Medicaid coverage le,·els before discharge.9 

Nursing home residents receiving basic care who experience an 
acute event, such as one requiring antibiotic treatments for an infec­
tion, must be hospitalized for three days before the nursing home 
can provide them with skilled care, in the same facility. Again, these 
regulations reflect a hospital-centered ,iew. Given the highly tech­
nical care that skilled-care homes can provide, it seems absurd to 
disrupt the frail. basic-care resident, transport her in an ambulance 
to an emergency room, hospitalize her for three days with all of the 
attendant risks of deterioration in mental and physical function. and 
then return her by ambulance to the original nursing home. 

Residents needing skilled care are limited to 100 days under 
Medicare rules. Length-of •stay data show that in the past many 
patients were kept in skilled care until the 100 days expired, indicat­
ing that nursing homes would keep residents on Medicare coverage 
until forced to do otherwise. Due in large part to the application of 
resource utilization groups (RUGs), the average stay for a skilled-
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care patient is currently twenty-six days. well under the 11 

limit. Linking skilled days to RUGs has provided a nero­
tionale for length-of-stay that challenges the value of the 11 
limit. The elimination of the 100-day rule would be partic1 
beneficial for elderly stroke vict ims. who often take more than 
days to reach maximum function. 

Moving Toward Chronic Disease Management 
Medicare is organized around discrete, disconnected service c· 
that occurred in the past. and therefore it is fundamentally reac1 
The payment system supports the production of sen;ce units (i 
as visits, tests. or stays) without a clear vision of how these sc 
units combine to improve the health status of persons with c 
disease and disability. Af tcr a century of producing discrete se 

units, we know that providers and patients can generate very 
numbers of them. The relationship of these service units to heal 
status is more uncertain . 

The reactive. episodic model is particularly inappropriate fi 
Medicare beneficiaries, 88 percent of whom have at least one: 
chronic condition.ll'I Chronic diseases arc not curable but are amena­
ble to management over time. Longitudinal management strategies 
should exist within a framework of population-based care, in which 
outcomes are measured over time. Such care includes deCining and 
profiling a population, selecting desired outcomes. developing evi­
dence-based guidelines and protocols. measuring processes and 
outcomes. and instituting improvements. 

At the broadest level. Medicare beneficiaries can be grouped into 
two populations: t hose in relatively good health, for whom the goal 
is to maintain optimal health and functional status as long as possi­
ble, and those v.rith disability. for whom the goal is to slow the 
progression of dcclinc.11 Disease-specific populations (for example, 
diabetics or persons with chest pain or depression) frequently are 
targeted for improvements in management and performance meas• 
urement. 

Integral to a chronic disease management approach is perform­
ance measurement. Performance measures designed for specific 
populations arc the vehicle for mo,ing away from reactive. episodic 
care. When we rely on costs per unit of service and numbers of units 
delivered to judge Medicare. health plans. or dcli\·ery systems. we 
undermine chronk disease management. Performance measurement 
is posing significant challenges but \\ill be a necessary part of any 
strategy to provide cost -effective. high-quality care to Medicare 
beneficiaries.•: HCFA has made some commitment to performance 
measurement fo r chronicall)' ill populations but needs to move 
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"To truly contain costs, we need to transform the organization 
of care, regardless of payment,system changes." 
···················· ········································································· ····················· · 

much more aggressively. It has the most to gain from progress in this 
area and needs to lead other federal agencies and the private sector 
in discovering innovative ways to finance, study, prioritize, and 
implement performance measures. As the largest payer of health 
care services for the elderly, Medicare is accountable for the health 
outcomes of its beneficiaries. 

Henry Ford's experience with performance measurement mirrors 
chat of the nation. David Eddy has characterized problems in this 
area as natural (inherent to the measurement process, such as low 
frequency of cases, long time frames, outcomes the plan cannot con­
trol. and so forth) and man-made (such as funding levels. inadequate 
information systems, organizational complexity, and too many 
measures). 11 Yet despite these difficulties, Henry Ford and other 
delivery S)'Stcms are now producing clinical indicator and patient 
satisfaction reports that stand alongside our financial and utiliza­
t ion reports in assessing performance. Clinical indicator reports suf­
fer from the usual shortcomings, including imperfections in meas­
urement, outcomes. and population definitions. However, they are a 
start at setting performance targets, tracking outcomes over time, 
and drawing comparisons across clinics and systems. For the first 
time we can ask. "What is our clinical performance for diabetics?" at 
the same time that we ask, "What is the financial performance of our 
separate services such as hospitals, clinics, and long-term care 
scrvicesr 

Measurement is only a piece of chronic disease management. 
Working in concert with measurement are guidelines and protocols 
that pro,ide longitudinal plans of care that can cross settings and 
providers. Progress on such guidelines for the geriatric population 
has been slow, although extended care pathways and clinical guide­
paths offer promising approachcs.14 Similarly. PACE sites and social 
H t\.lOs (SH~ I Os) have guidelines for managing seriously chronically 
iU and disabled patients over time. However, these efforts reach 
relatively smaU numbers of geriatric patients in any given program 
at any given time. 

To its credit, HCFA has supported PACE and SH~fO demonstra­
tions. However, it needs to see these programs not only as inno\'a­
tive financing models but also as laboratories for developing ap­
proaches to chronic disease management and measurement that 
have wide applicability. We are hopeful that the Heal ch Care Financing 
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Review Medicare and Medicaid Scaciscical Supplement, 2005 will p1 
data on health outcomes for speci fic patient populations as wi 
use and cost data on the separate service types. When we knowtJ 
example, the outcomes for congestive heart failure patients, we 
be better able to judge if they received too few or too many 
care visits. 

Skepticism Over The Need For Change 
We are aware that some readers will be skeptical about the diffi, 
ties that delivery systems face in providing care to the elderly 
disabled. Two reactions seem likely. First, delivery systems may 
viewed as self-interested institutions, seeking ways to manip 
Medicare and other payers to support their inefficiencies. We 
not defend the entire health care industry. As with any large ind 
try with large amounts of money at stake, health care has a share of 
providers who take advantage of payers. Clearly. legislation, regula~ 
tion, and oversight arc needed to minimize opportunities for abuse. 

Much of what outsiders view as inefficiency and waste, however. 
reflects our attempt to deal with uncertainty about the best way to 
help apprehensive patients and families cope "rich severe illness and 
disability. There are sure to be examples in our files-or any delivery 
system's Wes-of patients who might not have met the criteria for 
skilled care or who received extra home health visits. But often 
"overservice" reflects the distress and uncertainty our providers ex, 
pcrience by working face-to-face with people who are suffering. 
Denying care is not a paperwork process for us; it is highly personal. 

Could we do more to contain costs in the current organizational 
environment, without sacrificing quality? Presumably, we could. 
although short-term solutions are not obvious. There is scant docu­
mentation on whether health care provision is dominated by 
"errors" of commission or omission. Current anacks on quality un­
der managed care overlook quality problems throughout health care. 
Our attention should be focused on the quality and appropriateness 
of health care, which are often unrelated to current changes in finan­
cial incentive.15 

Furthermore. much of ,:vhat we label "cost containment" is mereJy 
cost shifting: passing costs among payers and increasing the finan­
cial and care burden on families and patients. Older adults already 
are spending approximately one-fifth of their incomes on health 
care, compared with 8 percent for working Americans.16 Cutbacks 
in public funding for community-based programs such as special 
transportation. meals. and housekeeper and home repair services 
put additional pressures on health care providers and families. If we 
want to truly contain costs for all parties, we need to transform the 
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of care, regardless of payment-system changes. 
Iikdy reaction to our arguments will be that because 

~ts are adversely affected by the current system. there is 
' ~o £0 change it. We respond: The issue is not how many are 

l,ut how seriously even a few are affected. The current 
· blems of Medicare can be attributed to 5-10 percent of 

~ - These patients most desperately need intcrdiscipli-
.ctive primary care, need an opportunity to develop an 

,life plan with the help of family and practitioners, and need 
ed home care and other supportive services. Instead, these 

.ts receive high-technology outpatient services and repeated 
ili,iplizations. Without a coordinated approach to chronic dis­

m,anagement, the health or financial outcomes of these benefici-
~ will improve little. if at all. 

--Steps 
As we reflect on ways to improve Medicare in the next century. it is 
inp<>rtant to build from the valuable contribution that the program 
has made in the past. A fundamental goal of Medicare was to assure 
chat the elderly have access to the same level of care enjoyed by 
iJlSured. working persons.11 This was a radical idea in the early 1960s. MEDICARE 

A]though the goal has not been fully achieved. the basic idea is now PROPOSALS 

widely accepted. Reform discussions address the scope of. financing 
of. and eligibility for benefits. but the basic access principle is not 
seriously challenged. By improving access to care. Medicare has 
been instrumental in extending longevity and raising the quality of 
life for older and disabled Americans. 

How can we build on this access principle to develop a new 
system of care? The first step is for HCFA and others to recognize 
that Medicare can no longer be viewed merely as a payment system. 
Medicare is the single most powerful force shaping the organization 
of health care in the United States. As long as attention on Medicare 
is focused on micromanaging the payment system. we will not sec 
significant improvement in total health care costs or population 
health. Targeting the payment system can identify innovative ways 
to shift costs-moving costs to patients. families, delivery systems. 
employers. and other insurers- but is unlikely to dramatically im­
prove the efficiency and quality of the O\'erall system of care. 

To be effective in the c-wenry-first century. HCFA will need to 
have the political support and the resources to change. Medicare is 
organized around a set of principles that are f undarnenralJy infla, 
tionary and frustrate cff orts to impro\'e the health status of the 
elderly. There must be a willingness to risk parting with what we 
know does not work and to build organizational and payment sys-
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terns based on coordinated systems of care an<l chronic disease : 
agement. . . 

Making the transformation will also requite an Inf us ion o( 
sources, no matter how politically unpopular that may be. Pcrh: 
most importantly, HCFA ne~ds to enter the l11ror111atfon age. M 
aging chronically ill_ populations across t_he rn11tl11uum of care 
measuring changes m health status require sophisticated lnfo

1 tion systems. The technology is available; HC FA needs the resou 
to invest in it. Such a system would enable Ml•dfcarc to reduce II 
case-by-case micromanagement of health care providers and b 
the capability to audit providers based on longltudJn,J car, •nd 
improvements in health status. 

No single organization is better positioned than HCFA is to tnk 
the leadership in framing a new approach to care of the elderly nn: 
disabled. Let us be clear: We are not advocating I hat HCFA :t'isume 
all of the expense of caring for these po~ulatinns. In fort, Wt hclicvc 
that a new approach could reduce Medicare costs. But we do think 
that Medicare must take the initiative in buildi11R n nation.ii consen­
sus around what level of health is ac~ievablc for ddcd)' and dhablcd 
Americans. and how we can collect1vcly reach that goal. AU stake­
holders need to be brought together-consumers,~ kd icarc, Medic­
aid. dcli"ery systems. community-based agencies, c111plo)'ers, and 
health plans-to develop a shared understandinR of what \\'c should 
be trying to achieve. 

r;,; · ~;,;;o;;. ;;,;;1. o;;;;. A;;;;, ;;;~;;;,J. B;~~h. . W,ii,;,,;; . M; ;;;;_,.; 
1
;;;,;J 

Ncrc,IZ Gregory Solcchi, Mary Beth Tupper, and Barb,1n1 Zar,,wit~ /iir their 
valuable comments. 
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