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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 111 and Hanns Kuttner

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.

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 influenced 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 viewed Medicare as an issue vital to his party’s
political success, joined by congressional Republicans who were

IF THE BALANCED BUDGET ACT (BBA) of 1997 realizes its

Charles N. Kahn is president of the Health Insurance Association of America (HIAA), in
Washington, D.C. His career has mainly focused on health care finance issues. From 1995 to
1998 he was staff director of the House Ways and Means Subcommittee on Health. Hanns
Kuttner is a doctoral student at the University of Chicago’s Irving B. Harris Graduate
School of Public Policy Studies. He served as associate director for health and social services
policy in the White House's Office of Policy Development during the Bush administration
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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 2
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 4

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, somcthing not seen since 1946.

The results of the clection had both process and policy implica-
tions. The outlook of congressional Republicans, particularly in the
House, would prove crucial. No House Republican had served 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 have scemed 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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mnmbunng to the defeat suffered by congressional
: " However, driven by their ambition to balance the
Blicans were forced to add Medicare to their agenda.
hoftht‘ first 100 days, time devoted to House passage of
with America,” then Speaker of the House Newt

. ﬂ wﬁ distributed a briefing package articulating post-100 day

¢ his fellow House Republicans. The last of five “strategic
”l'ﬁ " was “creating a safe future for our children and our-
the budget and solving the financial crises in
and Social Security.” Linking these two challenges was
B el to the House Republicans’ message.
% * However, cven absent a budget deficit, the looming crisis in
' ﬁnances required action. Gingrich's strategy document
w dnt “the budget deficit, combined with the coming baby
; retirements will cause a crisis of historic proportions un-
em is honestly faced and managed well in advance. If
up to these challenges now, we can establish the founda-
&dlnfc financial future for ourselves and our children.” And,

Republicans’ plans did not include increasing the payroll
mhﬁmds lht Hospital Insurance (HI) trust fund. —
ﬂ:r_lgpﬂicans had made Medicare part of their macrostrategy. If mEDICARE &

ey succeeded, Medicare—traditionally an issue owned by Demo-  PUBLIC PoLICY
cm—wmlld be at least partially owned by the GOP. The quest for

P advantage shaped the process and the result.

" The process unfolded unlike any described in a text on the regular
eeder in which legislation is made. Rather than working through
House committees with Medicare jurisdiction, the House Republi-
“gan Jeadership created a task force chaired by Speaker Gingrich.
Imstead of separate activity by the two committees with Medicare
Fﬂkﬂon (Ways and Means and Commerce), their chairs, Rep.
~ Bl Archer (TX) and Rep. Thomas J. Bliley Jr. (VA) and subcommit-
tee chairs Rep. William M. Thomas (CA) and Rep. Michael Bilirakis

(ﬂ. worked with a group of handpicked colleagues to produce a
: uct. When the two committees held markup, panel
Hﬂcrs ratified on party lines what the task force had developed.
hlhe House/Senate conference committee, this speaker, unlike any
peevious speaker, actually chaired the Medicare conference himself.
* The two goals, balancing the budget and preserving the HI trust
Hdctmmncd the scope and scale of the Medicare changes. After
nylntl:mal debates, congressional Republicans set 2002 as their

v, .;_' &for balancing the budget. At the time, the CBO put the
(#WI2 delicit at $349 billion.

ﬂ)at 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 putin terms 8
of Medicare outlays rising from $196 billion in 1996 to $289 billion in %8

2002 instead of $360 billion. 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 1 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 solvent 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
(HCFA) for trust-fund solvency.

No policy better explains the interaction of congressional policy-
makers and the world they see reflected through the CBO than the
“failsafe.” The failsafe would have written into law a dollar limit on
spending for Medicare benefits and divided spending into nine cate-
gories, such as inpatient hospital services and durable medical
equipment. If overall spending was expected 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-

ublicans 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 availability determined by each state. Medicare could be
opened up to these products.

Congressional Republicans feared that even if they rewrote the
statutory rules, responsibility for implementing the changes would
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 1995 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 believe it's going to wither on the vine.™
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 constituency. 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).

EEEEE———
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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 reform separately and before the budget package.

However, events overcame plans. President Clinton gained the
upper hand in the acrimonious conflict 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 provision 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 formula that pegged
the monthly premium at $42.50 for 1996, $3.60 less than in 1995. To
keep the premium from fluctuating, first down in January then
higher later, Republicans attached the premium provision 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 1 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’ Medicare juggernaut. President
Clinton vetoed the continuing resolution, and part of the govern-
ment shut down. When 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
overall 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 effort at deficit reduction, had shrunk by half
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from $1.19 trillion in January 1995 to $585 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 smaller deficits. That forecast brought the
target for total Medicare savings in the budget deal to $115 billion
over five years—half the $270 billion seven-year goal of 1995.

Transforming The BBA

The 1996 election results were just as important as the economy was
in transforming the 1995 BBA 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 Medicare
eligibility, making the Part B 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-
acterized the 1997 BBA as much as conflict had the 1995 BBA. In
1995, during the \Ways 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 1995 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 provision that
would have allowed risk plans to charge beneficiaries more than the
plans were paid by Medicare for the basic Medicare benefit package.
The latter provision was seen as the path to making Medicare a
“defined-benefit™ plan and had been included in the conference
agreement from the Senate version of the 1995 BBA. The income-
related Part 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 preserved 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 1995 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
lefrover 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. In 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-
ties will be available for alternatives to fee-for-service care, and
provider payments will be lower than otherwise.

Implications

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 time 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 Provisio,

Provision

Total savings (billions of dollars)
Savings from providers

Expanding choice
Name for FFS alternative

Role of HCFA

Range of plans that can be ar,
alternative to traditional
Medicare

Payment

Provider payment levels
Hospitals

Teaching hospitals and GME

Physicians

Prospectivity
Additional providers to be
paid using prospective
payment methodologies

Failsafe
Upper limit for benefa
payment; avtomatic
reduction in provider
payment if limit surpasseq

Beneficiaries
Part B premium

Income-related premium

Preventive services
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EXHIBIT 1

Comparlson Of Provislons In The Balanced Budget Acts Of 1995 And 1997

Provision _ BBA1995 R
Total savings (billions of dollars) $139.3 over 5 years. $270 over 7 years
Savings from providers $84 over 5 yoars; $172 over 7 years

BBA 1997

$115 over 5 years; $172 over 7 years
$103 over 5 years; $203 over 7 years

Expanding choice

Medicare+Choice

Name for FFS alernatve MedicarePlus
MedicarePlus outside HCFA

Role of HCFA

HCFA to adminisier both FFS and
Medicare+Choice

Range of plans that can be an Plan types include PPOs,
alternative to traditional provider-sponsored, FFS, and medical
Medicare savings account (MSA) plans

Similar, except MSAs limited to 390,000
(about 1% of total beneficiaries)

Payment Methodology: Link to FFS trends cut;
transition to a 70% area-specific, 30%
national rate; minimum monthly payment
($300); minimum 2% annual update
Amount: Payment growth rate set in law

Methodology: Similar, with 50%
area-specific/national; $367 floor; GME will
be removed over 5 years

Amount: Growth rate trimmed but still
determined by FFS-sector growth rate

Provider payment levels Update set al market basket minus 2.5%
Hospitals in 1996 and 2% in each year from 1997
through 2002

Teaching hospitals and GME ~ Medicare's payments foided into new
teaching hospaal and GME trust fund
Physicians
to growth in real domestic product

No updale for 1998; update reduced by
1.1% to 1.9% in each year from 1999 to
2002

No trust fund; IME adjustment reduced; cap
on number of residencies

Adopts “sustainable growth rate” linked  Similar

Prospectivity
Additional providers to be
paid using prospective
payment methodologies

SNFs and home health agencies

Failsafe
Upper limit for benefit Yes
payment; automat
reduction in provider
payment if imit surpassed

Beneficiaries

Part B premium Set at 31.5% of program costs

Higher premium for couples
with incomes over $90,000;
singles over $60.000

Income-related premium

Preventive services No new services

agencies

SNFs, hospital outpatient departments,
rehabilitation services, and home health

No

Set at 25% of program costs, but home
health costs added over 7 years

No provision

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, conlflict 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 expected 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 conflict 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 budger 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 likel y
to be far reaching. As in the short-term budget savings 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 for 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 have 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-

Volume 18 Numhbher |

BUDGET BILLS o POLI
EEe———

viously would not have con
rity Amendments of 1983, \
increases and Democrats a;
ture retirees. It took a crisis
Security trust fund—to ach

Who will be our states:
will be a different group froi
signing of the 1997 BBA. B
insolvency, Bill Clinton v
Gingrich will be long gone
Medicare bankruptcy dile:
insolvency appears to be cl

That is bad news for tho
the National Bipartisan Cor
1 March 1999. This body’s
common core. The 1997 BB
lates that any recommenc
majority among the seventc
were on different sides of |
commission solution will rc
these past differences.

The impact of the 1997
making is two-edged. It h
fund until 2007. But it has
the probability that the ne
until there is agreement on
financial crisis is no longer
but close enough to injurc
then will the cost of delay «
The authors acknowledge the su
comments and assistance of Susa
The authors retain full responsil

NOTES

1. N. Gingrich. “Renewing Al
The House Republican Cha
uted to Republican membe:

2. Ibid.

3. Newt Gingrich, Speakerof :
Cross and Blue Shield Asso.
1995,

4. Many of the anti-fraud anc
part of the Health Insuran.
1996, the one major picce o



sues, is .‘ Q

il 14 not have considered. An example is the Social Secu-
n bctw cen

Iments of 1983, when Republicans agreed to payroll tax
1 Democrats agreed to providing lower benefits to fu-
ncy of th _.r : ‘It took a crisis—the imminent insolvency of the Social
nd of fiscal = st fund—to achieve these changes.

trated .'_'_ A will be our statesmen and stateswomen for Medicare? It
rressionaly b3 different group from the policymakers who gathered for the
csidential a0 thc 1997 BBA. By the time that the HI trust fund faces

‘nt Clln ol . Bill Clinton w ill no longer be president, and Newt

ost policy§ 78 w]ﬂbc long gone. If there is to be a consensus to solve the

ional s » & bankmptc}’ dilemma, it will not be until the threat of
> : rs to be closer.

i s bad news for those who have high hopes for the report of

more prg _ al Bipartisan Commission on the Future of Medicare, due

1999. This body's report w ill be a test of the size of the
core. The 1997 BBA, which created the commission, stipu-
t'any recommendation must win an eleven-vote super-
y fity among the seventeen commissioners. Some commissioners
ution is Jé p different sides of both the 1995 and 1997 budget acts. Any
vings of ¢tk smission solution will rely on commissioners’ ability to overcome
BBA, slow '_.1 st differences.
‘eberg. 8 T act of the 1997 BBA on the future of Medicare policy
for only @ uk two-edged. It has assured the solvency of the HI trust
)pposite | il 2007. But it has delayed the inevitable. The law increased

‘ction resi tpobability that the next burst of policy making will not occur
the same§  there is agreement on at least one proposition: that Medicare's
¢ long, 1o} gekal crisis is no longer safely over the distant political horizon
n core of b c enough to mjun. the pohttcal players on thc scene. Only

boom
czing p
atknowlcdgr fﬁf suppurf of fhc Commanu ml'.rh Fund und lhc hdpfu!

#s and assistance of Susan Beach, Ligeia Fontaine, and Judith Dollenmayer.
retain full responsibility for the result.

© only with'
' and Ho
‘hanges

>, A ma

N . & R h, *Renewing America by Transforming the Federal Government

juate R 1 se Republican Challenge, April-May 19957 (Bricfing package distrib-

omma LN 3 ll.'pubhcan members of the House of Representatives, 1995)

licies thak : 5

1 i S i\'" grich, Speaker of the U.S. House of Representatives, remarks to Blue
icare a

ommotl Blue Shield Association Conference, Washington, D.C., 24 October

That strat _. .‘ﬁ! anti-fraud and abuse provisions of the 1995 BBA became law as
»mers. 8 3 M the Health Insurance Portability and Accountability Act (HIPAA) of
pportu it r one major picce of health legislation to become law in 1996.

* fhﬂ[ t . I" L

MEDICARE &
PUBLIC POLICY




MEDICARE & PustrLic
L i

Porrcy

Medicare Reform: Who
Pays And Who Benetits?

Medicare reform will have major financial consequences for )
every U.S. taxpayer. How can we better understand these effects?;

by Mark McClellan and Jonathan 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
well-being. We use incidence analysis to study payments and benefits in Medi- '
care to various generations and income groups. We find that Medicare actually '

= e i

N THE MID-1960S PRIVATE HEALTH INSURANCE for the eld-
sosaivason erly seemed increasingly inadequate to handle the then-shockin
REFORM y asingly ¢q g

hospital charges of $39 per day.' Roughly half of the elderly had
no coverage at all, and those with 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 coverage to the elderly population.

The policy debate leading up to Medicare'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 Security payroll tax, and premi-
ums paid by the recipient and general tax revenues each accounted
for half of the cost of physician and ambulatory coverage.

Perhaps little attention was devoted to Medicare financing be-

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

Mark McClellan is assistant professor of economics and of medicine at Stanford University
and a faculty research fellow at the National Burcau of Economic Research in Stanford,
California. He is a practicing internist, and much of his rescarch has focused on medical
technology, health care costs, and health outcomes. Jonathan Skinner is the John French
Professor of Economics, Dartmouth College, and adjunct professor at Dartmouth Medical
School. He has written extensively on the economic implications of social insurance pro-
grams.
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provides larger net dollar transfers to wealthier beneficiaries, although 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.
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cause the required taxes were relatively modest. 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
(;u-ound $15 in current dollars).’

Over the next three decades, because the Medicare program has
gxpludcd 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 $6
beneficiary. Without significant reform, these transfers could ex-
ceed Social Security payments within a few decades. Victor Fuchs

rojects that Medicare spending per beneficiary in 2020, $14,000
per capita, will roughly equal total spending by each elderly benefi-
ciary on all other nonmedical 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 others poorly or not at all. Who receives
the benefits of Medicare insurance, broadly defined, and how do
these benefits compare with payments?® And how can financial as-
sessments be used to provide an adequate summary of who really
benefits from Medicare?

In this 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 benefits from a
government policy or program, with particular emphasis on differ-
ences across income groups and generations. As we argue below, a
careful 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 dollar paymentg/

For example, suppose we were to ask who benefited and hy
paid for Medicare during its first year of operation in 1966. Peoplg
who previously did not have health insurance were now covered, gg
they were clear winners, especially if they were heavy users of healeh
care services. Medicare benefited them in two ways: through betteg
medical care and more disposable income to use on nonmedica]
goods and services. Healthy people enjoyed a greater sense of secuys
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. Such;
benefits of Medicare were most pronounced among the lowest?
income groups, with the least coverage prior to Medicare.* But the
higher-income elderly also benefited, because they were able to ob-
tain more generous health insurance in return for a small increase in 3
general tax liability and a $3 monthly premium. Their premiums
were largely financed by nonelderly workers through payroll and *
other federal taxes. Moreover, the value of lifetime health insurance
(after age sixty-five) can be greater for wealthier houscholds, 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 Medicare insures most health care
services received by the elderly, beneficiaries may use more services
than they would if they were paying 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 service falls, people tend to consume
more of it. As a result, some of the Medicare 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, with a large reduction in charity and
nonpaying cases among the elderly. 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 relatively large share of high-wage workers. Thus,
the benefits of Medicare have extended to a much wider and rela-
tively affluent group. {

What about the costs of Medicare? The initial 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 influenced 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 Medicare 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).* 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-
creased with income, many elderly people viewed the new benefits
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 over 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.” 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 of federal revenues—assesses a higher average percentage
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>Pencing is the monthly premium paid by enrollees, approximately 8 :;25 A

of tzz5 mn income as income rises. The other major source of Part B 3

$44 per nonth. These contributions now fund about one-quarter of &8 et
Part £ 2sts. This component of the “tax (or user fee) may be 4 50,000
FERAr=eZ 1s regressive, because the payment as a fraction of total | _; RS
Incorre %15 as income rises. E. 80,000
T"J"“"_Z why the source of Medicare financing matters, consider : _
one o ze Medicare financing reforms included in the 1997 Balanced 60,000
Budger £:¢ (BBA): movement of a large part of the home health care 8
nefz f5m Part A to Part B. In one sense, this was a convenient % 40.99
acourting change. Because Part B uses general tax revenues,
wherezs -4 20,00C

Part A draws from a trust fund of payroll tax contributions,

the charge deferred the impending “insolvency” of the Medicare , C
trust furd and perhaps reduced the apparent urgency of Medicare

reform B it also mattered for the incidence of Medicare. Shifting

from a proportional payroll tax on earnings to a progressive taxon % m,
gencral income tends to shift the burden of taxation from lower- to i
higher- income groups among the working population. Among cur- high |
rent recipients of Medicare, on the other hand, the overall effect is i ings d
- —regressive because the (regressively financed) Part B premium ac- ¢ Ex|
s m"mm CounFs‘ for a Iarger share of program costs than the elderly's (pro- the y¢
gressive) contribution to general tax revenue.® ’ the ot
Who Pays for Medicare? 4 ﬂnq ‘!
What are the implications of Medicare’s financing mechanism for CELE:
the rclamnship between lifetime income and payments into Medi- 3 -
care? To answer this question, we estimated lifetime Medicare tax fioas
and premium payments for ten equal-size groups (or deciles), Medi
ranked by a three-y erage of their i i Medic: : e
nsea year average of their income prior to Medicare Final
cligibility. We considered two cohorts: persons born in 1925 who ¢ to fin
turned age sixty-five in 1990, and persons born in1945 whoturnage aiid ]
sixty-five in 2010. For this analysis we used the Panel Survey of ;:rcaf-
Income Dynamics (PSID), which has followed earnings and tax pay- ment
ments for ahout 5,000 families since 1967; we also projected income & the
and thus payments for the younger cohort extending out to 2010, P
bas?q on their carnings trajectories up to now." After adding in Whe
anticipated Part B premiums, we then calculated overall lifetime tax We 1t
and premium payments for each decile in each cohort. of th
Clearly, tax payments rise with income. But overall tax payments caliei
are regressive, because the ratio of taxes paid to income at the high- i
estincome decile (10) is below the ratio for the lowest income decile core
(1) (Exhibit 1).2 There are a number of reasons for the regressivity,
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EXHIBIT 1

Bﬂmmd And Projected Lifetime Taxes Pald Into Medicare, For Cohorts Born In

1925 And In 1945

oiars (1990)

80000 SRS
Lifetime taxes paid by cohort born in 1945

60000

20000 — -
A _/‘_/m;spambymmmmzs
- % @ & & 5 6 7 8 9 10
Income declle

SOURCE: Authors' calculations based on data in M. McClellan and J. Skinner, “The Incidence of Medicare,” National

Bureau of Economic Research Working Paper no. 6013 (Cambridge, Mass.: NBER, April 1997\

high levels of income might have paid in little because of low earn-
ings during their younger years.

Exhibit 1 illustrates that the issue of who pays also depends on
the year of the taxpayer’s birth. The lifetime tax contributions for
the cohort born in 1945 are much higher than for the 1925 cohort,
and they are less regressive, for several reasons.” 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 Medicare 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 well 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.*

Who Benefits From Medicare?

We now turn 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 details of benefits have occurred, the
core features of the program—entitlement to health insurance for
“necessary” acute hospital care, physician care, and associated serv-
ices, whatever those may be—apply to all beneficiaries. Indeed,
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since lower-income houscholds tend to be in worse health, Medi-
care might be expected to provide higher benefits per capita to
lower-income houscholds.” Yet previous studies suggest that even
in an apparently equitable health insurance system, lifetime benefits
may nonctheless increase with income.* Moreover, better health
means longer life expectancy and hence a longer period of Medicare
cligibility 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.

We 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 are crucial for studying Medicare spend-
ing and health outcomes, because a large fraction of overall spending
is accounted for by a relatively small number of “outlier™ persons and
because deaths are relatively rare in many groups. The literature
suggests that ZIP code income provides a good indicator of lifetime
income, in part because it avoids the noise and biases resulting from
variation in current 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.” For each income group (and by sex) we present the
cumulative mortality rate over a nine-year period, 1987-1995, of a
cohort of Medicare enrollces ages sixty-five to sixty-nine in 1987.
There is a twelve-percentage-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 life.” The correspondence between in-
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EXHIBIT 2

1987-1995 Cumulative Mortallty Rates, By ZIP Code Income Declle, For Men And

women Ages Sixty-Five To Sixty-Nine In 1987

i\-Tr}FaTit;rTaté {péft:_enl) T
45

1 2 3 4 5 6 7 8
ZIP Code income decile

10

SoiJRcE_:_Based on 1987-1995 Mec_!_léa_r; enroliment aata“summanzoﬁ from J. Lee_-ﬁ McClellan, and J. Skinner, “The
Distribution of Medicare Benefits," in Tax Policy and the Economy, ed. J. Poterba (Cambridge, Mass.: MIT Press, forthcoming).

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 expenditures.™ 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 rate 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.” 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 shown in Exhibit 1 to equivalent ZIP
code-based deciles; these lifetime tax payments are plotted as dot-
ted lines corresponding to the solid benefit lines.” 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 Caplta Medicare Expenditures And Taxes For The 1925 And

PorLicy

1945 Birth Cohorts, By ZIP Code Income Declle, 1998

Dollars (1990) i
120,000 - - = i
1945 cohort expenditures, ~ _ _ - == = 3
4% annual growth R ==
J‘gol.o@_ e o e i 4 T BT E
= 1945 cohort, 4
lifetime expenditures —_ i
80,000 ~ e -
...... e 1945 cohort,”
60,000 ] - 3
40,000 S ™ 1925 cohort, lifetime expenditures &}
______________________ —\Ig;s_cu?:on. lifetime taxes ;
20,000 o
—__0 _________ — e ——————————————————————————————————————————————————————————————————— - —_ - ———— h
1 2 3 4 5 6 7 8 9 10 O

ZIP code income decile

SOURCE: Based on 1990 Modicnm claims data presented in M, McClellan and J. Skinner, *The Incidence of Medicare,”
National Bureau of Economic Research Working Paper no. 6013 (Cambridge, Mass.: NBER, April 1997).
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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.” 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 Medicare
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 Medi-
care expenditure growth does slow, the intergencrational 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 Medicare
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-
hoods has increased dramatically since 1900 relative to use by high-
income beneficiaries.” For women, per capita home health care
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«Americans preparing for retirement today have some expectation

that Medicare will provide appropriate medical benefits.”

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

spending (among all 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.™

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
future expenses. Just as they are 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 future generations assist
current workers in meeting their medical expenses in old age.

Implications for Medicare Reform

We have argued that an explicit analysis 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 evalu-
ating whether the incidence consequences of Medicare reforms are
desirable or not. Some guidance is provided by what is probably 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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$105 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 observers 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.® Obvi-
ously, such a financing change would have 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 Iong-lcrm nursing care. Some proposcd 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 are more prevalent in the younger lower-income eld-
erly. Reforms thar affect coverage or generosity for specific diseases
such as renal failure, special services 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.”

More fundamental reforms would partially decouple Medicare
spending from the growth in medical spending. For example, some
proposals advocate changing the Medicare benefit from a fee-for-
service entitlement to a defined contribution toward the premium
of one of a set of approved insurance plan choices.” In principle,
changing to such a premium-support system not only would effec-
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 with income. With premiums risk-adjusted for health
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EDICARE REFORM MAY HAVE major implications for t e
incidence or equity of the program—who pays and w S
‘ benefits—both across income groups and across various|
cohorts or generations of beneficiaries. We have not answered t

more difficult normative question: Who should pay, and who!

should benefit? But we have tried to provide a framework for judg-3

ir » fai i
“’}.', the fairness of particular reform proposals, compared with the
lt‘:lt us quo incidence of Medicare. Because of the program’s magni—?
ude inei BT . :
¢, incidence analysis is an important complement to considera- §

[' : o . F; .
ions of efficiency, ethics, and other issues in the reform debate.

From the perspective of intergenerational incidence, programs 1
that transfer income from current workers to finance benefits for §
current elderly have been popular. However, Medicare transfers are :
Nprldly surpassing even Social Security transfers in magnitude. To :
maintain the net transfers from younger to older generations so that 4

every cohort continues to “win” from a lifetime perspective in Medi-
care, medical spending must continue to grow much faster than the
rj:st of the economy, and taxes on younger workers to finance Medi-
care must continue to rise. This approach may become increasingly
Lll[f:gult to sustain, but the alternatives—reducing the growth of
Medicare spending, or switching a greater part of program costs to
the current elderly—hardly seem more politically appealing. Careful
consideration of the incidence of Medicare reforms may not make
the choices among difficult alternatives any easier. But incidence
analysis can help to ensure that the complex but basic questions of
Who gains and who loses are included in the debate.

All opinions expressed in this paper are those of the authors and should not be
m:n..'f'ucd to represent those of the National Burcau of Economic Research
(NBER). The authors are grateful to the editors and two anonymous referces for
very helpful and constructive comments, to Julie Lee for extraordinary research
wssistance, and to the National Institute on Aging for financial support.
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and Answers, ed. TR. Saving and A. Rattenmaier (Chicago: University of Chi-
cago Press, forthcoming); and CBO, Long-Term Budgetary Pressures and Policy
Options (Washington: CBO, May 1998). '

A Vel Liaee
W Virs acvinrmmant hoalrth incnranee nrae=-=: inclnde the \‘:"11\ ire enti

e AR ™ [ s e

JEDICARE REFORM

tlement through disability
and Medicaid insurance. A
readily be extended to an:
above, we suspect that th
bc)'ond the low-income pc
6. Only 15 percent of single
distribution had health ins
couples in the highest thirc
Health Statistics, Health I
NCHS, August 1964); anc
United States: The 1963 Socia
of Health, Education, and
7 Foran exception,see RJ.’
Intergenerational Transfe
First Twenty Years of Medic.
University of Pennsylvan:
8. LJ. Haas, “Fiscal Catastre
9. This is not to say that v
experience a full 2.9 per.
their increased net carn
demand for workers anc
Public Finance, Sth ed. (Ne
10. In 1986, the most recent |
federal income taxes. In:
(Washington: U.S. Gove:
financing 25 percent of
elderly pay just over onc
14). of which 70 percent
11, Consistent with trends
grow in real terms at the
for high school graduate
12. Lifetime tax payments, :
cent for the lowest-incc
13. Part B premiums are as-
higher growth rate (cc
would reduce the degre:
14. A. Auerbach, J. Gokhz
Policy from the Perspe.
Economy, vol. 6 (Cambr:
15. J.S. House ctal., “Age.©
no. 3 (1990): 383-411.
16. K. Davis and R. Reyno
ices by the Elderly.” J
Link. SH. Long, and |
Services by the Medic
195-212; and . LeGra
Unwin, 1982).
A. Geronimus, J. Bou:
Geocode Characterist
Journal of the American
study comparing Me
Gornick et al., “Effect
among Medicare Benc
791-799.

™~



tions for the ¥
ys and who %
ross various &
nswered the ¢
y, and who %
rk for judg-

ed with the

am'’s magni- |

) considera-
debate.

¢, programs

benefits for S8

ransfers are 4
gnitude. To @8
ions so that

ive in Medi-
ter than the
ance Medi-
ncreasingly
- growth of
am costs to
ing. Careful
y not make
t incidence
jucstions of

should not be
nic Research
is referees for
ary research
.,

rivate Health
.vol. 4 (88th

n: U.S, Gov-
. Economic and
Reform: Issues
‘rsity of Chi-
es and Policy

~dicare enti-

S e

Levs o

MEDICARE REFORM

i —

10.

tlement through disability insurance or the end-stage renal disease program
and Medicaid insurance. Although we do not do so here, our methods could
readily be extended to analyzing these programs. For the reasons discussed
above, we suspect that the benefits of these programs are likely to extend
beyond the low-income population.

. Only 15 percent of single elderly men in the bottom third of the income

distribution had health insurance in 1962, compared with 80 percent of elderly
couples in the highest third of the income distribution. See National Center for
Health Statistics, Health Insurance Coverage, Series 10, no. 11 (Hyartsville, Md.:
NCHS, August 1964); and L. Epstein and J. Murray, The Aged Population of the
United States: The 1963 Social Security Survey of the Aged (Washington: Department
of Health, Education, and Welfare, 1967).

. Foran exception, see R ]. Vogel, “An Analysis of the Welfare Components and

Intergenerational Transfers under the Medicare Program,” in Lessons from the
First Twenty Years of Medicare, ed. MV. Pauly and W.L. Kissick (Philadelphia:
University of Pennsylvania Press, 1988).

. LJ. Haas, “Fiscal Catastrophe,” National Journal (7 October 1989): 2453-2456.

This is not to say that were Medicare payroll taxes erased, workers would
experience a full 2.9 percent “raise” in after-tax earnings. The magnitude of
their increased net earnings would depend on the ratio of the elasticity of
demand for workers and the elasticity of supply by workers. See H. Rosen,
Public Finance, Stheed. (New York: Irwin McGraw Hill, 1998).

In 1986, the most recent published figures, the elderly paid 14 percent of total
federal income taxes. Internal Revenue Service, Individual Income Tax Returns
(Washington: U.S. Government Printing Office, 1986). With Part B premiums
financing 25 percent of Part B program costs, as a rough approximation the
elderly pay just over one-third of a $I increase in Part B spending (.25 + .75 x
14), of which 70 percent (25/35) is a lump-sum assessment.

. Consistent with trends over the past two decades, we assume that earnings

grow in real terms at the rate of I percent for high school dropouts, 1.5 percent
for high school graduates, and 2 percent for college graduates.

. Lifetime tax payments, expressed as a [raction of annual income, are 32 per-

cent for the lowest-income decile and 19 percent for the highest.

. Part B premiums are assumed to grow in real terms at 2.5 percent per year. A

higher growth rate (consistent with projected rates legislated in the BBA)
would reduce the degree of progressivity.

. A. Auerbach, J. Gokhale, and L.J. Kotlikoff, “Social Security and Medicare

Policy from the Perspective of Generational Accounting,” in Tax Policy and the
Economy, vol. 6 (Cambridge, Mass.: NBER and MIT Press, 1992).

J.S. House et al.. *Age, Socioeconomic Status, and Health,” Milbank Quarterly 68,
no. 3 (1990): 383-411.

. K.Davisand R. Reynolds, “Medicare and the Utilization of Health Care Serv-

ices by the Elderly.” Journal of Human Resources 10, no. 3 (1975): 361-377: C.R.
Link, S.H. Long, and R F. Settle, “Equity and the Utilization of Health Care
Services by the Medicare Elderly,” Journal of Human Resources 17, no. 2 (1982):
195-212; and |. LeGrand, The Strategy of Equality (London: George Allen and
Unwin, 1982).

- A. Geronimus, ]. Bound, and L Neidert, “On the Validity of Using Census

Geocode Characteristics to Proxy Individual Socioeconomic Characteristics,”
Journal of the American Statistical Asseciation 91, no. 434 (1996): 529-537. For a
study comparing Medicare use by ZIP code and survey income, see M.E.
Gornick et al,, “Effects of Race and Income on Mortality and Use of Services
among Medicare Beneficiaries,” New England Journal of Medicine 335, no. 11 (1996):
791-799.
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The link between income and mortality is well established. HO. Duleep,
“Mortality and Income Inequality among Economically Developed Countries,”
Social Security Bullerin (Summer 1995): 34-53; P. Menchik, “Economic Status as
a Determinant of Mortality among Nonwhite and White Older Males: Or,
Does Poverty Kill>" Population Studies 47, no. 3 (1993): 427-436; and G. Pappas
et al,, “The Increasing Disparity in Mortality between Socioeconomic Groups
in the United States,” New England Journal of Medicine 329, no. 2 (1993): 103-109.
McClellan and Skinner, “The Incidence of Medicare.”

The present value of Medicare is the expected total amount of lifetime pro-
gram payments per beneficiary, discounted back to the present time.

21. Congressional Budget Office, Long Term Budgetary Pressures and Policy Options

(Washington: U'S. Government Printing Office, May 1998).

Auerbach et al.. “Social Security and Medicare Policy.”

J. Lee, M. McClellan, and . Skinner, “The Distribution of Medicare Benefits,”
in Tax Policy and the Economy, ed. ]. Poterba (Cambridge, Mass.: MIT Press,
forthcoming). The possible redistributive effects of higher Medicare spending
among the low-income population will also be offset by increasing diver-
gences in income-based mortality. Finally, the permanence of the qualified
Medicare beneficiary (QMB) and specified low-income Medicare beneficiary
(SLMB) programs are in question past 2002. M. Moon, B. Gage, and A. Evans,
An Examination of Key Medicare Provisions in the Balanced Budget Act of 1997 (Wash-
ington: Urban Institute, September 1997).

. McClellan and Skinner, “The Incidence of Medicare.” The principal reasons

for the difference in insurance value across income groups include the rela-
tively greater value of reduced variability in medical spending and the rela-
tively lower availability of risk pooling (for example, through retiree health
insurance plans) for the low-income elderly.

Moon et al., An Examination of Key Medicare Provisions This assumes (as they do)
that QMB and SLMB programs do not cover the future Part B premiums
among lower-income households.

M. Moon and C. Kuntz, Increasing Medicarc's Part B Premium (Washington: Ur-
ban Institute and Commonwealth Fund, November 1996).

M. Klag et al, “End-Stage Renal Disease in African-American and White
Men: 16-Year MRFIT Findings,” Journal of the American Medical Association (2330
April 1997): 1293-1298.

H.J. Aaron and R.D. Reischauer, “The Medicare Reform Debate: What Is the
Next Step?” Health Affairs (\Winter 1995): 8-30.

Of course, high-income persons might still receive more in dollar terms over
their lifetime because of a longer life expectancy.

P. Ferrara, The Next Steps for Medicarc Reforms (Washington: Cato Institute, April
1998).

Transition is difficult and may require a gradual phase-in, because working-
age cohorts must both save [or their own Medicare benefits as well as finance
Medicare benefits for the current elderly. Supporters of prefunding argue that
investing account funds in equities allows a rate of return sufficiently high to
mitigate the transition problem.

McClellan and Skinner, “The Incidence of Medicare.”
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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 jaseph 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 “fix"
the problem for seventy-five years biases options in the direction of radical
reforms, to the exclusion of more incremental and careful approaches.

Medicare was formed out of concern about Medicare'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.”
Vladeck 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 (SMI) 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 services

THE NATIONAL BIPARTISAN COMMISSION ON [hﬂ Future of
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than any other country spends and has seen its costs increase more

quickly, without obvious comparative extra benefit, there is prima &
facie reason to pay special attention to limiting Medicare costs.*

Long-term forecasts provide useful extra justification for serious

cfforts to control costs. They may be particularly helpful as a '8
weapon against laxity in easy budget times. Given projected sur- 8

pluses, pressure for even short-to-medium-term Medicare savings

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 3
be taken too far and can distort policymakers’ views of both Medi-

care problems and alleged solutions.

Sources Of And Influences On Estimates

Thc two main sources fOl' Medicnrc Inngvtcrm cost estimates are [ht

HCFA actuaries, through the annual reports by the trustees of the

HI and SMI trust funds, and the Congressional Budget Office
(CBO)." Each year the CBO reports on the Economic and Budget Outlook
in the medium term; in 1996, 1997, and 1998 the CBO separately

e Projected the budget outlook over a time period similar to the trus-

COST tees’ seventy-five-year standard.*

ESTIMATES B 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 Medi-
care, the best baseline is gross domestic product (GDP).?

Exhibit 1 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-

EXHIBIT 1
Comparison Of CBO And Medicare Trustees’ Projections Of Long-Term Medicare
Spending Trends, 1997-2070

Percent of gross domestic product

197 2010 2030 2050 2070
CBO (1998) 2.71% 3.67% 6.29% 7.02% 7.76%
Trustees (1998) - 262 3.46 _5&5 6.29 B 6.71

SOURCES: For Congressional Budget Office (CBO) 2010-2070, Long Term Budgetary Pressures and Policy Options (Washinglon:
CBO, May 1998), Table 4-2. The published tables only report 1o one decimal place, but | have provided two, 1o match the
trustees’ figures, based on background materials kindly provided by CBO staff. For CBO 1997, The Economic and Budget
Outlook: Fiscal Years 1999-2008 (Washinglon: CBO, January 1998), Tables H-2 and H-1. For Medicare trustees, 1998 Annual
Report of the Board of Trustees of the Federal Hospital Insurance Trust Fund, 28 Aptil 1998, Table 111.B1.
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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-
re Pmblcm as an increase in the amount of the economy being
devoted to the program, the CBO is saying that the problem will be
sbout a quarter larger than HCFA projects.

The difference between the CBO and HCFA projections is just
one example of the great volatility of estimates far into the future.
Between the 1997 and 1998 trustees’ reports, HCFA's projections of
Medicare spending in 2070 fell from 8.38 percent of GDP to 6.71

rcent. That change reflected both estimates of the effect of the
1997 Balanced Budget Act (BBA) and more favorable experience
with underlying Medicare spending trends.®

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: in\'ol\'ing
demographic factors, general economic trends, and specifically
weedical care cost trends. The latter include, for example, different
rates of medical care and general cost inflation, or medical activity
growing more or less quickly than the size of the economy.

The CBO and HCFA adopt virtually identical demographic pro-
jections mac2 by Social Security Administration (SSA) actuaries.
HCFA also adepts SSA economic assumptions.” 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 Hl and SMI 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 payroll tax, HCFA
assumes an increase equal to the growth of average hourly earnings.

The CBO also does 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 carnings. But the CBO, rec-
ognizing that its data are 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 be
cause the difference between the CBO's and HCFA's more detaile
estimates through 2008 compounds (doubling over time). The regg
(equivalent to about $50 billion in current dollars) results from CB a
modclmg choices that make sense given data availability but from !
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.
M 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 Medicare 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 8
on both the numerator and denominator of the Medicare cost-to-
GDP ratio.” Economic projections also involve a factor that cannot
be manipulated much by Medicare policy. At the margin, lower &
government spending on Medicare (or anything else) may lead to 8§
slightly higher economic growth but not enough to add meaning- °
fully to the direct reduction in budget burden from simply spending
less.” So (fortunately) we do not have to think much about general
economic factors. |
Demographic trends are both a larger cost factor and, in the me- §
dium term, more reliably estimated. They also represent areason for
increases that is more clearly defensible than are 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 nced &
for education expenses. Whether 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 would expect program spending to rise or fall
with it. From this perspective, demographically driven increases in
Medicare’s costs as a share of the economy might seem acceptable.
Exhibit 2 uses CBO figures to provide a rough estimate of the
effect on future Medicare costs from estimated enrollment trends
alone. Those increases, shown in columns 4 and 5, are somewhat less
than half of the total. Thus, the CBO projected that total spending
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: m.cﬁom of Long-Term Medica

re Spending Trends, 1995-2070

Enroliment Spending Spending Spending If Net spending if
. sspercentof aspercent percentnet only grew with only grew with
b of GOP__ of premiums _enroliment enroliment
O 26% 2.3%" 2.6%° 2.3%
37 3.2 3.0 26

6.3 55 4.4 39
7.0 6.2 4.5 4.0
78 68 48 43

onal Budget Office, Long Term Budgetary Pressures and Policy Options (Washington: CBO, May 1998, Table
! columns, Table 4-5 for the next two.
o Part B premium Is expected to grow more quickly than overall program costs, because of both the move of some
1o Part B and the estimates that Part B will grow more quickly than Part A. Therefore, premiums as a share
faster than spending, crealing the slower growth of net spending (column 3) than of total spending (column 2).
s In columns 4 and 5 are taken from an option of allowing spending per enrollee to Erow only at 4 percent per year
2 bution approach. The report describes this as an increase “equal to the average annual rate of growth
pP per capita” (p. 57). Background materials supplied 10 me by the CBO, however, show estimates for given years
or lower than 4 percent. So the estimates here for given years, such as 2010, will be slightly different
§ gross domestic product (GDP) trend,

5.2 percent of GDP from 1995 to 2070, of which 2.2
of GDP would be caused by an increase in Medicare en-
rtion of the population. Since SMI premiums would
yith the program’s costs, the net increase (column 5) if only
phic factors were relevant would be 2 percent of GDP.
¢ purely demographic impact on eventual costs could be modi-
jther by changes in population trends, such as faster or slower
88 in mortality rates or greater or lesser immigration, or by
ficare policy choices, such as raising the age of eligibility for the
m. The 2 percent of GDP figure, however, can be interpreted
| base estimate of the cost increase that must be expected if
pething resembling the current promise of benefits (expressed as
gare of GDP per capita) is maintained for the currently antici-
‘paeed population.
f bether one believes that such an increase would be necessary
; depend, however, on what one believes about medical care
Perhaps the current benefits could be provided more effi-
mtly, so costs per enrollee would not have to rise as quickly as
gk per capita rises, and total costs would not rise as fast as the
Medicare share of the population rises. Or, medical innovation
AL increase the volume and intensity of services in ways that
Bl increase costs per enrollee faster than per capita GDP.
i numerically and normatively, therefore, the estimated trend
. acal care costs per enrollee is the most significant factor in
"’“qu’ m Medicare budget projections. The CBO shows more cost
b

_gmm increases in costs per enrollee than from demographics.
i 1
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ventio dget esti i
- [nh:ls-cois;ud%u estimation say that projections should be made %
no policy change. Yet that is an absurd assumption 1

a!_x\ ) . .
l‘-;.z‘tc::;jcdlclar::j for \\'hu.:h payment rules are changed frequentl
Wi ?e altering Mlcdlcare‘s eligibility rules would be such airll -
policy step, there is some reason to discuss demographic trcn;s l

as if they c: .
ey cannot be changed. Yet because costs per enrollee are
ki

subject t i icy i :

. tJhc C(;goinc;;g;::;d ppllc? is not static, judgments of the trustees’
i n. g 1p‘n.nns habout long-term costs per enrollee as
S l:Mtp J‘T:sltiic miss the point. The right question is not
e son s “will" be, .but what they reasonably “could” be
i t[l)'ll'ogrl.j:mm:m(: rc:form. Critics argue that past expe-
e ol L l;llr:ll ct?ustecs projections. But if past experience

Sl e 0 s could not have happened.
fore \Ec n?,é;ﬁt,i E?t;:l:;:lhc;sli;nmml within .\chicafel?clhcrt
o : ! health care systems. The past fo
mucif::sdl; .:::rlc:[lt'; private insurance markets are oncpcxam;llg.(:{
che exiericuce { of data, m'er‘longcr time periods, is available from
of other countries.

An International Perspective

Compari i
. ng Medicare cost fo i
_ recasts with cost trends i
tru: reveals several issues to consider > other coun:
Medl s .
el un(i:a:e_s :et{ullar demographic problem. The United
i q! c{m aving (and so budgeting for) a health insurance
o C ria) or the elderly and a portion of the disabled. There-
fm,r. | ca ;}nsurancc costs for the average American at age sixty
do not show up in the f : . e
: | ¢ federal budget. When h :
S € W ' get. en he or she turns
5,1,;510",:. th}]: nly most of his or her medical insurance cost is in
o anld ‘.l[.ln the effect of a larger proportion of persons age si‘-ct /-
” [hct ldcrlls to greatly increase Medicare costs 5
c il g 1 :
s Oth:rrg' were in the same plan(s) as everyone else (as is the
il ol:lnzln[t;s), the effect of a person’s turning sixty-five
nly the difference between hi -
i | ween his or her costs at a ixty
il 1 ges sixry-
i ;’cty! EI\\C. So, even Fhough the effect of an aging populatil;\)n
S eatlt-l care cnsts; is a concern throughout the industrial
z , other nations face small ] :
WG . er proportional ef i
Cn?tbfthan Medicare does on its costs." S fcts on thei
n fact, agi ill i 4 i
aging will increase Medicare's costs far more quickly than
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= will raise total U.S. health care costs. For example, when the

R agﬂl'lz‘“ion for Economic Cooperation and Development (OECD)

i ulated the effects of aging on overall health care costs in various

ries, it projected that aging would raise U.S. health care costs

0.48 percent per year from 2000 to 2020.% Yet Medicare enroll-

¢ is expected to grow by more than 2 percent per year in that

.»d. so the demographic effect on Medicare costs alone would be

times as strong.” In Exhibit 2, as the share of the population

lled in Medicare grows from 13.6 percent in 1995 to 22 percent

jn 2030, that increase also represents lower total health care bur-

dens on private budgets. So a discussion that focuses only on Medi-

care COStS and the federal budget creates an illusion that the nation’s

lem is bigger than it really is. Ironically, if the United States had

pational health insurance, the effect of an aging population on gov-
ermment spending would seem significantly smaller.

B Costs per enrollee. The peculiarities of Medicare eligibility,
powever, should have little effect on the change in medical costs per
enrollee. That change depends on policy choices or other behavior
that alters the price and/or quantity of services. When spending per
Medicare enrollee grows at the same rate as per capita GDP, Medi-  e———_
care costs as a share of GDP will grow at the same rate as enrollment  MEDICARE &
as a share of the population. If per enrollee spending grows more or  PUBLIC POLICY
less 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 before
cracking down in the late 1970s and early 1980s; also, some of the
OECD data after 1994 are 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 levels of
economic development throughout the period. Also, Exhibit 3 uses
German 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 health care
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 show's the annual rate of growth
of per capita health care spending on top of the effect of annual
growth in per capita GDP. The international norm is 115 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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Trends In Total Health Care Spending Per Caplta, Sixteen Countrles, 1984-1994

Australia
Belgium
Canada
Denmark

France
Germany®
Italy

Japan
Luxembourg
Netherlands
New Zealand
Norway
Sweden
Switzerland

United Kingdom

United States

_ nrealiocalcurrency _Relative to per capita GOP
2.60% 1.04%
281 1.02
2.87 1.73
o 203 633
2.84 1.35
208 0.18
3.90 1.95
324 0.47
5.61 0.72 '
3.00 0.93
283 220
B B 41_3 - 1.78
-1.37 -2.01
295 2.10
358 1.54
S 478 o 33
Average, all countries 1.15
- 1.02

Growth In annual spending per capita

SOURCES: Organization for Economic Cooperation and Development, OECD Health Data, 1997 (Pars: OECD, 1997); and
author's calculations.

NOTE: GDP is gross domestic product.

® 1980-1990.
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How does this international experience compare to the CBO's
and trustees' forecasts for Medicare costs? Exhibit 4 provides fig-
ures based on the CBO'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 forecasting 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 only one percentage point
faster than per capita GDP through 2015 (so similar to the non-U S.
figure of 1.02 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 spending Medicare over
_____perenrollee GDP per caplta GDP trend -
1975-1980 14,84% 10.27% 4.14%
1980-1985 12.05 7.39 434
1985-1990 7.02 5.49 145
1990-1995 5.06 375 1.26
1995-2000 454 _ 397 055 B
2000-2005 6.55 389 256
2005-2010 6.04 397 199
2010-2015 5.47 3.97 1.44
2015-2020 4.65 388 074 -
2020-2025 438 3.83 053
2025-2030 463 3.94 0.66
2030-2035 477 4.05 069
: 2035-2040 4.59 4.10 047 -
b 2040-2045 428 4.08 0.19
: 2045-2050 3.95 4.04 -0.09
2050-2055 3.92 400 008 B
. 2055-2060 4.10 4.00 0.10
'f 2060-2065 4.34 401 032
— 3 2065-2070 435 401 0.32 -
& _'; SOURCE: Background Spreadshest supplied by the Congressional Budget Office, June 1998, and author's calculations.
& i NOTES: GDP is gross domestic product, Percentages are annual increases per capita from fve years before
u
¢
he CBO's I\IL‘d.iC.II'(:'.‘- own _cxpcricncc. sccl\-ipg to improve on the CBO's
wides fig- 8 medium-term projection seems plausible cnough. .
pessimis- 8 In the long run, if Medicare only matched the international trend.
icipate in then by 2045 costs would be equal to the CBO's baseline and higher
Medicare thereafter. Over the long run, neither Medicare nor U.S. private
ided total 8 hcallth insurance costs h.n"c grown as slowly per capita as the inter
nroblems. national average. Yet the implications of that fact for future policy
are not straightforward. Although obstacles to cost control are
tly faster likely to remain, Americans, having driven costs to unmatched lev-
h2015.In cls, may face less risk to quality of care from rest raining costs more
eiirollee severely than do countries that already spend less. Sweden's excep-
' T tional cost-control performance, for instance, might be related to
of a per- the fact that it trailed only the United States in health care spending

' toward as a share of GDP beforehand.

'\gepoint o Medicare’s Internal Demographics

T::? )'ifr : .le most significant comparison generated by Exhihit_ 4, however,
idgetary is between its nunjbcrs and the CBO's stated assumption that “the
- savings Increase in spending as a percentage of GDP that is expected to
interest oceur after 2020 accounts for growth only in the number of Medi-

_ care beneficiaries as a share of the population.™ So why does Ex-
'J.‘)Cd on
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T
hibit 4 show spending per enrollee increasing more quickly tha o, are redst
capita GDP? The main reason is how the CBO (and HCFA) acco w it | ﬂ'rhﬂ'C
for demographic change within Medicare.” - ' tha[ afC suPPOS‘
Both agencies apply assumptions about annual growth of sper e
ing per enrollee separately to each age and sex combination, T : oncosts if
CBO, for example, projects that between 2030 and 2031 spendi effects r se, or de
seventy-year-old women will grow by the increase in average hourh aging: balance, the!
earnings that year. The change in average Medicare spending p o spending P
enrollee, however, will also depend on the age mix of enrollees. If ¢} caplmsnmates ass
average age of enrollees increases then, since expenses tend to be r l: increasing
higher for older than for younger enrollees, average costs will grog e hymorc than t
more quickly than average hourly earnings. 9 muc rotals). But a
Yet this assumption about internal demographic effects, which h Ua. ctions’ treat!
underlies the pattern in Exhibit 4, is flawed." The major reason oldegs rﬁ]cr reason why
persons tend to cost more than younger ones is that persons who are! ot ssible witho
dying cost more than those who are not. If the life cxpccrzmcy of | be pO :
Medicare beneficiaries increases, then the average eighty-five- “year-§ Estlmating S
old will cost less in the future than he or she did in the past (other$ { have argued th
things being equal), because that person will be less likely to dic; Medicare cost €
s that year. Having more persons age eighty-five relative to those agc_- were accepted, tl
cosT seventy-five in 2030 than in 1998 should not increase costs in line} oals. Unfortun
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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, &8
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.” These data
precede the explosion of home health benefits, but those remain a
small part of Medicare’s toral, 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 positive 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 1
years than at age 65." An OECD cross-national econometric analy- e
sis found no effect on spending from the proportion of the popula- =

tion age seventy-five and older.” 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.”

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 cnrollment 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
projcctions‘ 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.

B 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 year after the year 2000. If premiums grew at the same
rate as the contribution, the CBO estimates, then total spending for
the Medicare 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” 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 rotal 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 will be offered, so we cannot
predict the choices that people might want to make. Innovations
could be so valuable that most people would consider them worth
paying for.® Imagining that we could decide now how citizens
thirty years later will value health care for the elderly or anyone else
is both fanciful and arrogant.
A cynic might remind us that health care provides the incomes of
a large number of very smart people. Give them a decade or two or
three, and they are very 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.

M Bias In selection of solutions. The most serious problem
with long-term estimates of solutions is that they 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 previous Medicare savings legislation. Yet the
CBO and HCFA only estimate basclines in detail for ten years, so
they simply cannot project savings from detailed reforms over longer
periods. If they did, they would not be believed: Who, for instance,
would take seriously projections of prospective payment system
(PPS) hospital update factors through 2070? So the CBO's 1998
long-term analysis could not and does not project the options, such
as reductions in payment rates for individual services and forms of

budgeting and block payments, that have been the main sources of
past savings in Medicare and in other countries.™

It is much more plausible to project budgetary savings from
changes in eligibility or from charging higher premiums to Medicare
enrollees. Both of these strategies offer relatively large, relatively
simple savings compared with specific controls on specific costs,
and they 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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lans mer cdew 37 2otrd] costs.” From a budget analysis per-
spective TE=$ ¢ aCs sroblem: The federal fisc is protected once
Congres- zsiaras T conrribution. The CBO also offered no basis
for its zno= T 1 inet sontribution that would increase by 4
wrcert = w=s o = that figure's being the long-term trend

of GDP 2=

[nasmu= 5 = <3¢ v “Jong-run projection for growth in
[private = = was kst 1 percent above GDP growth,” one
might worz=- s> =% F assumed that Medicare would do bet-

ter.® Them = = >viouw answers. First, the CBO did not quite
assume ==z ez voud do better. Instead, it offered an option
and a desc——= = »=ut vauld happen if things worked out (pre-

miums TEIT T 255 7T e contribution) and what would hap-
pen if tromz == =% wire it so well (a large transfer of costs to
enrollees ~x 0 22 2 commit itsell on Medicare costs, but
only on == =uzmers which by the nature of a defined-

contribumi == & st [If legislation says that the federal

payment w1 I Y T £ percent per year, that is the law.

Secons T _~ <MIC ire use its estimate of private-sector
trends, hezais - =vuer that would yield savings for a few
decades. = wr_— == =< sivings through 2070. If the CBO had not
picked a vz ===~ == asuld have been only two options. So
the CBO =i == 0w ind explained the risks, more or less.
Yet the demme. -——=-=¢= ‘rrion still looked like the winner ina
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was budgz: o=
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t can add up in the long run to substantlal savmgs

substantial cost pressures. There is a case for paying those bills, but
there also are good arguments that, 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 by their use to justify claims that radical change is both
necessary and inevitable.

Forecasting anything for seventy 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 always bad.

The argument over baselines within the Commission on the Fu-
ture of Medicare is unnecessary. The assumption that there will be
no further cost-control ]cglalauon is unrealistic, and the CBO's and
HCFA's long-term figures are already “bad” enough to do good in the
short run; there is no need for a more frightening baseline. 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 policy 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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five-year budget “fixes,” only measures that promise (rightly or
wrongly) to eliminate the long-term “problem” in one fell swoop
meet the standard for policy success. The CBO, following that logic,
finds itself recommending that Congress “initiate fundamental re-
seructuring of Medicare™ as soon as possible, because that is the only
option that can offer (whether or not it provides) scoreable savings
through 2070.%

Such an approach, however, looks necessary only through the

uliar 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 thanks the Century Foundation for generous and collegial support of
this work and of the book on Medicare and Social Security to which it is related.
Two anonymous reviewers provided uscful comments. He also gratcfully acknow-
ledges the assistance of many CBO and HCFA staff, some of whom surcly would not
want to have their names associated with any of the opinions expressed here, and
none of whom will. None of these organizations or individuals associated therewith
bears any blame for any failings of this work, and all descrve credit for its merits.

NOTES
. M.A. Carey, “Failure Is Not an Option for This Commission,” Congressional
Quarterly Wecekly Reporr (14 March 1998): 669-670; and A. Simendinger, “An-
other Problem, Another Commission,” National Journal (13 December 1997):
2514-2515.

. R. Pear, “Panel Finds Medicare Costs Are Underestimated by US.” New York
Times, 3 Junc 1998, A23.

3. Board of Trustees, Federal Hospital Insurance Trust Fund, 1998 Annual Report of
the Board of Trustees of the Federal Hospital Insurance 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 Board of
Trustees of the Federal Supplementary Medical Insurance Trust Fund (Washington: U.S.
GPO, Aprﬂ 1998). Since the two boards of trustees are identical, I refer to them
herealter as the Medicare trustees.

4. Congressional Budget Office, The Economic and Budget Outlook: Fiscal Years

1999-2008 (Washington: CBO, January 1998). and CBO, Long-Term Budgerary

Pressurcs and Policy Options (Washington: CBO, May 1998)

Estimates for trust funds financed by payroll tax also may use taxable payroll;

since SM1is paid largely from general revenues, however, GDP is a better base

for Medicare as a whole.

6. Compare the 1997 figure from Exhibit 111.B] of Board of Trustees of the Federal
Hospital Insurance Trust Fund, 1997 Annual Report of the Board of Trustees of the
Federal Hospital Insurance Trust Fund (April 1997), 70, to the same figure in the
same table of the 1998 report, page 78.

7. Both the economics and demographics are taken from the “intermediate” sce-
nario for Social Security's financial condition. The CBO and the Medicare
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CBO. Long- Term Budgetary Pressures, 50

The CBO's use of hourly carnings rather than per capita GDP as the growth

factor cannot explain the difference. From 2030 1o 2035, for instance, the CBO

is assuming that average hourly carnings grow by 4.08 percent per year and

GDP per capita at 4.05 percent. But its estimated annual increase in Medicare

spending per enrollee above GDP per capita is 0.69 percent.

18 Demographic assumptions also explain w hy. after about 2040, the exhibit
" shows average spending growth declining: At that point, the large baby- hoom
generation dies off. and some very old beneficiaries are being replaced by
younger ones. By 2060 the baby-boom bulge is gone, and the exhibir projects

a small, steady increase in the average age of Medicare beneficiaries simply
because of increased life expectancy
19. J Lubitz, ] Beebe, and C Baker. "lungc\'n.\' and Medicare l-.\'pcndlrurcs_‘ New
England Journal of Medicine (13 April 1995): 1001. Sce also M Gornick, A
McMillan, and ). Lubitz, "A | ongitudinal Perspective on Patrerns of Medicare
Payments,” Health Affairs (Summer 1993): 140-150 Nursing home costs that
Medicare does not cover may rise with ]nngc\-uy. but that is not relevant to
Medicare cost estimates

20. P. Zweifel, S. Felder, and M Meier, “Ageing of Population and Health Care
Expenditure: A Red Herring?” (Paper presented to International Conference
on Ageing and Old- Age Feonometrics. University of Athens, 18-19 May 1995)

21. OECD, Working Party No. | of the Economic P
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pereent of GDP in 1995, and 1 0 percent in 2070 if there were no reform

24. Author's calculations from Fxhibit 4-50f CBO. Long Term Budgetary Pressures, 58

25. See D. Cutler, M. McClellan, and J. Newhouse, “The Costs and Benefits of
Intensive Treatment for Cardiovascular Discase” (Paper delivered at Americ an
Enterprise Institute Brookings Institution conference, “Measuring the Prices
of Medical Trearments,” Washington, D.C., 12 December 1997)

26. The CBO bricfly discusses such methods in Long Term Budgctary Pressures. 55
the merits of that discussion are not my subject here. For analysis of interna
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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 Etheredge

ABSTRACT: A national retirement policy that coordinates Medicare, Social
curity, and private pension reforms could make substantial progress in dealiné.' 18
with problems related to the baby-boom generation’s retirement. Such a policy: i
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-
e —— care, for each year of delayed retirement; (2) allowing workers without employer- "
" :':r?:g::m sponsored pensions to use Social Security’s payroll contribution system to 3
invest in pension accounts; (3) expansion of private long-term care insurance by 3
allowing pension-plan assets to be used for paying premiums; and (4) placinga
higher priority on financing for basic Medicare and Social Security benefits than

: y \
on taxpayer-financed subsidies of far more generous pension benefits. Sb{;;};?;r?aoi:gzjm
VER THE PAST SIXTY YEARs national retirement policy has B Work versus r¢
Orc!icd on three major tools: Social Security, Medicare, and % aged a trend tow’ard A
pensions. In 1998 more than $400 billion of federal revenues workers [m‘_“ contm
will go to the Social Security trust funds and more than $200 billion ~ °§ workers retire at age <
to the Medicare trust funds—the two basic retirement programs ers are NOwW retired by
that cover almost every American. Net federal tax breaks of $74 ily increasing, sO that
billion will go for pension plans that supplement Social Security and 3 2 retirement period, ¢
Medicare for about half of the workforce. When the baby-boom & years. But analysts ai
generation is fully retired, more than seventy million persons will % ing more than sevent
depend on Social Security, Medicare, and pensions for their stand- = to leave the \\'orkfonl
ard of living, health benefits, and economic security, for an averageof & (GDP) and governmc

about twenty years (more than forty years for some). Although these
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elements of national retirement policy are all primarily financed by
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employer and employee payroll contributions, each has evolved in-
dependently.

Congress and President Bill Clinton have begun to redesign na-
rional policies and programs to prepare for the baby-boom genera-
tion’s retirement. They legislated the most far-reaching reforms of
Medicare 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
enactment. 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 receive 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-favored savings (exclusion of employer-paid premiums for
qualifying long-term care insurance).

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.

B 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.' 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. But analysts are beginning to question the sense of encourag-
ing more than seventy-five million (mostly healthy) baby boomers
to leave 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.

M 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 jy
nearly forty years, only 3.8 percent in 1997.2 One of the key contribyg
ing factors has been that growth of employer-sponsored pension
has stalled out, leaving more than half of the workforce (more thag
sixty million workers) without current pension coverage.’ Thess
persons lack the automatic payroll withholding and tax advantages
(and the employer matching contributions) that encourage savingg®

among workers with employer-sponsored pension benefits. Ma y

will receive little or nothing in pension benefits and will be mo

dependent on what the federal government decides to spend for S

Social Security and Medicare benefits, supplemented by other sav
ings or part-time earnings. As Victor Fuchs points out elsewhere
this volume, rising health costs not covered by Medicare will likely 8
erode the living standards of many older persons.* With large fiscal
problems looming over both Medicare and Social Security, more 8
private savings (particularly tax-boosted savings, such as pensions)3
are important for financing health care needs, higher living stand- 3
ards, and financial security. b
W Benefits. Overall, Mcdicare covers less than half of the eld-

erly's health expenses, and most persons patch together Medicare y
FINANCING
RETIREMENT

age, savings, portability, 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 coverage—the
largest gap in insurance protection for most retirees.

B 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 revenues
will be needed for Medicare; a constant 1.45 percent (employer/em-
ployee) tax rate can hardly be expected to finance coverage 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-paid subsidies for pri-
vate pensions, particularly about subsidies that far exceed Social
Security benefits. If there will 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 policy frame-
work that features better coordination of Medicare, Social Security,
and pension policies could produce needed progress on the in-
tractable retirement policy issues described above.
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Wwork Versus Retirement

rules government makes about the eligibility age(s) for Medi-
eare, Social Security, and pension benefits, and how work affects
these benefits, are critical issues for present and future retirees.
Today these rules are inconsistent and often penalize persons who
work longer and more than statutorily designated retirement ages
md carnings 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-
rves were changed and they planned to “semi-retire™—work part
rime for several years before full retirement. Government tax reve-
pues would rise with the greater earnings that would result.

E ® Eligibility. Medicare eligibility begins at age sixty-five. Retir-
“.'_" ees cannot start Medicare at an earlier age, even with reduced bene-
SO (iis or higher premiums, and affordable private insurance often 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 Security, per-
=l sons can receive full earned benefits starting at age sixty-five (as of
3 2022, age sixty-seven). They also can elect to receive actuarially
L rcduced benefits starting as early age as sixty-two. Persons who
S  dclay Social Security until after “normal” retirement age (sixty-five
W to sixty-seven) qualify for “deferred retirement credits™ that will
< BB  similarly enhance later monthly benefit checks. For an annual bene-
. firof $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.

ebs g

L

sl Pension plans—including tax-advantaged retirement plans such
i as 401(k)s, Keoghs, Simplified Employee Pensions (SEPs), and
4 IRAs—offer more flexibility than Medicare or Social Security do.
k- For example, 401(k) plans, the rapidly growing employee-directed
retirement plans, allow persons to take lump-sum withdrawals as
I carly as age fifty-nine and a half (or annuities at an earlier age)

without penalty and to defer starting withdrawals until age seventy
- and a half. For defined-contribution plans, such as 401(k) plans, a
person is entitled to the full value of the account, whenever it is
withdrawn.’
ps W Work Iincentives. Medicare, Social Security, and pensions also
g 3 differ in their incentives for recipients to work. Social Security bene-
E i fits, for a primary recipient and family members, are reduced (for
persons under age sixty-five) by one dollar for every two dollars of
carnings over $9,120; from ages sixty-five to sixty-nine, the reduc-

MEDICARE 83
PROPOSALS

P —— = T S et
HEALTH AFFAIRS - January February 1999

o




6 -~
~ 2

- 14
ROPOSALS FOR

REFORM

T o
¢ AR
S P/,”"ms of financing the baby-boom generation’s
work incentives should be a top priority.”

......

Lt

+ dAre¢ one do ]
V4 500, These allar for every three dollars of earned incom B
meome and Sm;ﬂ: punitive tax rates, applied in additio o i
e "Iﬂly hard 01 S:‘icunty taxes owed on earnings Thcynh.ito th
ek n modest-income reti ; tPd
cample irees who need to ea iy
stnply wr;m' t{: pay a spouse’s medical bills, and on ntrl:lc:" -
0 remain in the w ’ g
ors sholds for these extra taxes N “"H}?T‘é&] %ﬂdt‘l" even v
s sixry-fi xes arc scheduled to increa
- ) [ " 3. . sC [ e
2540y, g t})mh\c to sixty-nine to $15,500 in 1999 and to Sf,(;; works
n ; 000 in
mmes are sub'zgfm.}?oo in 2002. In contrast, taxable ‘ nsi ;
N4 there is a ]é to the same tax rates as earned incom R ot 5
f : percent penalty f : R,
ty for early withdrawal (prior to age’
(] .‘._:

111 .
)‘ “l"l‘ dan » o com

Mene rh an
" an $160,000 ; -
’ P"'"Il'[] in 1997 per year from lax’advantagt:d pcnsions ‘1--

iTu s

S— J;-f&llll‘i]ﬂqcm h :
s rificenn e ‘Oflhﬂr Medicare benefit financing wh 3
RETRIMENT s tha ””‘ci:;-: Eill-‘(t]y fl?'e foran cmp]oycr with twenty ol-bmk cn they I
;‘f' *Comes 2 'ta th insurance benefits. In these instanc(;rsc ::[03‘-’ 3
"5 The work Sfc.ondar}. payer” and only pays supplem N -l
hilted 1y the er still receives Medicare benefits bii: m s
Tployerg ‘.:‘ CITIFIO)'CI"S compensation costs. T.his m??‘_*:‘ﬁsts.are :
8 1 hie o “'Hrl‘:tb ‘or o.lr.lcr workers and thus makes E m(:ﬂl‘;fll.fl':.llses
f0r Olefey wn;km.’ tn,f'“d good jobs. There are no offsetti * blc{lcglt
“n offer b .CIF.S. \'\ orkers for smaller employers and f ln% e
. c'nltlﬂgtaath insurance do not have reduced bencf(:trs s that
j,;.ru. et polic fm’:re coherent policy. A more cohcrcn£ national
i—m“”’ Wik (__). should .allow for early retirement of [hjﬂtlor;l
20 g "r”'t '“.Cﬂ thft financial problems of financin LSC e
shoulf 1y oo lon’s retirement, however, bette % 65 baby-
Aty -.ltll.mr priority. . better work incentives
it fop gy N:l\ri retirement options, with actuarially red
carly, 1ol h‘. f’;u‘c !.mahlc to find suitable wurk.or}c}:mmf‘d bcnc
s f\'iuhli: :m\rd'""th for Medicare, Social ﬁccurf .ht roretire
ol i g a common age standard for all three ]\i)o;inld [l?m’
d allow

ohe wnal decision-making flexibility. .
(.”“h“lll":.I:ilily(“d rct_ircmcnt OgPrion:lllll[:)ftw ?gr:: [Fl?cc\'nppf)snc gide ot
ally Ly ) v Medicare and Social Security, could oy - bt
recelviyy, Sn:iﬂ|I1;n':cu:d‘bcm:'ﬁt:r, for later retirees. If ar\’:m;(dc e
or she gy }lx ecurity and Medicare for one year, f opkerdeayed
v e allowed to clect a lump—sumy‘rct‘irt?:l;rf: atm Iﬂe‘ ne

nt bonus”

A T = M
LES REERT 0y

;-‘.;";‘_*8‘— — P

Number |

|
|
|
|
[
|
|

TIREMENT

e

'-'”thno RE

I

| check of $10,000 payable on the «
ﬂ’“

hly benefits. Government ¢

because it would save app
retirements ($9.000 Social S
benefits, plus interest) and .
the workers' earnings.

These lump-sum options for |

gally to the "nest egg" of many

ffective inducement for continu
ment option: small increases
1993 the median household he.
sixty-nine had only $23,650 in
henefit options would increase
up to age seventy and a half—fo
ears delay in retirement.

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

These types of measures Wo!
ter (and fairer) incentives for <
term payoff, for retirees and go'
how much additional earnings.

Expanded Pensions

A second key challenge for an
is to create new retirement *
cmploycr-pmvidcd pensions. '
tary pension income 1S the crit
is just “getting by" on Social S
much better standard of livii
financial security. The majori
vate pension incomes, are ali
programs. Some 60 percent O
cent (or more) of their incom:
the elderly dcpcnd on Medic
coverage.” As Fuchs illustrate
ered by Medicare (Medigap. |
are rising much faster than
next year), these persons ¥

AFFAIRS -

IEe—
HEALTH



FINANCING RETIREMENT

s =

check of $10,000 payable on the day of retirement and/or enhanced
monthly benefits.” Government could afford these financial incen-
tives because it would save approximately $12,000 annually from
ater 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 egg” 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 houschold headed by persons ages sixty-five to
sixty-nine had only $23,650 in nonhousing assets.* 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-
tion) for the added costs of covering these workers, so that they
would not be disadvantaged in the labor market.

These types of measures would provide senior citizens with bet-
ter (and fairer) incentives for substantial work efforts. The longer-
term payolff, 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 policy
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 by” on Social Security and Medicare and one with a
much better standard of living, ability to afford health care, and
financial security. The majority of retirees, lacking significant 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.” 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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without such pensions would make payroll contributions to

3 Wual pension accounts.”

Using this approach, the average worker, who is now limited toa
000 annual contribution to an IRA, could benefit from the much
contributions now allowed for workers with employer plans
§9,500 of employee contributions to a 401[k] plan in 1996). Other
advantages for workers include payroll withholding (which is usu-
pot available for IRAs) and tax benefits (pension contributions
would be excluded from taxable income on the taxpayer’s 1040 tax
form, as 1s done for IRAs), as well as ERISA-type regulation. Such
funds also would be immediately vested and universally portable.
Although younger workers with children may not be large savers,
the baby-boom generation will be more able to save, 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-
tial savings, if they have tax-advantaged means similar to those of
workers with employer pension plans. A two-worker couple start-
ing to invest $5,000 per year in a tax-advantaged pension plan at age
fifty would have approximately $135,000 by age sixty-five (assuming
8 percent annual interest). To the extent that these new savings
arrangements are successful, they offer a highly leveraged return on
federal investment. 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 baby-boom generation than does hav-
ing to increase taxes by $10 billion for government trust funds.

Cafeteria Benefits

An integrated retirement policy also could offer 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-
tient prescription drug coverage and inadequate catastrophic insur-
ance protection, are well known. Most elderly persons now fill in
such benefits with private Medigap 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 Medicare and competing health plans.
Such arrangements would reduce administrative expenses, improve
portability, and allow better comparison shopping between Medi-
care (with Medigap) and Medicare+Choice plans.

B Prescription drugs. It would be particularly desirable to have
an expanded, government-structured “cafeteria menu” of options
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Two measures that might rapidly increase private long-term care
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coverage are as follows: (1) Federally qualified pension plans could
pe 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
clection into their carly sixties, at the time most will be considering
their retirement needs and resources, they would not need to use
their long-term care coverage for about fifteen years. This 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 available a very large potential purchasing

ool for these benefits, if the products are deemed to be of value, and
should be much less expensive than building up still another fund-
ing stream of taxpayer-subsidized savings available only for long-
term care insurance.*

(2) Private long-term care insurance would be more affordable
(and much less risky) if Medicaid spending down and Medicare
were redesigned to mesh with private coverage, for example, to
cover benefits after a two-year period for individual self-payment or
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 developed 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 qualifying
private long-term care insurance could also be exempt from state
Medicaid spend-down requircments.

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 within 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 this way, sharply reducing future Medicaid expenses and tax

eeecbe———y
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deductions for catastrophic long-term care expenses. Additional

government financing from a tap on pension fund assets would
improve budget resources.

Funding Priorities

A comprehensive national retirement perspective also 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 Medicare are now

in financial jeopardy, and there are 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, economies could be considered in taxpayer financing for
pensions if savings are needed to ensure financial security for the
Social Security and Medicare programs.

NEW NATIONAL RETIREMENT PoLicyY 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.

Thompson for thoughtful critiques of an earlier version of this paper. The paper
was supported by a grant from the Robert Wood Johnson Foundation to the Health
Insurance Reform Project at the George Washington University
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7. Social Security benefits for new retirees now average more than $9,000; Medi-
care expenditures for sixty-five-year-olds average more than $3,000

8. The lowest quintile had only $2.499 in such savings and the second quintile,
$16.747. Asset Ownership of Houscholds, 1993 U S. Census

9. EBRI Databook on Employee Bencfits, 4th ed. (Washington: EBRI, 1997), based on
March 1996 Current Population Survey data

10, Fuchs, "l {ealth Care for the Elderly.”

I Pension policy has been supplemented in recent years by IRAs, Roth IRAs,
and a medical savings account (MSA) demonstration.

12. The intentional inequities include (1) “integration” rules that allow employers
to reduce pensions for lower-wage workers to offset their Social Security bene
fits; (2) employer contributions based on percentage of carnings, which result
in higher contributions for higher-income workers; and (3) the greater tax
advantages of tax-excludable income for higher-income executives. Disparities
are limited by various “top-heavy™ rules and other provisions. Social Security
and Medicare intentionally favor low- and moderate-income workers
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15. One of the options proposed by the Advisory Council on Social Security was
to direct part of Old Age and Survivors Insurance (OASI) contributions to
individual pension accounts. Improvements in Social Security Administration ~MEDICARE n
(SSA) procedures will be needed to implement individual account proposals.  PROPOSALS

16. Collection and redirection of contributions would occur via the banking sys
tem, so the pension contributions need not become government revenues and
outlays. Funds also could be remitted directly by employers to pension plans,
if more convenient. Pension experts believe that pa)’rn” withholding methods
are essential for broad participation in retirement plans; most employecs do
not now have payroll withholding for their IRA contributions, which is one
reason that participation is low

17. Employers that now offer pension plans would not be likely to drop them
since an employer-sponsored plan offers (1) higher contribution limits (up to
$30,000 for exccutives); (2) greater employer design flexibility; and (3) rax
exclusions of employer contributions from Old Age, Survivors, Disability, and
Health Insurance (OASDHI) taxes, a 153 percent advantage. A similar ap-
proach for extending health insurance coverage is proposed by L. Etheredge
and S. Jones, “Alfordable Health Benefits for Workers without Employer Cov
erage” (Health Insurance Reform Project, George Washington University,
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20. A rollover option excludes the pension funds from income taxes that would
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Reversal Of Fortune:
Commercial HMOs In The
Medicaid Market

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

BY MicHAEL J. McCuEg, RoBerT E. HURLEY, DEBRA A. DRAPER,
AND MICHAEL JURGENSEN

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 10 be more dramatic for plans with
many Medicaid members. In addition, growing

HE CALL TO MANAGED CARE to en-

I ter the Medicaid market was
prompted by the notion that contract-

ing with fully capitated plans would be an
effective way to improve beneficiaries’ access
to care, contain program costs, and achieve
greater fiscal predictability in the Medicaid
program. Because many of the plans entering
the Medicaid marker had been exclusively
commercial, their newly enrolled Medicaid
bencficiaries would have greater access to
mainstream providers. In their desire to build
membership and improve negotiating lever-
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 longterm commitment of
commercial HMOs to Medicaid participation. This
paper analyzes operating characteristics and fi-
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 Medicaid 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
view that, given Medicaid's typically meager
payment rates, providers would only serve
Medicaid beneficiaries insofar as there were
no other paying patients to replace them.'

A recent analysis of health plans serving
Medicaid beneficiaries examined various op-
erational characteristics, including size,
Medicaid enrollment, system affiliation, geo-
graphic location, and whether or not the plan
was a new market entrant.” Given the growth

Michacl McCue and Robert Hurley are associate professors in the Department of Health Administration at
the Medical College of Virginia (MCV) of the Virginia Commonwealth University in Richmond. McCue
carned his doctorate in business administration and conducts research on the financial performance of health
maintenance organizations and multihospital systems. Hurley is a nationally known authority on Medicaid
managed care and has testified before state legislatures and the U.S. Senate. Debra Draper is a doctoral
student in the Department of Health Administration at the MCV. Michael Jurgensen is director of health
policy and medical economics at the Medical Society of Virginia 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 fueled in large part by
the Medicaid waiver programs.’ We used
Health Care Investment Analysts (HCIA)
data to analyze plan characteristics and finan-
cial performance of HMOs that are licensed in
their respective states of operation. The first
analysis evaluates, over the five-year time
frame, HMOs that are and are not participat-
ing in Medicaid based on the plans' chain af-
filiation status; model type: closed (staff and
group) Versus open (indcpcndcnt practice as-
sociation and network); federal qualification
status; profit status; percent Medicaid mem-
bership; and ownership. “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-
tions: HMO Group affiliates; other
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.” 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, member-
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
InterStudy Center for Managed Care Re-
search, and various other supplemental
sources when compiling its database.®

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.” Therefore, we used
additional information from the American As-
sociation of Health Plans (AAHP) to classify
and refine plan data.® Second, the database
includes only those organizations identified
and licensed by the individual states as
HMOs. It underrepresents the entire popula-
tion of fully capitated entities participating in
Medicaid, particularly those in states with
Section 1115 waivers. Our findings therefore
are best understood as reflective of the par-
ticipation and performance among licensed,
commercial HMOs. Third, a few states are 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 permit their inclusion.’

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-
Uucs WeErce ll-‘icd in [hc :lnal)’seﬁ.

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
cither entered the market as predominantly
Medicaid plans or moved rapidly from a small
to a large membership.

MARKET SEGMENTATION

Our study alsodrawsonin- [~ Not-for-profit plans were the
formation gleaned from in- | « ? _ | mainstays of the Medicaid
depth interviews with stock Several stock ana market in 1992 (Exhibit 2).
analysts and Medicaid health lysts noted that ‘ Among publicly traded plans,
plan executives, the details of . : participation rates more than
which are reported else- rdie adjusrmcnrs ! doubled over the five-year pe-
where." The twenty-five ex- cause Cﬂpi!ﬂ' 1 riod, to 36 percent in 1996. The
ecutives interviewed repre- L | net (entrants less exits)
sented sixty HMOs with more mmkt’[_s to become number of publicly traded
than 2.5 million Medicaid skittish about plans accelerated until 1996,
members, approximately one- : when enthusiasm leveled off.
third of the Medicaid HMO HMOs in the Participation among other for-
enrollment. Medicaid market.” | profit HMOs also soared, from

L ee— 13 percent to 32 percent during

PLAN CHARACTERISTICS

The number of plans participating in the
Medicaid market steadily escalated during
the 1992-1996 period, reflecting a 121 percent
increase (Exhibit 1). 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 p!ans
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 m’cm'hc]mingly open
models.” In 1996, for example, 79 percent of
the plans were open models, and only 21 per-
cent were closed-model plans. In 1992, 51 per-
cent of plans participating in Medicaid were
federally qualified, but this dropped to 43 per-
cent in 1996. The number of for-pmfit p];ms
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).”

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 25.2 percent, respectively. It declined
among publicly traded plans and other not
for-profits—from 34.9 percent to 23.9 percent
and from 33.6 percent to 23.2 percent, respec-
tively (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 Medicaid members in the study
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
Health Plan Particlpation Status In Medicald Managed Care, By Plan Characterlstics,
1992-1996
Plan 1992 1993 1994 1998 1996
characteristic Yos No Yes No Yes No Yes No Yes No
Total plans 102 369 116 355 150 345 188 350 225 349
Chain affiliation
Chain
Number a4 232 53 223 77 208 100 202 115 181
Percent 431 629 457 628 513 603 532 577 511 519
Nonchain
Number 58 137 63 132 73 137 88 148 110 168
Percent 569 371 543 372 487 397 468 423 489 481
Model type
Closed
Number 36 70 39 67 46 61 41 68 46 70
Percent 353 190 336 189 309 179 219 198 210 215
Open
Number 66 298 17 287 103 280 146 275 173 256
Percent 64.7 B1.O 66.4 Bii 69.1 821 781 B0.2 79.0 785
Federal qualification
Qualified
Number 52 187 59 180 85 147 a3 137 97 129
Percent 51.0 50.7 50.9 50.7 56.7 426 49.5 391 431 370
Nonqualified
Number 50 182 57 175 65 198 95 213 128 220
Percent 490 493 491 493 433 574 505 609 569 630
Profit status
For-profit
Number 43 276 52 267 73 256 106 262 131 256
Percent 422 748 448 752 4B7 7142 564 749 582 734
Not-for-profit
Number 59 93 64 88 17 89 82 B8 94 93
Percent 578 252 552 248 513 258 436 251 418 266
Percent Medicaid membership
Small (<26%)
Number 69 79 106 128 147
Percent 676 68.1 70.7 68.1 65.3
Medium (26-75%)
Number 22 26 26 26 38
Percent 216 224 173 138 169
Large (>75%)
Number i1 11 i8 34 40
108 95 120 181 178

Percent

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

should be interpreted with caution, because
unlicensed plans, particularly in states with
Section 1115 waivers, may be underrepre-
sented in the data.

FINANCIAL PERFORMANCE

B MEDICAL LOSS RATIOS. Plans not partici-
pating in Medicaid experienced growth in

their medical loss ratios (from 0.85 to 0.90)
between 1994 and 1996 (Exhibit 3). During
this same period, plans serving a large Medic-
aid membership reported medical loss ratios
of 0.83 and under; in contrast, their counter-
parts serving a small Medicaid membership
experienced an increase in their medical loss
ratios, from 0.86 to 0.91.

HEALTH AFFAIRS
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EXHIBIT 2
Health Plan Part’
1992-1996

Market sogment
Total plans
Not-for-profit
HMO Group
Number
Percent
Other not-for-profit
Number
Percent

For-profit
Publicly traded
Number
Percent
Other for-profit
Number
Percent

Blue Cross
For-profit
Number
Percent
Not-for-profit
Number
Percent

SOURCE: Health Care |
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EXHIBIT 2
Health Plan Participation Status In Medicald Managed Care, By Market Segment,
1992-1996
1992 1993 1954 1995 1996
Market segment Yes No Yes No Yes No Yes No Yos No
Total plans 102 369 116 355 150 345 188 350 225 349
Not-for-profit
HMO Group
Number 8 11 8 11 11 8 11 8 14 7
Percent 42.1 579 421 579 579 421 579 421 66.7 333
Other not-for-profit
Number 44 59 47 56 55 61 60 61 65 70
Percent 427 573 456 544 474 526 496 504 481 51.9
For-profit
Publicly traded
Number 20 121 24 117 35 111 47 107 53 a5
Percent 142 858 170 830 240 76.0 305 695 358 64.2
Other for-profit
Number i9 123 22 120 30 116 45 125 62 130
~ Percent - 134 86.6 15.5 845 205 795 265 735 323 67.7
Blue Cross
For-profit
Number 5 39 7 37 10 a5 17 34 20 34
Percent 114 88.6 159 841 222 778 333 66.7 370 63.0
Not-for-profit
Number 6 16 8 14 9 14 8 15 11 13
Percent 213 727 364 636 391 609 348 65.2 458 54.2

SOURCE: Health Care Investment Analysts (HCIA), HMO database,

B ADMINISTRATIVE LOSS RATIOS. As
one would expect, plans with large Medicaid
memberships incurred higher administrative
expenses than did those with fewer or no
Medicaid enrollees (Exhibit 3). For predomi-
nantly Medicaid plans, the administrative
loss ratio climbed from 0.17 in 1994 t0 0.22 in
1996; for plans with 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 overall mem-
bership than plans with limited Medicaid en-
rollment and apparently are not able to
achieve the economies of scale of their larger
counterparts. When 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 interviews with health plan execu-
tives, many attributed the high administrative
costs to extraordinary turnover among

1992-1996.

Medicaid enrollees, insufficient volume to
achieve economies of scale, and generally
more extensive contract requirements than
are found in commercial lines of business. The
importance of higher administrative require-
ments was noted in particular by HMO ex-
ccutives with predominantly commercial
members. These executives have limited their
exposure to Medicaid because the financial
uncertainty and volatility, and thus the ex-
pected returns, may not justify the added
costs of serving these beneficiaries."

B OPERATING MARGINS. Plans with a
higher proportion of their membership in
Medicaid earned the largest profits in 1992
and 1993, as reflected in their operating mar-
gins. After 1994, however, the operating mar-
gins for all plans, regardless of Medicaid par-
ticipation level, dropped dramatically. For
those plans not participating in Medicaid, the
drop was greater than for the small and me-
dium Medicaid participants. By 1996 plans
not participating in Medicaid recorded an op-
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EXHIBIT 3

Health Plan Performance Measures By Percentage Of Membership In Medicald,

1992-1996

Medical loss ratios
Percent of membership In Medicald 1992 1993 1994 1995 1996
None 0.87 0.85 0.85 0.88 0.90
Small (<26%) 0.90 0.88 0.86 0.88 0.91
Medium (26-75%) 084 0.84 0.84 0.87 0.89
Large (>75%) 0.85 0.82 0.83 0.82 0.83
Administrative loss ratios
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 (>75%) 0.18 0.19 0.17 0.19 0.22
gpnﬁng ma rgl_n_.
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 datlabase, 1992-1996.

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

Our interviews with health plan execu-
tives revealed that early success in Medicaid
was achieved when enrollment was volun-
tary, marketing activitics 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 carly 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 lucrative business for plans in
the right place at the right time.”

Although nonparticipating plans experi-
enced the greatest drop in margins, the pic-
ture changed dramatically for predominantly
Medicaid plans as well, with operating mar-
gins dropping from 1 percent in 1994 to -8
percent in 1996. Lower financial returns re-
sulted from factors that affected both reve-
nues and expenses. Factors that may have
curtailed revenues include rate reductions,

more competition because of an increased 8
number of qualified bidders, and inadequate %

risk adjustment for resource-intensive Sup-

plemental Security Income (SSI) 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 overcompensate

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- 8
tions of other states have had a greater influ- 3

ence on analysts’ evaluation of risk, resulting
in the opinion that “Wall Street doesn't trust
Medicaid and state government.” Analysts in-
terpreted the unexpected and substantial rate
rollbacks by some states (for example, Florida,
New York, Ohio, and Pennsylvania) as a cue to
other states to initiate capricious, drastic rate

cuts. One analyst we interviewed claimed that §
states are more eager to control costs than
care. Another observed that “[p]oliticians are §
not willing to hurt Medicare because it relates
to the middle class, but government does not &
mind hurting the poor.” This analyst viewed

it
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Health Plan Operating Margins, By Medicald Particlpation And Market Segment,

e
EXHIBIT 4
1992-1996

1992 1983
Market segment No Yes No Yes
HMO Group 000 001 002 001
Other not-for-profit 000 001 001 001
Publicly traded 000 001 003 0.03
Other for-profit 001 002 001 0.02
Blue Cross 003 004 005 0 02

1994 1995 1996

No Yes No Yes No Yes
0.02 0.02 000 -001 -0.11 -0.02
001 000 =003 =002 =010 -0.02
001 005 -002 002 -004 -001
000 002 -004 -001 -0.11 -0.03
0.04 00‘1 -0 02 -0.02 -0.07 -0.03

SDUROE. Health Care Investment Analysts (HCIA), HMO database, 1992 1996

Medicaid rate cuts as a safe cost-saving initia-
tive because they affect a class of people that
is not politically unified.*

For each year of the study period, the oper-
ating 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-
pating 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 participating plans across all market
segments incurred operating losses of 3 per-
cent or less.

PROBABLE CAUSES AND
IMPLICATIONS

HMO participation in Medicaid grew dra-
matically from 1992 to 1996, despite declining
operating margins. Profitability among plans
with high Medicaid enrollment exceeded
those with lower enrollment in 1992 and 1993,
In 1994 an apparent reversal of fortune began
among predominately Medicaid plans, and by
1995 and 1996 these plans mounted losses that
substantially exceeded those of low Medicaid
enrollment plans.

Favorable selection among enrollees and

HEALTH AFFAIRS

January

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-
ticipation and compliance may explain why
predominantly Medicaid plans experienced
greater financial losses after 1993 than did
plans with a small proportion of Medicaid en-
rollment. Higher medical expenses do not ap-
pear to have driven these losses. This study
measured only overall 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 interviews with both stock analysts
and Medicaid HMO executives confirmed
that the downturn in financial performance
for predominantly Medicaid plans had three
probable causes: rate inadequacy, substantial
volatility, and excessive administrative bur-
den resulting in higher costs. These factors,
combined with 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.”

February 1999
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NOTES

L. This phenomenon is known as the *two-market
theory” of Medicaid. See F. Sloan et al., “Physi-
cian Participation in State Medicaid Programs,”
Journal of Human Resources (Supplement 1978):
211-245,

. S. Felt-Lisk and S. Yang, “Changes in Health
Plans Serving Medicaid, 1993-1996," Health Af-
fairs (September/October 1997) 125-133. This
study evaluated both licensed HMOs and other
ri:ik bearing entities that participate in Medic-
aid.

. National Summary of Medicaid Managed Care Programs
(Washington: Health Care Financing Admini-
stration, 1998). The number of Medicaid benefi-
ciaries cnrolled in managed care has increased
from less than four million in 1992 to more than
thirteen million in 1996. Also see 1995 Annual Re-
port to Congress (Washington: Physician Payment
Review Commission, 1996).

. The HMO Group is an alliance of more than
thirty not-for-profit staff- and group-model
HMO plans (www.hmogroup.org)

. Health Plan Employer Data and Information Set
(HEDIS 3.0) (Washington: National Committee
for Quality Assurance, 1998).

. HMO Database 1995 Series Diskette Version User's
Manual (Baltimore: Health Care Investment Ana-
lysts, Inc., 1996).

" Ibid.

- 1995-1996 Managed Health Care Directory (Wash-
ington: American Association of Health Plans,
1996),

. HMO Database 1995 Series Diskette Version User's
Manual.

. Ibid.

. R. Hurley and M. McCue, Medicaid and Commercial
HMOs: An At Risk Relationship (Princeton, NJ.:
Center [or Health Care Strategies. 1998).

. J. Gabel, *Ten Ways HMOs Have Changed dur-
ing the 19905 Health Affairs (May June 1997):
134-145.

. Blue Cross plans include both for profit and not-
for profit plans but exclude those that have been
converted to publicly traded entities. These
plans are included in the publicly traded group.

: :‘:hur:}t')' and McCue, Medicaid and Commercial

10s
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prescription Drug

overage, Utilization,

. And Spending Among

Medicare Beneficiaries

As the cost and use of prescription drugs move to the forefront

- of Medicare policy discussions, new survey data shed light on
 recent trends.

Margaret Davis, John Poisal, George Chulis, Carlos Zarabozo,

ABSTRACT: Outpatient prescription drugs are not a covered benefit under
Medicare. There have been proposals in the past to expand Medicare benefits
to 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

©  and extent of drug coverage among Medicare beneficiaries. The data show that

p5 percent of Medicare beneficiaries have some level of drug coverage—a

k! figure much higher than previous published numbers—and that 95 percent of

Medicare health maintenance organization (HMO) enrollees have drug cover-
sge. The data provide a baseline to observe future changes in the level of
coverage, particularly among Medicare managed care plans.

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 51 percent, an average of more than 8
percent per year.' The rise in spending reflects both the increasingly

Pnsscm‘non DRUGS PLAY AN essential role in the treatment

Margaret Davis, formerly a policy analyst in the Office of Strategic Planning at the
Health Care Financing Administration (HCFA), is the assistant director of the Institute
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 that office’s Medicare Current Beneficiary Survey staff. Carlos Zarabozo is a
senior analyst in the Office of Strategic Planning, and Barbara Cooper i its director.
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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.’

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 DataWatch
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.®

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 Medicare-eligible months in that category.
Those who switched supplemental insurance coverage during the
year were placed in a separate category of “switchers.” 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-reported data for persons with private insur-
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important rale 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 DataWatch presents the most current information available
from the 1995 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 are 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
ten standardized Medigap plans include a prescription drug bene-
fit? In addition, the Medigap drug coverage is limited, with high
beneficiary cost sharing: Two of the plans require beneficiaries to
meet a $250 deductible and then cover 50 percent of the cost of
prescription drugs up to a maximum annual benefit of $1,250. 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.’ 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 refuse to cover certain
conditions at all. Even insurers that have “guaranteed issue” for
Medigap policies without drug coverage underwrite drug coverage
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 adverse risk
selection if drug benefits were added.* In fact, the premiums for
these plans tend to be much higher than those for other Medigap

Volume 18, Number |

AFFAIRS

i
A

i

PR e

and
age
is |
vie
in

cia
sul
ari
we
we
sin
In

to

Th
ye:
cat
spe
ha



234

DatTaWaAaTcH

PRESCRIPTION
DRUGS

HEALTH AFFAIRS

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, is that, in general, Medicare enrollees do
not have a clear idea of what either Medicare or their supplemental
insurance actually covers.” 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 “yes.” 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 coverage 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 have 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
50-55 percent of the Medicare population had prescription drug
coverage, compared with our estimate of 65 percent (Exhibit 1).!
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 coverage added another 3-4 per-
cent. Using more reliable source-of-payment data to correct self-
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 self-reports or assumptions about drug coverage, were
largely omitted from previous analyses.

Volume 18, Number |
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EXHIBIT 1
Distribution Of Noninstitutional Medicare Beneficlarles, By Type Of Supplemental
Insurance And Presence Of Drug Coverage, 1995

Percent distribution

Numbert of persons
With With With With
primary secondary primary secondary
drug drug No drug drug drug No drug
Typoofcoverage ~ Total coverage coverage coverage coverage coverage coverage
All persons 36,715.848 22,671,434 1257223 12,787190 61.7% 3.4% 34.8%
No supplemental coverage
(FFS Medicare only) 2,953,582 0 0 2953582 0.0 0.0 100.0
Supplemental coverage
Medicare risk HMO 2507962 2,383,685 - 103918 950 -8 41
Medicaid® 4 498,400 3,949,139 89,751 459510 878 20 10.2
Employersponsored® 12105893 10,161,803 289,723 1654 369 B39 2.4 13.7
Individually purchased only 10,640,789 3,075,376 743,124 6822289 289 10 64.1
All other® 985931 773,753 . 198,466 T78.5 -a 20.1
Switched coverage during
_l_h_e_.wyeﬂl_. = 3_(.‘!2_322 L _2_32?_6?3 1_00.557 595,056 77.0 3.3 19.7

SOURCE: HCFA Office of Strategic Planning, data from the Medicare Current Beneficiary Survey.

NOTES: FFS is fee-forsenice. HMO s health maintenance organization. Data are based on the noninstitutionalized,
community-based population and include those who were enrolled in Medicare at some point during the year. Each person has
been assigned to one supplementary insurance category, but they may or may not obtain their drug insurance coverage from that
source. "With primary drug coverage” means that the person has drug insurance, and it is from their primary supplementary
insurance. “With secongdary drug coverage™ means that the person has drug insurance, but it is not from their primary
supplementary insurance.

® Number is unreliable because of smal sample size.

® Includes beneficianes receiving full Medicaid benefits, as well as qualfied Medicare beneficiaries (QMBs) and specified
low-income Medicare beneficianes (SLMBs).

€ Includes those who only had employersponsored supplemental insurance and those who had both employer-sponsored and
individually purchased supplemental irsurance.

9 |ncludes other public programs such as Veterans Affairs, Department of Defense, and State Pharmaceutical Assistance
Programs for low-income elderly, as well as non-risk HMOs (cost and health care prepayment plans).

® includes beneficianes who did not spend 100 percent of their Medicame-sligible months in one insurance category.

Survey methods. There is a long-standing debate on whether a
houschold survey is the appropriate way to collect expenditure data
on drugs. Critics in earlier reform debates argued that previous sur-
veys seriously underestimated prescription drug use and costs be-
cause of poor recall and other methodological problems.® Others
argued that these critics were overstating the size of the problem.”
These debates were taking place as the MCBS 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 improved 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 developed 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).” 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 form of supplemental insurance that cov-
ered outpatient prescription drugs (Exhibit 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 coverage 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 DRUGS

Prescription drug use. A recent national survey reported that 80
percent of retired persons take a prescribed drug every day." 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 18.5 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 atall (12.7 prescriptions
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.” In general, economic fac-

e——— =—=
EXHIBIT 2

Percentage Of Medicare Beneficlarles Using Prescription Drugs And Average
Prescriptions Per Person, By Type Of Supplementary Insurance Coverage And

Presence Of Drug Coverage, 1995

Percent using prescription drugs  per person

Average number of prescriptions

All Withdrug Nodrug ANl With drug  No drug
Typoof coverage ___Persons _ coverage Ccoverage persons  coverage coverage
All persons. B86% 89% 81% 185 203 15.3
No supplemental coverage (FFS
_ Medicare only) B 0 . 70 127 - 12.7
Supplemental coverage
Medicare risk HMO 87 87 81 15.7 16.2 5.1
Medicaid® 87 91 56 256 270 129
Employer sponsoir?d_‘_ 89 a9 90 184 186 16.9
Individually purchased only 87 87 86 178 19.8 16.8
All other® 92 95 77 19.4 20.9 13.4
_ Switched coverage during the ye_ar' 87 89 76 18.8 20.6 116

SOURCE: HCFA Office of Strategic Planning, data from the Medicare Current Beneficiary Survey.

NOTES: FFS is feefor-service. HMO is health maintenance organization. Data are based on the noninstitutionalized,
community-based population and include those who were enrolled in Medicare at some point during the year, Each person has
been assigned to one supplementary insurance category, but they may of may nol obtain their drug insurance coverage from that

Source.
® Not applicable.

P includes beneficiaries receiving full Medicaid benefits, as well as qualified Medicare beneficianes (QMBs) and specified

low-income Medicare beneficiaries (SLMBs).

© inciudes those who only had employer-sponsored supplemental insurance and those who had both employer-sponsored and

indwidually purchased supplemental insurance.

9 Includes other public programs such as Veterans Affairs, Department of Defense, and State Pharmaceutical Assistance

Programs for low-income eiderly, as well as non-risk HMOs (cost and health care prepayment plans).

® includes beneficiaries who did not spend 100 percent of their Medicare-eligible months in one insurance category.
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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.* Similarly,
beneficiaries whose only coverage is fee-for-service Medicare have
fewer physician visits than do those with any form of supplemental
insurance.” 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 Medicaid used about twice as many prescriptions
on average (25.6) as persons in fee-for-service with no supplemental
insurance (12.7), reflecting the higher 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 (15.7 per person per year): 15 percent below average. Studies to
date have suggested that persons enrolling in Medicare HMOs are
generally healthier and less expensive to care for on average.” This
may be one reason that Medicare risk plans simultaneously have the
highest share of persons with prescription drug coverage (95 per-
cent), coupled with prescription drug use rates well 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 expenditures for
the average Medicare beneficiary living in the community were
about $600 in 1995, accounting for payments from all sources (Ex-
hibit 3). Total average spending per person for those with drug
insurance was 60 percent higher than for persons without any drug
coverage ($691 versus $432). 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.

Average drug insurance payments per person vary widely by in-
surance category. The highest average 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 Medigap 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
Average Drug Expenditures Per Person For Medicare Beneficlarles, By Type Of
Supplementary Insurance And Presence Of Drug Coverage, 1995

Total expenditures Insurance expenditures Out-of-pocket expenditures
per person per person per person®
With With With
Al drug Nodrug AN drug Al drug No drug
Typeofcoverage  persons coverage Coverage persons coverage  persons coverage coverage
All persons $600  $691  $432 $297 $459 $303  $232 %432
No supplemental coverage
(FFS Medicareonly) 352  -* 352 - - 352 -* 352
Supplemental coverage
Medicare risk HMO 458 472 125 297 310 160 162 125
Medicaid® 727 777 284 577 642 150 135 284
Employer-sponsored? 698 732 484 438 507 260 224 484
Indvidually purchased only 550 674 480 112 313 437 361 480
Al other® 818 677 385 341 427 277 249 38s
Switched coverage during
the year' 547 600 331 244 304 303 297 331

SOURCE: HCFA Office of Strategic Planning, data from the Medicare Current Beneficiary Survey.

NOTES: FFS is fee for sennce. HMO s health maintenance organization. See Exhibt 2 Notes. The catagory “no drug coverage” s
not applhcable to insurance expenditures per parson and is omitted.

2 Includes expenditures where the source of payment is unknown.

® Not applicable.

€ Includes beneficianes receiving full Medicaid benefits, as well as qualified Madicare beneficiaries (QMBs) and specified
low-income Medicare beneficianes (SLMBs).

9 Includes those who only had employersponsored supplemental insurance and those who had both employer-sponsored and
indimdually purchased supplemental insurance.

€ inciudes other public programs such as Veterans Affairs, Department of Defense, and State Pharmaceutical Assistance
Programs for low-income eiderly, as well as non-risk HMOs (cost and health care prepayment plans).

! includes beneficianies who did not spend 100 percent of their Medicare-eligible months in one insurance category.

were $432 in 1995, compared with $232 for those with drug cover-
age. Many 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. Unfortunately,
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 ($437) and lowest for persons with Medicaid and those be-
longing to Medicare risk HMOs ($150 and $160, respectively).

Exhibit 4 show's the share of total spending on prescription drugs
paid out of pocket, on average, by all beneficiaries and those with
drug coverage. 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).”
One clear reason for this difference is that a larger share of younger
persons have prescription drug insurance. We noted above that 65
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EXHIBIT 4 k This issue
Share Of Total Drug Payments Pald Out Of Pocket By Medicare Beneficlarles, By Type o i National Bi

Of Supplemental Insurance And Presence Of Drug Coverage, 1995

& by Congres
utis-af eut-at-pasint among the
expendltures to total expenditures -

Type of coverage All persons With drug coverage
All persons 50% 34%
No supplemental coverage (FFS Medicare only) 100 . ance plans.

Supplemental coverage The Mec
Medica} risk HMO 35 34 s average ber
Medica 21 17 ] :

_Employersponsomd‘ - 37 31 ! \?’lthout p.r
Individually purchased only 80 54 : voms p.er )
All other® a5 37 for their pr

_ Switched coverage during the year* 55 49 B U.S. popul

SOURCE: HCFA Office of Strategic Planning data from the Medicare Current Beneficiary Survey. S ] Qf P.Qckc[)
NOTES: FFS is fee-forservice, HMO Is health maintenance organization. See Exhibit 2 Notes. . h d

% Not applicable. " as drug ¢

® Inciudes beneficianes receiving full Medicaid benefits, as well as qualified Medicare beneficiaries (QM8s) and specified o ation in t}
low-income Medicare beneficianes (SLMBs). ! . .
€ Includes those who only had employer-sponsored supplemental insurance and those who had both employer-sponsored and . various sc
Individually purchased supplemental insurance. analysis, ar
“IMIMMMEWMMSWMMWUNW.WSwummm A i al )
Programs for low-income elderly, as well as non-isk HMOs (cost and health care prepayment plans). . tional stat
* Includes beneficiaries who did not spend 100 percent of their Medicare-sligible months in one insurance category. \ particular

: these factc
percent of Medicare beneficiaries have prescription drug coverage. and wvulne
The Bureau of Labor Statistics estimates that 80 percent of persons 1 craft optic
employed in medium and large firms have prescription drug cover- Anothe
age.” Another possible reason is that the prescription drug coverage % Medicare
held by Medicare enrollees may not be as comprehensive as that of that co
held by younger persons. risk plans
While the average out-of-pocket share for Medicare beneficiaries 8 million M
is half the total payment, persons with drug coverage paid an aver- =5 Risk-b.
age of 34 percent. Persons with Medicaid paid the least out of & provide dr
pocket (21 percent). This scems consistent with the aim of Medicaid % Medicare
to help low-income persons and reflects the low cost-sharing ¥ provide s
amounts most states apply to Medicaid-covered prescriptions.® & which co
Beneficiaries with Medigap policies pay 80 percent of their drug HCFA ar
expenditures out of pocket (in addition to the premium paid for the : capitatio-
coverage). Members of risk HMOs and persons with employer- 2 extent of
sponsored insurance both pay about one-third of their drug expen- of planst
ditures out of pocket. These differences again illustrate the wide ; no maxir
variation in the level of drug insurance coverage. impose |
: year—th
Policy Implications HMO dr:
b yearly tor
ported ir
toofferg
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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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TRESCRIPTION DRUGS

This issue has again been raised during the deliberations of the
National 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
without 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
various 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
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 coverage 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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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 additional 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 benefit and enrollment changes, as well
as changes in retiree coverage and the Medigap market, as policy-
makers consider options for prescription drug policies.

The authors thank Frank Eppig, Dan Waldo, Ellen O'Brien, and Jack Hoadley for
comments on an carlicr draft of this paper.
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view. Beneficiaries are asked to keep a calendar and retain any insurance
statements, payment receipts, check stubs, and so forth, and bring them to the
interview. For prescribed drugs, respondents are asked to retain and bring to
the interview 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 improve 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 are carefully examined to get the sources
and amounts of payments from third parties.

The first step is to look within the MCBS database to see 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 gives the average 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 HMOs and the VA could obtain from drug manufacturers. Simi-
larly, we used information on the level of discounts obrained 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.

Medicare has very limited outpatient prescription drug coverage. In general,
drugs that can be self-administered are not covered under Part B. There are a
few exceptions to this rule: immunosuppressant medications for transplant
patients for a period of thirty-six months, blood-clotting factors for hemo-
philia, erythropoietin (EPO), injectable osteoporosis drugs used to treat a
bone fracture, oral anticancer drugs (only covers oral drugs if they are also
available parenterally), oral and parenteral antinausea medications when used
for treatment of side effects of chemotherapy, and a reasonable supply of
ant:gcns.

K. Dunham, “Concern for Health Cuts across Social Boundaries.” Wall Street
Journal. 23 June 1998, Al0.

Health Care Financing Administration, The Characteristics and Perceptions of the
Medicarc Population: Medicare Current Beneficiary Survey, 1996 (Baltimore: HCFA,
1996).

B. Stuart and |. Grana, “Ability to Pay and the Decision to Medicate,” Medical
Care 36, no. 2 (1998): 202-211.

HCFA, Profiles of Medicare, Chart Book (Washington: HCFA, May 1996).

Ibid.

G. Riley et al., “Health Status of Medicare Enrollees in HMOs and Fee-for-
Service in 1994,” Health Care Financing Review (Summer 1996): 65-76.

HCFA, unpublished data from the National Health Accounts, Office of the
Actuary, September 1997,

. US. Department of Labor, “Employce Benefits in Medium and Large Private

Establishments, 1993," Bulletin 2456 (Washington: U.S. Government Printing
Office, November 1994), 8.
In 1993 copayment amounts for Medicaid prescriptions varied by state and
ranged from $0.50 to $3 per prescription. “Pharmaceutical Benefits under
State Medical Assistance Programs™ (Reston, Va.: National Pharmaceutical
Council, September 1993).

I 0
DATAWATCH 243

AFFAIRS - January/Fecbruary 1999



HEALTH TRACKING: TIIEND

3 As managed care has spread across the country, registered nu
& the pinch in earnings and employment. Are changes on the he

PETER I. BUERHAUS AND DouGLAs O. STAIGER

NURSING PERSONNEL play a central  bling to revise their curricula’s

role in producing and coordinating  nurses for new jobs and expandin 1
patient care in both acute and non- nities in nonhospital settings:
acute care settings, and recent vigorous ef- some question the capacity
forts to lower and control costs have greatly  providers to employ all of the
affected nurses’ employment, earnings, and  hospitals as a result of downsizi

L clinical practice. Registered nurses (RNs), in  tion, and efforts to gain greater el ¢ Bure
I — particular, have been involved if reluctant par- These and many other probler Barve
b 214 ticipants in hospitals’ efforts to restructure the nurse workforce were b
b
S

patient care delivery in the 1990s. Many RNs  Institute of Medicine’s (IOM’s
assert that they are working harder than ever, on the Adequacy of Nurse Staff

4 that work satisfaction and morale are suffer-  tals and Nursing Homes in 1996
: ing, and that the quality of patient care has  dent's Advisory Commission o to est
&9 deteriorated over the past few years.' They Protection and Q'uallry in the Healf
¥ also complain that employment opportunities  dustry in 1998.* Throughout theif® s
B arc disappearing rapidly in acute care hospi-  tions, the committees faced a ¢ than
¥ tals, where historically two-thirds of all RNs  empirical data regarding the effects one-qu
) have been employed.’ tal restructuring and other healtl :
» The perceived decline in hospital employ-  changes on nurse staffing. Thus, both
i ment has been balanced to some extent by the  tees called for public and private § earnli
i shift of patient care delivery into nonacute collect and analyze data on the num 3 8
e care settings. Many in the nursing profession  force. . tages over oth
A Bt believe that health care delivery has been In our earlier work, which the nurs
3 overly concentrated in acute care settingsand  available through 1994, we found th dean Hc
L thus have welcomed this shift.! Moreover, the  spread of managed care had slowed & '~ Sarveys and
£ greater use of nonhospital settings has gener-  ment growth for RNs in some st ~ gonal Sample
¥ ated an expectation of new employment op-  shifted employment toward nonhospil ' N
bl portunities for nurses. Nursing education  tings, particularly home health.” Despi ' the only sour.

programs throughout the country are scram-  emerging trends, the national impact o

m'ﬂl-
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HEALTH TRACKING:

TRENDS

employment and earnings was slight. Since
1994 there has been a surge in the growth of
managed care, and it is likely that the national
impact on the nurse workforce has grown.*

In this paper we examine employment and
carnings 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? Have the
emerging trends seen in our earlier work ap-

ared more broadly, and have new trends
emerged? Second, what do these trends imply
for the future nurse workforce? In particular,
are employment and earnings likely to be ad-
versely affected over the next few years as
health maintenance organizations (HMOs)
and other forms of managed care spread?

DATA AND METHODS

W DATA SOURCES. Data were obtained [rom
the U.S. Burcau of the Census Current Popu-
lation Survey (CPS) Outgoing Rotation
Group Annual Merged Files. The CPS, a
household-based survey administered
monthly by the Census Bureau, is widely used
by researchers and by the U.S. Department 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 detailed ques-
tions about current employment status, hours
worked, earnings, occupation, and industry of
employment. These data offer several advan
tages over other data commonly used to ana
lyze the nurse workforce (for example, the
American Hospital Association Personnel
Surveys and the federal government's Na-
tional Sample Surveys of the Population of
Registered Nurses). Specifically, the CPS is
the only source of annual data for all nursing
personnel (RNs, licensed practical nurses, or
LPNs, and aides) employed in both hospital
and other scttings. 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 = 45126). Hourly
wages were calculated as usual weekly earn-
ings divided by usual weekly hours. Wages
were adjusted for inflation using the Con-
sumer Price Index for all goods in urban areas
(CPI-U) and are reported in constant 1997 dol-
lars. Employment was measured as full-time
equivalents (FTEs) (that is, the number of full-
time employees 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 with corresponding estimates from the
1984, 1988, 1992, and 1996 National Sample
Surveys of the Population of Registered
Nurses and found to be quite similar.’®

In some &nal}'scs we catcgori:cd states
into high versus low enrollment in HMOs ac-
cording to the proportion of citizens enrolled
in HMOs in 1994. We did this to be consistent
with our earlicr 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-
HMO-enrollment states (sixteen states and
the District of Columbia) contain approxi-
mately one-half of the US. population and
had an average HMO enrollment three times
higher than the thirty-four low-enrollment
states in 1994 (24 percent versus 8 percent).”
HMO enrollment has grown in all states since
1994, but it has been more rapid in the low
enrollment states.

B DATA LIMITATIONS. Although the
CPS dara have many advantages, they have a
few limitations that bear upon our analysis.
First, the survey instrument used to gather
data for the CPS was revised 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." 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 are 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 cmploycr surveys indicate that
home health accounts for nearly two-thirds of
all employment in the NEC sector.” We are
confident, therefore, that analyses of CPS data
for the NEC category Iargcly reflect employ-
ment and earnings trends for nurses employed
by home health care providers.

Our analysis of CPS data relies on annual
estimates. To make estimates representative
of the US. noninstitutionalized 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
crrors are about 2 percent for employment es-
timates and 1 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 null hypotheses
that there were no changes over time and no
differences between high- and low-HMO-
enrollment states at the .01 level.”

RESULTS

B EMPLOYMENT AND EARNINGS. 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 all occupa-

tions over 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 growth? The overall slow-
down since 1994 is largely the result 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 staﬂing 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 created? Although home health (the
NEC sector) is a much smaller industry than
the hospital industry, it has been the fastest-
growing employment setting for all 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 several years coin-
cides with a noticeable decrease in earnings
(Exhibit 1). RNs experienced strong yearly
growth in inflation-adjusted hourly wages
through 1990 (averaging 2.7 percent per year),
but wage growth leveled 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 earnings. Real wages for aides have
grown very little during the past fifteen years,
despite impressive growth in total employ-
ment. In fact, wage growth for aides has been
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Selected
1983
Employment {t_lymnand- [
All sectors
RNs 1,201
LPNs 399
Aides 1,015
Hospital sector
RNs 879
LPNs 250
~ Aides o :‘.1_9
NEC sector
RNs 69
LPNs 9
Ades 47
Wages (in 1_997 dollars)
All sectors
RNs $16.00
LPNs 11.33
Aides 8.30

SOURCE: U.S. Bureau of the
1983-1997.

NOTES: FTE is full-ime equiv
Includes home health care, 1
and assistants.
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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 national
impact on the nurse workforce has grown.!

In this paper we examine employment and
carnings 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? Have the
emerging trends seen in our earlier work ap-
pc-.lrcd more broadly, and have new trends
emerged? Second, what do these trends imply
for the future nurse workforce? In particular,
are employment and earnings likely to be ad-
versely affected over the next few years as
health maintenance organizations (HMOs)
and other forms of managed care spread?

DATA AND METHODS

W DATA SOURCES. Data were obtained from
the U.S. Burcau of the Census Current Popu-
lation Survey (CPS) Outgoing Rotation
Group Annual Merged Files. The CPS, a
household-based survey administered
monthly by the Census Bureau, is widely used
by researchers and by the U.S. Department 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 derailed ques-
tions about current employment status, hours
worked, earnings, occupation, and industry of
employment. These data offer several advan-
tages over other data commonly used to ana-
lyze the nurse workforce (for example, the
American Hospital Association Personnel
Surveys and the federal government’s Na-
tional Sample Surveys of the Population of
Registered Nurses). Specifically, the CPS is
the only source of annual data for all nursing
personnel (RN, licensed 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
OCCUPJUUI'IS.
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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 inflation using the Con-
sumer Price Index for all goods in urban areas
(CPI-U) and are reported in constant 1997 dol-
lars. Employment was measured as full-time
equivalents (FTEs) (that is, the number of full-
time employees 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 with corresponding estimates from the
1984, 1988, 1992, and 1996 National Sample
Surveys of the Population of Registered
Nurses and found to be quite similar®

In some analyses we categorized states
into high versus low enrollment 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 employment
and earnings trends and to enable us to deter-
mine whether trends that were emerging in
1994 continued in later years. The high-
HMO-enrollment states (sixteen states and
the District of Columbia) contain approxi-
mately one-half of the U.S. population and
had an average HMO enrollment three times
higher than the thirty-four low-enrollment
states in 1994 (24 percent versus 8 percent).
HMO enrollment has grown in all states since
1994, but it has been more rapid in the low-
enrollment states.

B DATA LIMITATIONS. Although the
CPS data have many advantages, they have a
few limitations that bear upon our analysis.
First, the survey instrument used to gather
data for the CPS was revised in January 1994.
As a result, interviewers probe more thor-
oughly for jobs in which the person worked
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_
EXHIBIT 1
Growth Of Employment And Earnings For Nursing Personnel, 1983-1997
Percent
Average annual percent change change,
Selocted years 1983- 1990-  1994-  1983-
1983 1990 1994 1997 1990 1994 1997 1997
Employment (thousands of FTEs)
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 28 28 35 499
Hospital sector
RNs 879 1,040 1,182 1.184 2.4 3.2 0.1 348
LPNs 250 195 141 126 -35 -7.8 -3.7 -49.7
Aides 419 386 294 336 -11 -6.6 45 -19.7
NEC sector
RNs 69 112 179 232 71 123 9.1 234
LPNs 9 22 32 55 13.0 10.6 19.7 501
Aides 47 137 262 364 16.4 17.6 16 671
Wages (In 1997 dollars)
All sectors
RNs $16.00 $19.25 $19.45 $1861 2.7% 0.3% -1.5% 16.3%
LPNs 11.33 12,19 1297 12.29 1.0 16 -18 84
Aides 830 8.74 8.38 8.36 0.7 -1.0 -0.1 0.7

SOURCE: U.S. Bureau of the Census, Current Population Survey (CPS), Outgoing Rotation Group Annual Merged Files,

1983-1997.

NOTES: FTE Is full-time equivalent. RN is registered nurse. LPN is licensed practical nurse. NEC is *not elsewhere classified” and
includes home health care, freestanding clinics, and health maintenance organizations. “Aides” include nurse aides, orderlies,

and assistants.

quite similar to that of all nonnursing occupa-
tions, in which real wages changed little be-
tween 1983 and 1997.

M 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 are 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
found 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, trends that
were observed first in high-enrollment states
should be indicative of what happens later in
other states 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 first flat-
tened out in the high-enrollment states and
then flattened out a few years later in the low-
enrollment states (Exhibit 3). Similarly,
wages began falling in states with high HMO
enrollment after 1991, while wages continued
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EXHIBIT 2 e ExwiBI
Employment Growth Of RNs Since 1983 In States With High And Low HMO i o wage Gr¢
Enroliment, 1983-1997 '3 1983-19¢
Percent increase in FTEs since 1983 -
s

i
percenl Incr

60

20

45

30

1983 1985 ! 1989 1991 1993 1995 1997

SOURCE: U.S. Bureau of the Census, Current Population Survey (CPS), Outgoing Rotation Group Annual Merged Files,
1983-1997.

NOTES: RN is registered nurse. HMO is health maintenance organization. FTE is full-time equivalent. 3 relative t
versely .
this key

to rise in states with low HMO enrollment  There is some indication of a resurgence in
through 1993 (Exhibit 4). However, wages employment growth in 1997, but it is impossi-
have declined in all states since 1993. ble to know whether this is an aberration or

Because trends in the high-enrollment an emerging trend (Exhibit 2). More impor- _
states indicate what the rest of the nation can  tantly, since 1992 there has been a clear slow- [ m
expect as managed care spreads, recent devel-  down in employment growth in the home '

loy!
opments in these states are worth noting.  health (NEC) sector in the high-HMO states f\‘?tl:'l Hyl|

e - Percent ir
EXHIBIT 3 : 300
Employment Growth Of RNs Since 1983 In The Hospltal Sector In States With o
High And Low HMO Enroliment, 1983-1997
P?c-e;nt increase In l-"rE.s since 1983 o i

60 200

250

1997 3

1989 1991 1993 1995
SOURCE: U.S. Bureau of the Census, Current Population Survey (CPS), Outgoing Rotation Group Annual Merged Flles, SOURCE:
1983-1997, - NOTES: F
NOTES: RN Is registered nurse. HMO is health maintenance organization. FTE is full-time equivalent ..- maintena
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Wage Growth Of RNs Since 1983 In States With High And Low HMO Enroliment,
1983-1997

Percent increase In real wages since 1983
25

20

15

1983 1985 1987 1989 1991 1993 1995 1997

SOURCE: U.S. Bureau of the Census, Current Population Survey, Outgoing Rotation Group Annual Merged Files, 1983-1997.
NOTES: RN is registered nurse. HMO is health maintenance organization,

relative to the low-HMO states (Exhibit 5). It
appears that managed care is beginning to ad-
versely affect employment opportunities in
this key sector.

DiscussioN AND 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-

[=— - - &=
EXHIBIT &
Employment Growth Of RNs Since 1983 In The Home Health (NEC) Sector In States

With High And Low HMO Enroliment, 1983-1997
E;m_ent iné}ae_i_n_ﬁ_E?sinEe-i‘QBé S

300

250

200

Low-enroliment states —

150

50

1983 1985 1987 1989 1991 1993 1995 1997

SOURCE: US. Bureau of the Census, Current Population Survey, Outgoing Rotation Group Annual Merged Files, 1983 -1997.
NOTES: RN Is registered nurse. NEC is *not elsewhere classified” and primarily Includes home health care. HMO is health
maintenance organization. FTE is full-time equivalent.
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tionwide? Second, what does this imply for
the future? 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
spread?

B 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 RN, first
in hospitals and more recently in home health,
and as a result has led to a decline in RN
carnings. 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
slowdown in the rate of home health employ-
ment growth has emerged only in the past few
years in states with high HMO enrollment.

B TROUBLE AHEAD? IMPLICATIONS
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 future. 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 over the next few years. These effects
should be particularly pronounced in areas of
the country that have only recently experi-
enced the spread of managed care.

In the longer term, trends in employment
and earnings of nurses will depend largely 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.

B 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

TRENDS

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

sector will have a disproportionate effect on
overall 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 have fore-
casted for the hospital sector.® 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 time, in
1998 there have 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.”

What might account for this recent upturn
in RN employment? One possibility is that the
slowdown in RN employment growth was
temporary as hospitals passed through a tran-
sitional period in which they implemented
downsizing initiatives aimed at improving 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 view is
provided by interviews of health executives in
Minnesota and Oregon—which experienced
carly 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.®

Alternatively, the recent upturn in RN em-
ployment might represent a short-term cor-
rection for past cuts. Hospitals may 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
expressed by many nurses’ organizations that
offered testimony in 1995 to the IOM Com-
mittee on the Adequacy of Nurse Staffing in
Hospital and Nursing Homes. Hospitals in
high-enrollment states also may have become
increasingly concerned about their nurse
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HEALTH TRACKING:

staffing as a result of rising public mistrust
and growing media attention to perceptions
of declining quality of care, as well as by the
groundswell of consumer protection legisla-
tion introduced throughout the states.”

Does the increase in hospital employment
of RNs in 1997 represent an emerging trend, a
short-term correction for past cuts, or per-
haps even a statistical aberration? Until data
on RN employment for 1998 and later years
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.

B OUTLOOK FOR HOME HEALTH EM-
PLOYMENT. Perhaps the most important
new trend to emerge since 1994 has been the
slowdown in RN employment growth in the
home health (NEC) sector in states with 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 will place
new economic pressure on providers and rein-
force the slowing effect of managed care.
Given that home health has been the fastest-
growing sector for nurse employment in the
1990s, a slowing of employment growth in
this sector could substantially blunt future
employment opportunities for RNs (and
other nursing personnel).

HE FORCES TRANSFORMING the

I health care delivery system during the
1990s have significantly affected the

nurse labor market. The slowdown in em-
ployment growth and falling carnings ob-
served over the past several years are likely 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 relative to other occupations. The
longer-term outlook for the nurse labor mar-
ket is less clear. The next few years will be
critical as we begin to observe the effects of a
maturing managed care industry on the nurs-
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ing profession.

Nurses occupy the front ranks in the deliv-
ery of personal health care services, playing
vital roles as coordinators of care and as pa-
tient advocates. According to a recent na-
tional survey, more than 80 percent of Ameri-
cans believe that nurses are doing a “good job”
of serving health care consumers. Roughly 65
percent hold the same view about physicians,
pharmaceutical companies, and hospitals, and
only 34 percent, about HMOs and managed
care companies.® 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 profession
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 Johnson Foundation. The authors appreciate the
able assistance of David Auerbach.
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Demographic 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.

EDICARE REFORMERS CONFRONT many serious prob-
Mlcms. 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 will 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 over 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 actuary at the Actuarial Rescarch Corporation in Columbia,
Maryland, specializing in public-sector medical care financing, He was the actuary for the
Medicare program when Medicare was administered by the Social Security Administration
He holds a doctorate in population dynamics from the Johns Hopkins School of Hygienc and
Public Health
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i n forecasts, say up to ten or 20 years, do tell us something,
wond a quarter-century or so we simply do not know what
_tion will be.” Despite this, [ believe that the lack of preci-
~norun forecasts is no reason to flinch from looking into the
¥ "% long-run forecast such as those prepared for the Medicare
< is 2 necessary part of ongoing vigilance, even though it is
< -ed that the forecast must be revised as experience emerges.’
=+ the uncertainty, the demographic problem alone clearly will

e major changes in Medicare.

re And Demographics: The Basics

urposes, the Medicare program is divided into Hospi-
tal Insurance (HI, or Part A) and Supplementary Medical Insurance
UL or Part B). The former pays for inpatient hospital care, short-
o term skilled nursing facility (SNF) services, acute home health care
= and limited hospice care. The latter pays for physician
services including lab and x-ray, outpatient hospital care, ambula-
msurgical centers, some home health care, and other miscellane-
gus services such as ambulance and durable medical equipment.
Two major differences distinguish the two programs from the s————
spective of long-run financial soundness. Hl is supported almost  mepicare
irely from a payroll tax, which is paid into a trust fund, and BENEFICIARIES
benefits are disbursed from that trust fund. The fund is small rela-
Sgive to program commitments and serves primarily to allow tax
eollections and program payments to be made without explicit an-
fans appropriations of funds. This tax structure is established in law
o perpetuity. Each year the board of trustees of the HI program
sresents a forecast of the financial status of the fund, projected for
geventy-five years into the future.’
- SMI is paid for by premiums charged to enrollees and payments
. from general tax revenue matching premiums at a ratio specified by
Jaw at roughly a three-to-one ratio. Premiums are promulgated by
" the secretary of health and human services (HHS) annually, so it is
i possible to measure the financial future of the trust fund for only one
L year at a time. This odd financial arrangement insulates the Part B
8 trust fund from the publicity that accompanies the periodic crises
* suffered by the Part A trust fund when it is announced to be at the
¢ brink of bankruptcy. The financial strain on the taxpayers, however,
B isnot ameliorated by this short-run financing strategy. The services
& covered by Part A (coincidentally, it appears) are more influenced by
the average age of enrollees than are the services covered by Part B.
That is, hospital, SNF, and home health costs rise more rapidly with
- #e than do physician and outpatient costs, which dominate Part B.
% The basic demographic problem facing Medicare is that Medicare
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enrollment, currently a little 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 8

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-
ing from nondemographic factors have moderated so that they grew
only 2-3 percent faster than wage increases in covered employ-
ment.* Part of this is attributable to better control of unit costs
following the introduction of the prospective payment system (PPS)
for hospitals and limits on physician fees using volume performance
standards. The volume of hospital and physician services also has
grown more slowly, perhaps because of the specific actions of Con-
gress or perhaps because of changes taking place in the broader
health care market. With 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 are enhanced, and the
demographic component assumes a more significant role.

If the populations of beneficiaries and workers were to grow at
the same rate, volume and price of services per beneficiary could
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 average annual rate of 4
percent, while Medicare costs per capita grew at an average annual
rate of 6 percent. This compares with an average 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 are not to rise* 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 the population influence the cost.
Similarly, we also can isolate the effects of demographic changes on
earnings.” 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
also shows, the isolated effects of demographic changes on earnings
are negative, thus compounding the problem.

In the second half of Exhibit 1, assuming a rise in the Medicare
cligibility age from sixty-five to seventy years, for years after 1998 all

EXHIBIT 1
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Isolated Effects Of Population Change And Change In Medicare Eligibllity On Per
Caplta Medicare Expenses And Population Earnings, Percentage Change Over 1998

Levels, ProJections Under Three Cost Scenarlos

No change In ellgibllity age  Eligibility age ralsed to 70

— 2003 2008 2073 2023 2048 2073

Low cost assumpt:ons
Medicare expenses per capita 24% 38% 37 2% 19% 19%
Population earnings per capita -4 -6 -6 -1 -4 -4
_Cha_ng_ein de_fn:::_smc_e_ 1?98 29 47 46 - f . 25_ ___24_ -

Intermediate cost assumptions
Medicare expenses per capita 35 68 83 12 47 61
Population earnings per capita -2 -4 -6 0 -2 -4
Change in deficit since 1998 38 75 95 11 50 68

High cost assumptions
Medicare expenses per capita 45 103 148 21 80 122
Population earnings per capita -1 =3 -9 2 =1 -6
Change in deficit since 1998 46 109 170 19 = B1 = 136

SOURCES: Author's calculations based on Social Security Administration population projections and Medicare program data.

INOTE: Changes in this exhibit are relative 10 1998 spending and earnings leveis.
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Medicare costs in the sixty-five to sixty-nine age group have been"
omitted, and the labor-force participation rate at ages sixty-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 Medicare cligibility is not large enough by itself to

erase the deterioration in program solvency even if it is accompanied = 8

by increased workforce 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 influence Medicare’s financial viability over the next
twenty-five years. Most of the population that will be eligible for
benefits in that period are 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 survive to eligibility and the lon-
gevity of those who do. For the second and third twenty-five-year
— sessscessmss  periods of the forecast, mortality continues to play a major role, but
198  pemocrapHic [fertility and migration have a potentially significant effect on the
ISSUES size and age distribution of the labor force.

M Mortality. Compared with other components of change in
Medicare costs and income, mortality has shown remarkable pre-
dictability over the past several decades; however, even this element
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. However, the
decline has been erratic and even reversed during certain periods.
During 1940-1990 age-adjusted death rates declined about 1.4 per-
cent annually.* During the 1940s age-adjusted mortality rates 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 levels of mortality and improvement rates vary signifi-
cantly among population subgroups. The differentials suggest to
some the possibility of improved mortality and longevity if the mor-
tality rates of groups with poor experience can be brought into line
with those of the best groups. \Women have lower age-adjusted
mortality rates than men and have benefited more from mortality
improvements over the past century. That mortality differential
seems to persist at all ages. Some believe that the differential is
innate, but others have conjectured that differences in lifestyle (es-
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‘kjng and stress) are the causes.’ The differences in

s arc substantial (for example, age-adjusted central death

men were 50 percent higher than for women in 1995 overall

e higher than for women in their late teens and early

_ A 3 which results in added life expectancy for women of
tis SR8 e w vears at birth and three years at age sixty-five.

o S also are substantial differences in mortality among races.

e e ed black mortality is about 75 percent higher than white

ol (ahhullgh the overall difference is relatively small, because

ation by 2 different age distribution of the races). On the other hand,
ese, Uan Americans have age-adjusted mortality that is about 25 per-
ity Over S Jower than that of whites. The differential between blacks and
R S ep< has decreased over the past fifty years. This apparent re-
v young’ e 10 public funding of health care for the elderly or poor has
: eecred to some that the differences in death rates by race are not
nt deca ; gos but Primaril)' attributable to socioeconomic conditions.®

& % ~s-national mortality comparisons also have been used in esti-
lity and’ the best mortality rates achievable by large populations,
y- : t lifestyle practices. Japan now has the highest reported
a major vexpectancy in the world and has shown dramatic improvement
nt effeg S 'ﬂxpast few decades. In 1960 Japan's life expectancy was just
" et sixty-five years. U.S. life expectancy was almost sixty-seven
its of ¢ eears. and Sweden led among industrialized countries at a little over
remarkah Seventy-one years. By 1982 Japan's life expectancy exceeded sev-
ven this may-fc years, the United States was a little over seventy-one, and
nt proge £ the former leader Sweden had risen to a little over seventy-three
reda fis ¥ gs. Life expectancy in Japan now exceeds eighty-one years, while

ry. Howewe & W8 life expectancy is about seventy-six years."
certain g pw much difference do variations in mortality projections mat-
od about LIS Eget for the size of the Medicare enrollment in the future? In response
rtality} pCensus Bureau projections for a range of mortality improvements
: s Improves “that they consider too timid, Dennis Ahlburg and James Vaupel
Ily. Age-adjiiste £ prepared population projections for 1990 through 2080.% Their
| early 19605 pseline fixes the total fertility rate at 184 (approximately the rate
; _ the mid-1980s), net immigration at 500,000 annually, and no
ates vary § Improvements in mortality from the 1990 level. Under this scenario
iials sugpe & the US. population increases from 250 million in 1990 to 286 million
revity if o = n 2020 and then declines to 280 million in 2050 and 265 million in
rought inké (2080, as low birthrates overcome the initial influence of the baby
ver age-adj boom of the 1950s. Holding all other assumptions fixed, these ana-
> from morra StS project a population that grow's to 294 million in 2020 and 307
ality differeni® g Mlllion in both 2050 and 2080 if mortality is assumed to decline 1
1¢ differentt v P annually. If mortality were to decline 2 percent annually
s in lifestyieNE {igh 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 Administration (SSA) estimates of 17-25 percent. The popula-
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-five 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 are 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 possibilities has been described.

M Fertllity. The fertility part of Medicare’s emerging demographic
problem arises from the prolonged baby boom following World
War Il followed by a sharp reduction in birthrates. In the longer
term, over the next seventy-five years, the projected continuation of
low birthrates compared with improved 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 perspective, 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 hypothetical woman would have if she were to survive
her childbearing years and experience the birthrates of that year at
cach age.” A total fertility rate of 2.1 is considered replacement fertil-
ity, allowing for male babies outnumbering females and childhood
mortality before those children reached childbearing years." 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 further 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 11
to about 2.4, jumped to about 3.0 immediately after the war, and
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reached a peak of 3.6 in the late 1950s. The impact of this baby boom
on the labor force appeared about 1965; its influence on Medicare
eligibility will show up shortly 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.” Most European countries followed similar patterns
as the United States with similar timing, although the U.S. peak
fertility was the highest. Many now have total fertility rates below
the US. rate. Fertility rates have continued to decline in most
European countries, and only the United States and Sweden have
rebounded to near the replacement level.

Several theories of fertility have been proposed to explain this
history and perhaps predict the future. Economic theories have tried
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 (especially the mother’s) increases.”
From this perspective, one would probably expect continued low
fertility. The relatively small cohort now entering the workforce is
unlikely to produce any excess labor, and social changes that took
place over the past few decades appear to predict continuing de-
mand for women in the workplace.

An alternative 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 with their
parents’, they feel well off and have more children. Diane
Macunovich has attributed part of the recovery of birthrates to near
the replacement level in the early 1990s to this phenomenon plus
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stagnation of women's wages at given educational levels.”

A noneconomic approach places the root of fertility decisions on X
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 n:spond to society’s
needs to maintain itself.®

How does all of this relate to Medicare? The trustees’ population %

& 4

forecast conveys an expectation of continued low fertility, perhaps &
reflecting the continuing very low rates in other industrialized "38

countries. The intermediate forecast of the 1998 trustees’ reports 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
might also be accompanied by or even caused by improved health
status. A contrary hypothesis 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 Surveys, Kenncth Manton
and colleagues found declines in both disability and morbidity in
the noninstitutionalized Medicare population between 1982 and
1989. The prevalence of arthritis declined by 1.7 percent annually,
artcriosclerosis 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 (1) 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 fluctuation in improvement and even worsening in some
years, which suggests that a clear trend is not evident.” Elsewhere,
Crimmins recounts findings of increased levels of disability among
the clderly 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.* 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.” By age sixty-five 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
of women age fifty-five said that they were in the workforce during
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 workers already are only marginally participating in Medi-
care because they are probably 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 work 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 sixty-five plummeted. David Wise credits pensions and Social
Security as the major contributors to the decision to retire.* 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 Partlclpation Among Persons Ages 55-80, 1997

Males ; Females
Age In March Percent Percent full Percent Percent full
;lzggz_(_gg_a_n] employed  year full tlm_o_ _\'V_'_n_g_u employed yearfulltime Wages
55 86% 7% $48,661 69% 64% $30,292
56 84 82 54,885 68 66 29,653
57 84 74 53,868 63 62 28,258
58 78 7 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 25621
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 28921

SOURCE: March 1997 Current Population Survey.

ance, Wise 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.” 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.”*

On balance, it would seem unlikely that improved 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.
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Policy Implications

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-five 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 does not help very much. Even if labor-force participa-
tion rates at ages sixty-five to sixty-nine were to double, Medicare
program income would increase less than 5 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 prefunding 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 prefund for the ex-
pected rise in cost due to aging, but this has always been a trivial
part of the inflation risk, which has been deemed intractable. With
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 are 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 prefunding
vehicle. If prefunding merely results in purchasing government
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HEALTH TRACKING: TRENDS

Covering Older Americans:
Forecast For The Next Decade

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

BY SHERRY GLIED AND MARK STABILE

have focused attention on the popula-

tion nearing Medicare eligibility age.
Congress has considered raising the Medicare
cligibility age from sixty-five 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
coverage 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 health insurance coverage in the popu-
lation that is near Medicare eligibility.' Private
coverage 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 coverage,
and the extent of private health insurance
among retirees under age sixty-five. We used
information about recent trends in these com-
ponents to project coverage patterns for future
cohorts of older persons and to assess the sen-
sitivity of future private health insurance cov-
erage to changes in these trends.

B DATA SOURCES. The analysis con-
ducted here used three years of data from the
March Current Population Surveys (CPS)—
1989, 1993, and 1997—to follow the labor-

SEVER-‘\L RECENT POLICY initiatives

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 informa-
tion on source and nature of health insurance
coverage. The CPS has used a consistent set of
health insurance questions since 1989; these
questions refer to health insurance coverage
during the year preceding the survey. Eco-
nomic conditions in 1992 were worse than in
cither 1988 or 1996, but the two latter years
were quite similar.

CURRENT PATTERNS OF HEALTH
INSURANCE COVERAGE

Just over 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 sixty-one to sixty-four obtain
coverage through Medicare, Medicaid, or the
Civilian Health and Medical Program of the
Uniformed Services (CHAMPUS). Finally,
nearly 10 percent of older persons hold private
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 survey.

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

Sherry Glied is associate professor and head of the Division of Health Policy and Management at Columbia
University's Joseph L Mailman 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-five to sixty (Ex-
hibit 1). The overall rate of coverage among
persons ages sixty-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 are less
likely to hold private coverage and much less
likely to hold employer-sponsored coverage
than are their younger counterparts (although
they are more likely to hold public coverage or
individually purchased private coverage).
This difference is a consequence of the much
lower rates of employment, especially of full-
time employment, in the cohort of persons
ages sixty-one to sixty-four, relative to the
younger group. Among persons working full
time, those ages sixty-one to sixt)'-lour are
about as likely to have health insurance as are
those ages forty-five to sixty.

The importance of labor-market behavior
is cqu.ﬂly apparent in comparisons within the
L-uhnrt 0[ PC]'SOHS :Igl’.‘,".i sixly one to Si:\'l)’ fou r.

Among the most-educated men and women in
this age group—those with a college de-
gree—rates of private health insurance cover-
age are nearly twice as high as among the
least-educated group. The difference is princi-
pally a consequence of much lower rates of
employer-sponsored coverage in the latter
group. Again, this difference is mainly a result
ol differences in labor-force participation. The
least-educated persons are far less likely to be
working full time in their early sixties than
are their more-educated counterparts. The ef-
fect of this difference is further exacerbated
by differences in the likelihood that more- and
less-educated full-time workers obtain
employer-sponsored coverage.

[LABOR-MARKET BEHAVIOR AND
PRIVATE HEALTH INSURANCE

COVERAGE
The private health insurance coverage of older

s — oo e
EXHIBIT 1
Health Insurance Coverage, Persons Ages 45-64, By Primary Source Of Coverage
In 1997
Source 00000 Agesds-60 _Ages 61-64 -
Medicare 38% 12.0%
Medicaid 52 53
CHAMPUS 38 46
Total public coverage 128 219
Employersponsored
Working 494 308
Retired 1.0 8.7
Dependent 168 12.7
Total employer-sponsored 67.2 522
Privately purchased insurance 56 9.6
No health insurance 143 16.3
Any health insurance® 85.7 837
Any private insurance® 734 62.4
Employer-provided health insurance® 673 523
Employed 735 428
Employed full time 65.3 314
Employed part time 4.6 26 )

SOURCE: 1997 March Current Population Survey

NOTE: CHAMPUS is Civilian Heafth and Medical Program of the Undformed Services,

* Includes all private and public sources of insurance
Y Includes any source of private insurance coverage

¢ Includes health coverage provided by an employer of by a housenold member's employer
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adults in the future is likely to depend on their
employment patterns and on the inclination
of full-time workers and nonworkers to ob-
tain health insurance coverage. To see how
patterns of coverage are likely to change, we
examined patterns of employment and health
insurance coverage over 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 full time is significantly lower among
older persons. Not surprisingly, as cohorts
age, the percentage of persons working full
time declines sharply. Although 60 percent of
those born between 1933 and 1936 were work-
ing full time when they were ages fifty-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 fifty-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
are working today, more are likely to be work-
ing cight years from now.

As noted above, at any point in time, older
full time workers are nearly as likely as their

younger counterparts are to obtain health in-
surance coverage (Exhibit 2). Nonetheless,
cohorts of older workers have been affected

by the economywide decline in private health

insurance coverage. Over the cight-year pe-
riod examined here, the percentage of full-
time workers in each age group who hold
health insurance coverage has fallen by about
two percentage points. As cohorts of full-time
workers have 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 held private coverage eight years
later.”

Only about one-third of persons ages
sixty-one to sixty-four work full time, so
changes in patterns of insurance coverage
among nonworkers are likely to be particu-
larly pronounced among older Americans. Pri-
vate insurance coverage (both employer-
sponsored and privately purchased) fell
between 1989 and 1997 among nonworkers in
all older age groups (Exhibit 3). In 1989, 58
percent of nonworkers ages sixty-one to
sixty-four held such coverage. In 1997 only 50
percent of such persons did. A lower propor-
tion of older nonworkers in each cohort held
private insurance coverage in 1997 than had

either four or eight years earlier.

In combination, these patterns generate

EXHIBIT 2

Full-Time Employment And Health Insurance Coverage Among Persons Ages 45-64,

1989-1997

Percent of full-time workers
with private coverage®

Age 1989 1993 1997 1989 1993 1997

45-48 70.6% 68.9% 70.8%
49-52 66.6 66.7 703
53-56 59.5 60.3 635
57-60 50.6 495 509
61-64 299 29.9 31.4 86.1

86.6% 85.9% 83.8%
85.5 85.2 95.0
859 85.2 838
B5.6 B5.4 844
838 833

SOURCE: Current Population Surveys, March 1989, 1993, and 1997.

# Sample includes men and women ages forty-five to sixty-four.

® Includes any source of private health insurance coverage, not just employer-sponsoned coverage.
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EXHIBIT 3
Private Health Insurance Coverage Among Persons Ages 45-64, By Employed Status,
1989-1997

All persons Nonworkingpersons
Age 1989 1993 1997 1989 1993 1997
45-48 79.1% 76.3% 74.6% 53.5% 45.9% 42.8%
49-52 76.9 753 74.9 54.4 475 43.4
53-56 75.1 741 728 539 52.5 452
57-60 73.7 720 70.1 58.7 55.3 50.5
61-64 68.1 66.4 62.4 57.9 56.2 497

SOURCE: Current Population Surveys, March 1989, 1993, and 1997,

NOTE: includes any source of private health coverage.

trends in private health insurance coverage
for the older population (Exhibit 3). For each
age group between ages forty-five and sixty-
four, private coverage rates (a combination of
employer-sponsored and privately purchased
coverage) fell 3-5 percent between 1989 and
1997. These declines translate into declines in
coverage within cohorts of older Americans.
Private health insurance coverage rates for the
cohart born in 19331936 fell thirteen percent-
age points as they aged from their mid-fifties
(in 1989) to their early sixties (in 1997). Pri-
vate coverage rates for the cohort born in
1941-1944 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 coverage. Growth in
public coverage offset more than half of the
drop in private coverage.’

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, only 41 percent
of this cohort did so eight years later.

PROJECTING COVERAGE INTO THE

FUTURE

The forecasts described below are based on
two premises. First, the private health insur-
ance coverage of persons ages sixty-one to

sixty-four (and ages sixty-five to sixty-seven
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 are unlikely to gain it later, either.

Second, the change in private coverage
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.
Based 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
coverage patterns of persons ages fifty-three
to fifty-six.

Exhibit 4 presents baseline information
about today’s sixty-one to sixty-four-year-
olds. Scenario One forecasts coverage pat-
terns for today’s fifty-three to fifty-six-year-
olds in 2005, assuming that changes in
labor-market and health insurance behavior
follow past trends. Slightly more persons in
the older cohort are 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 Coverage, Persons Ages 61-64,
1997 And 2005
Scenarlo Scenarlo Scenarlo  Scenarlo
Basellne One Two Three Four
Percent working full time 31.4% 335% 45.0% 33.5% 33.5%
Percent working part time 114 104 10.4 104 104
Percent not working 5712 56.1 56.1 56.1 56.1
Percent with health insurance
Working full time 833 813 81.3 833 81.3
Working part time 68.6 705 705 705 705
Not working 49.7 417 4.7 41.7 49.7
Total with health insurance coverage  62.4 579 625 58.8 62.4
Number of persons ages 61-64
without Envate health insurance 2,998,224 4:_2_5{_@\35 3,793,500 4,167,792 3,803,616

SOURCE: Current Population Surveys, March 1989, 1993, and 1997.

NOTE: Baseline column denotes the population ages 61-64 in 1997. Scenario One projects health insurance coverage based on
extrapolation of trends from 1989-1997 1o 1997-2005. Scenario Two projects health insurance coverage adjusting the
percentage of persons working full time, so that coverage rates for persons ages 61-64 in 2005 are the same as those for
persons ages 61-64 in 1997. Scenano Three projects health insurance coverage holding constant the probability of having
health insurance coverage, given full-time employment. Scenano Four projects health insurance holding constant the probability

of having health insurance for those not working,

likelihood 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
fifry-six over the past eight years is expected
to translate into a lower rate of coverage
among nonworkers ages sixry--one to sixry'
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 cover-
age translates into an increase of 1.25 million
in the number of persons ages sixty-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? Changcs 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 Scenario 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 50 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 nearly 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
private coverage among older full-time work-
ers. Scenario Three examines the effect on ex-
Pccted pri\'ate CU\'CI’RgC I.C\'C']S Uf hﬂ[dlng
health insurance coverage among full-time
workers at today's rates. This change would
have 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
coverage among nonworkers. The effect of
such a change is illustrated in Scenario Four.
If retiree coverage rates remained at today's
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levels (nearly 50 percent), there would be no
decline in private coverage rates among the
population 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 over time. This
scenario would require a five-percentage-
point 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-

vate coverage.

PoLICY 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 fifty-
three to fifty-six are lower today than they
were among this age cohort eight years ago,
and these lower rates are likely to continue
into the future. This problem is likely to be-
come even more severe over time because
rates of employer-sponsored health insurance
coverage among baby boomers have been de-
clining steadily over the past fifteen years.*

These results suggest that raising the age
of eligibility for Medicare in tandem with the
Social Security eligibility age is likely to leave
a large number of older Americans without
private coverage. Although raising the age of
cligibility 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 coverage.

Conversely, expanding Medicare by per-
mitting older Americans to buy in is unlikely
to make a significant dent in the number of
near-clderly uninsured persons. The decline
in private insurance coverage is especially se-
vere among the least-educated members of
older cohorts.” This group is unlikely to be
able to afford to pay actuarially fair premiums
for Medicare coverage. Furthermore, increas-
ing Medicare cligibility might even crowd out

HEALTH TRACKING:
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some existing private coverage.

New policy initiatives are needed to ensure
that older Americans, especially those who are
not working, can maintain health insurance
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 private retiree coverage.

This research was supported by an Investigator Award
(to Sherry Glied) from the Robert Wood Johnson
Foundation.

NOTES

L P.Cunningham, Next Steps in Incremental Health In-
surance Expansions: Who Is Most Deserving, Issue Brief
(Washington: Center for Studying Health Sys-
tem Change, April 1998), 12; and T A. Waidmann,
“Potential Effects of Raising Medicare's Eligibil-
ity Age.” Health Affairs (March/April 1998):
156-164.

2. Patterns of coverage among full-time workers
(or nonworkers) in a cohort may be affected by
changes in the composition of the full-time
working (or nonworking) portion of the cohort.
As Exhibit 3 suggests, less-educated workers,
who have a lower propensity to hold private cov-
erage, tend to retire earlier than better-educared
workers do. This pattern means that the actual
decline in private coverage among those continu-
ally employed full time is likely to be greater than
that described

3. Recent research suggests that increases in the
availability of public coverage can crowd out pri-
vate coverage. D. Cutler et al., “Does Public In-
surance Crowd Out Private Insurance?” Quarterly
Journal of Economics (May 1995): 391-430. Some of
the decline in private coverage may be a conse-
quence of expanded public coverage, but we can-
not say how much using these data.

4. S Glied and M. Stabile, "Graduation to Health
Insurance Coverage: 1981-1996,” NBER Working
Paper no. 6276 (Cambndge. Mass.: National Bu-
rcau of Economic Research, 1997)

5. If the relationship between education and pni
vate health insurance coverage remains un-
changed. the decrease in the number of poorly
educated Americans might mitigate some of the
losses in coverage. We also predict coverage
rates into the furure, accounting for the changing
educational makeup of the population. Predicted
insurance rates are within 0.4 percentage points
of our reported predictions.
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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

ABSTRACT: 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.

UBLIC OPINION POLLS SHOW strong intergenerational sup-

port for Medicare and a desire to ensure the financial well-

being of the program.' The evidence suggests that the public's
views about Medicare have reflected a fairly constant set of values
about fairness and government responsibility. These values seem to
have survived despite skepticism about the efficiency 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 beneficiaries.?

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.’ Our purpose
here is to review data on public attitudes toward Medicare in the

Jill Bernstetn is a senior research associate at the National Academy of Social Insurance in
Washington, DC. and coeditor of Managed Care Rescarch, a book serics of Sage Publica-
tions. Previously, she was deputy director, Office of Program Development, at the Agency for
Health Care Policy and Research. Rosemary Stevens is the Stanley 1. Sheerr Endowed Term
Professor and professor of history and sociology of science at the University of Pennsylva-
nia She is the author of In Sickness and in Wealth: American Hospitals in the
Twentieth Century (Basic Books, 1989), soon to be reissued in an updated version (Johns
Hopkins, 1999).
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PUBLIC OPINION

1990s, to provide a more coherent framework for Medicare reform.

M 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 reviewed in greater depth a range of opinion polls 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.’

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.° 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.

We have divided our review into five areas: (1) the program’s
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

M How Important Is Medicare to beneficlaries and thelr fami-
lles? If there is one “absolute™ in polls 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.” 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 Medicare makes it possible for retirees to
remain independent, and only 22 percent believed that persons age
sixty-five and older are 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,” and the same percentage completely

I ————————— —_—
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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 72 percent of respondents had a
favorable view of Medicare.® A national news poll conducted in
December 1997 reported that 51 percent of respondents believed
that Medicare was “very important” to them personally.”

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.

M Public versus private responsibility for health care: how
does Medicare fit? Americans have regularly expressed strong
support for health care as a basic right for everyone, not just the
elderly or disabled." Even after the failure of the Clinton administra-
tion's health care reforms, polls have found significant support for
government involvement in health care.”

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 Benefit 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,
whether or not they can pay for that care.™”

Medicare is clearly viewed as a government promise toits 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 (77 percent) who
expressed agreement or strong agreement with a statement that
Medicare represented a “commitment made a long time ago that
cannot be broken.™*

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.™ The reaction to the Medicare Catastrophic
Coverage Act of 1988, on the other hand, suggests that increasing
cost sharing among higher-income beneficiaries can evoke a strong
negative response in at least some sectors of the population.”

In 21995 poll Robert Blendon and colleagues reported thar 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 Medi-
care benefits); 42 percent said that Medicare benefits should go to
all retirees but that higher-income retirees should pay more.”

The 1997 NASI survey 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 (publicly supported) programs.” Thirty-eight
percent strongly agreed or agreed, 16 percent somewhat disagreed,
and 43 percent strongly disagreed.

Unfortunately for the pollster seeking clarity, any person may
simultancously hold strongly felt but seemingly conflicting views
about equality of opportunity and personal responsibility.
Lawrence Jacobs and colleagues’ comprehensive review of health
care surveys showed that the view that persons should be responsi-
ble for their own health care has coexisted for decades with the view
that the government is (ultimately) responsible for securing access
to care for all Americans.® A 1992 EBRI poll that found that 88

percent agreed that everyone is entitled to health care regardless of
ability to pay also found that 88 percent agreed that everyone should
be expected to pay something toward the cost of their health care.”

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 pay for
their own health care when they retire. It is not too difficult, there-
fore, to design a poll that will support either a strong role for govern-
ment in guaranteeing health insurance or a libertarian view of per-
sonal responsibility. Either would, however, tell only half of the story.

B How well does the American public, or the average beneﬂ-
clary, understand Medicare? For more rhan rhirre vases = ol
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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 1§

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, &
B How do people translate values Into opinlons 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 (June 1997), and Pew (June 1997) found virtually
identical reactions to the proposal to raise the Medicare eligibility
age to sixty-seven (about two-thirds were opposed).” 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 payments 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 pay 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 whether 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 having “wealthier”
people pay more.” 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 have 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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'Ibcncﬁts, distinctions between the programs were not
stood. People generally knew that they paid payroll taxes
to Medicare when they were working, but they were not
t 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-
o of entitlements.”

do people view the problems facing Medicare? The
eblic appears to be aware of and concerned about Medicare's
B eing financial problems. According to polls conducted in late
84 and 1995, four of five Americans thought that Medicare was in
ancial trouble, and six of ten believed that these problems were
as.”* Most Americans younger than age sixty-five have doubts
hether the program will be there for them when they be-

»

& LA

ata suggest that the public tends to focus on a different set
ems affecting Medicare than many policy experts do. The
found that Americans primarily attribute shortfalls in
finances to excessive charges by providers, fraud and
r management by government and insurance compa-

(87 percent) of respondents believed that Medicare fund-
would be sufficient to meet all program needs if fraud, waste,
abuse were eliminated. About half of those questioned in Kai-
ard polls in 1994-1995 thought that the growing number of
irees was a contributing factor, and about 30 percent cited costs
{ W dmgs, treatments, or tests.”
Based on this evidence and field experience, the research staff
isigning the NASI focus groups believed that it was necessary to
da brief educational component into each focus-group session,
povide a basic overview of Medicare as the foundation for dis-
on of policy options. The topics addressed the serious gaps in
dge perceived in the poll reviews: what the difference is
ptween Medicare fee-for-service and Medicare HMOs; and how
edigap, employer-sponsored retiree supplements, and MediCal fit
gether in the California context. Four charts were used to present
spects of the Medicare problem: the growth in the number of
ficare beneficiaries projected to 2030 (showing that the number
eneficiaries will double); the number of workers per Medicare
Biciary (showing that the worker/beneficiary ratio will fall by
over the next sixty years); the projected increase in Medicare
8 per beneficiary, based on past rates of increase (showing a
fpoth ical increase from $5,000 to $45,000 per beneficiary per
At in thirty years if costs continuc to increase at the rates they have
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cently, managed care. * Blendon and colleagues® 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 4

services are actually covered. Most Americans do not know that
Medicare does not pay for long-term 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 funding sources, including separate trust funds and general
budget funds, pay for Medicare.”

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.” 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 differs from traditional Medicare.”

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 HMO.™
Consistent with other Medicare focus groups conducted in the past
five years, beneficiaries told us that they had difficulty under-
standing or comparing the plan options available to them, and they
often depended on information from the health plans or personal
recommendations when choosing a health plan or supplemental
insurance policy.”

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 are no longer “in Medicare.” Some appeared
not to know that they retained Medicare appeal and grievance
rights when they joined HMOs. 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 benefici-
aries also believed that the monthly payment of $43.80 (subtracted
from their Social Security checks) was payment in full for their
enrollment in the plan.*

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-
ple, who “don’t need to use Medicare.” Although a significant pro-
portion of participants also were receiving MediCal (Calilornia
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‘ to save Medicare.

“The ten NASI focus groups provided an opportunity for asking
wvalucs interact with opinions about policy reforms. About half
d‘ﬂ;h two-hour session was devoted to discussion of possible pol-
iy changes. To begin the discussion, the group was presented with a
;yg{overview of four sets of proposals focused on reducing Medicare

costs, adding money to Medicare, increasing costs to beneficiaries,
" and making Medicare more like employer-sponsored insurance. Af-
" gerashort explanation of each set of options by NASI staff, the group
moderator 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. In fact, some people changed
their minds about policy options as they discussed them.
For example, when focus-group participants began to discuss
. reducing payments to doctors and providers, there were often
* strong reactions on both sides of the argument. Some participants
‘immediately said that it would be a bad idea, because if payments
were cut too much, doctors would stop seeing Medicare beneficiar-
fes. This same concern was noted as an emerging trend in Blendon's eess—
review of poll results from 1995; a 1995 news poll found 47 percent ~ MEDICARE
. opposed and 45 percent in favor of reducing Medicare fees to secure  BENEFICIARIES
" savings.” One or more participants in many of the focus groups
pointcd out that physicians have to go to school for 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
Jower-income participants. Others were concerned, however, that
hospital and doctor bills scem 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-
e pital payments was undesirable and unfair to providers but felt the
\SI pollSSass need to address inappropriate pricing and billing practices and
“wealthy S S8 other abuses of the payment system by providers and beneficiaries.
Bt o The concept of fairness arose again and again in discussions of
tions b 3 policy options such as raising the eligibility age for Medicare, in-
ondentSBMSEE.  creasing revenues, and increasing beneficiary cost sharing, although
ld be resSE= g one person’s “fairness” may not be that of another. Some focus-
wre necOSEENERS.  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.™ Seniors in most of the groups
stressed the importance of everyone, 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
for in-

income levels of about $40,000-$50,000 as the boundary
creased 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 little 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. Several 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

B 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 o
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 “wealthy” people do not “need” or .
“use™ Medicare, and if Americans do not understand how Medicare il
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is financed or health care providers are paid, how do we sort out | it i
what voters are actually saying when they express opinions about  sses—— b
holding down program costs, raising the eligibility age, increasing MEepicARE 189
beneficiary cost sharing, or requiring beneficiaries to contribute BENEFICIARIES §
based on their ability to pay? P !

M Use polls cautlously. A sccond inescapable conclusion from il
this review is that polls currently available are inadequate vehicles :
for policy guidance about specific program changes. Current opin- i
ion reveals lack of understanding of how Medicare works. This is il
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 accurately in the ques-
tion) and what they know about Medicare. 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 Medicare 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- g

cerns. Politicians can then adjust their policy proposals or the way
in which they are presented. We argue, alternatively, that polls may
be most useful in helping the research and policy communities to i
identify those deficiencies in public understanding that are conse- i
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quential for the public policy process. We believe that Americansdo
not need to understand the intricacies of Medicare policy to make 4

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.

M Need for educatlon. The third conclusion from this review is
that there is a glaring need for public and media education. If the
level 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 participate) 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 actually 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 to 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 if
there were, we would not know how to use it (the focus-group
experience suggests that we do). In contemplating changes that may
have 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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Butler, and J.R. Lave (Washington: Brookings Institution Press, 1998),
288-293. Results of a 1998 poll by the Kaiser Family Foundation/Harvard
School of Public Health, “National Survey on Medicare: The Next Big Health
Policy Debate?™ (Menlo Park, Calif:: Kaiser Family Foundation, 20 October
1998) was released as this article went to press. The findings were quite
consistent with those presented here.
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(Washington: AARP, Fall 1996).

3. LR Jacobsand RY. Shapiro, “Pollwatch: The Media's Reporting and Distort-

ing of Public Opinion toward Entitlements™ (Presented at the American Sci-
ence Association meeting, Washington, D.C., September 1997).

g

4. Roper Center for Public Opinion Research, DIALOG® file, Dialog Corpora-

tion, 1998. Review of File 468: Public Opinion, limited to polls including
questions about Medicare, yielded 1,226 “hits™ between January 1990 and
April 1998, when the analysis was done. There were 404 polls included under
Medicare and Public Opinion between January 1996 and April 1998,

5. Many of the relevant polls were designed as random-digit dialing telephone

polls; most had samples of approximately 1,000 and thus were generally esti-
mated to be accurate within 3-4 percent at the 95 percent confidence level.
Some surveys included larger sample sizes that allow for some subgroup
analysis,

The NASI poll, conducted berween 27 May and 7 June 1997 by National
Research, Inc., for the Study Panel on Medicare's Larger Social Role, asked
1,000 respondents a battery of questions about Medicare and, more broadly,
how Americans assess collective and individual responsibility for health in-
surance. Respondents also were asked about a set of broad policy alternatives
directed at shoring up or restructuring Medicare.

The focus-group project was supported by the California HealthCare Founda-
tion. Five were held in the Los Angeles arca, three in San Jose, and two in the
Sacramento area. Seven focus groups were made up of Medicare beneficiaries
age sixty-five or older; of these, two were conducted in Spanish and one in
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Chinese (Cantonese); three groups were made up of persons ages fifl:)r to '.

sixty-four (predominantly nonbeneficiaries but including several disabled

persons in each group who were receiving Medicare benefits). The groups -

included low- and middle- income beneficiaries (about one-third with annual
incomes under $9.000). A description of the methodology is included in Medi-
care Choices in California, Report to the California HealthCare Foundation,
Grant no. 97-501, submitted by NASI (Washington: NASI, June 1998).

RJ. Blendon et al., *“The Public's View of the Future of Medicare,” Journal of the
American Medical Association (22/29 November 1995): 1645-1648.

. DYG, Social Security and Medicare. :
See K. Bowman, “Public Opinion and Medicare Restructuring,” in Medi: = =

Preparing for the Challenges of the 215t Century.

Hart-Teeter, Study no. 4085, NBC News/Wall Street Journal, December 1997, fax
communication from Hart-Teeter, \Vashingl:on. D.C., Il August 1998.

Gallup polls sponsored by the Employee Benefit Research Institute (EBRI)
from 1990 through 1993 consistently showed that a majority (56 percent in
1990, 60 percent in 1991, 63 percent in 1992, and 58 percent in 1993) believed
that the federal government should guarantee health insurance for all Ameri-
cans. See Jacobs and Shapiro, “Public Opinion's Tilt against Private Enterprise.”

. A national survey conducted for the National Coalition on Health Care in carly

1997 found that 72 percent completely agreed or somewhat agreed that the
federal government can play an important role in making health care more
affordable, and 69 percent, that government can play an important role in
making health care better. In contrast, 40 percent agreed with the statement
that the government should stay out of health care altogether, compared with
57 percent who disagreed. International Communications Group, How Ameri-
cans Perceive the Health Care System: Report on a National Survey, conducted for the
National Coalition on Health Care (Washington: NCHC, January 1997).

. Jacobs et al., “The Poll—Poll Trends;” and EBRI. Public Attitudes on Health Care

System Changes, Report G-33 (\Washington: EBRI, May 1992).

DYG, Social Security and Medicare.

Jacobs et al, “The Poll—Poll Trends.*

M.L. Berk, “Should We Rely on Polls?™ Health Affairs (Spring 11994): 299-300.

Blendon et al., “The Public's View of the Future of Medicare.”

In nine National Opinion Research Center (NORC) General Social Surveys
conducted between 1975 and 1991, about one-third of respondents agreed
strongly that it is the responsibility of the government to help people pay for
doctor and hospital bills and that people should take care of themselves.
Jacobs et al.. “The Poll—Poll Trends.*

EBRI, Public Attitudes on Health Care System Change

A 1989 survey conducted by Mathematica Policy Research for the Physician
Payment Review Commission (PPRC) found that about 9 percent of benefici-
aries had paid bills themselves rather than filing claims. Among those stating
that they had not filed claims for bills of $75 or more, the most commonly cited
reasons were that filing the claim was too complicated or time consuming.
PPRC, "Assignment and the Participating Physician Program: An Analysis of
Beneficiary Awareness, Understanding, and Experience,” Background Paper
no. 89-1 (Washington: PPRC, September 1989). See also Institute of Medicine,
Improving the Medicare Market: Adding Choice and Protections, ed. S.B. Jones and M.E.
Lewin (Washington: National Academy Press, 1996).

Blendon et al., “The Public's View of the Future of Medicare.”

HMO officials interviewed about Medicare consumer issues for an IOM study
all pointed out that “the first task of the health plan in communicating with
Medicare beneficiaries is to ‘educate them about Medicare'.” [OM, Improving the
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Mecdicare Market.
Thirty percent of Medicare beneficiaries knew almost nothing about managed
care; only 11 percent could answer most questions developed to assess ade-
quate knowledge for making decisions about Medicare health plan options.
J.H. Hibbard et al,, “Can Medicare Beneficiaries Make Informed Choices?
Health Affairs (November/December 1998): 181-193.

In several sessions the only way to ascertain who was enrolled in an HMO was
for the moderator to ask participants to pull out their insurance cards and look.
See IOM, Improving the Medicare Market; Focus Group Research on Medicare
Beneficiary Education, Summary of Videotape Analysis (Bethesda, Md.: Enter-
prises for New Directions, July 1991); J. McGee, S. Sofaer, and B. Kreling,
Findings from Focus Groups Conducted for the National Committce for Quality Assurance
(NC9A) Medicare and Medicaid Consumer Information Projects, Final Report (Wash-
ington: NCQA, July 1996); and Frederick/Schneiders, Inc., Analysis of Focus
Groups concerning Managed Care and Medicare, prepared for the Henry J. Kaiser
Family Foundation, Pub. no. 1050 (1 May 1995).

Medicare paid health plans in Los Angeles $622 per month in 1997.

Blendon et al., “What Do Americans Know about Entitlements?”

Blendon et al., “The Public's View of the Future of Medicare.”

A Kaiser Family Foundation/Harvard University/Princeton Research Associ-
ates 1997 postelection survey found that 50 percent of those under age sixty-
five believed that they will get some but not all of the current benefits when
they become eligible, and an additional 30 percent thought that they will get
none of the current benefits. Kaiser-Harvard Program on the Public and
Health/Social Policy, “Post-Election Survey of Voters' 1997 Health Care
Agenda” (Reprint, January 1997). The NASI poll conducted six months later,
and worded somewhat differently, found a slightly less pessimistic view: 13
percent of respondents under age sixty-five thought that eligible people will
get most of the current benefits twenty years in the future, 60 percent thought
that beneficiaries will get some of the current benefits, and 25 percent believed
that future beneficiaries will get none of the current benefits.

Blendon et al., “Beliefs and Values;” Blendon et al., “The Public's View of the
Future of Medicare;” and DYG, Social Security and Medicare.

NASI, “Restructuring Medicare: Values and Policy Options,” Research Brief
(Washington: NASI, July 1997); J. Peterson, “The Times Poll: Seniors More
Inclined to Accept Increases in Medicare,” Los Angeles Times, 14 September 1997,
or on the World Wide Web at wwaw latimes.com/HOME/NEWS/POLLS/
storyl2. htm (18 February 1998); DW. Moore, “Public Supports Higher Medi-
care Costs for Wealthier Senior Citizens: Opposes Raising Age of Eligibility”
(Princeton, N.J.: Gallup Organization, June 1997), or on the Web at www.
gallup.com/POLL_ARCHIVES/1997/970704 htm; and Pew Research Center
for the People and the Press, “Public Divided on Medicare Means-Testing,
Eligibility Age™ (Press Release, 27 June 1997).

Peterson, “The Times Poll.”

. Blendon et al., “The Public's View of the Future of Medicare;” and Bowman,

“Public Opinion and Medicare Restructuring,” in Medicare: Preparing for the
Challenges of the 21st Century, 281-287.

. There was a beliel among a number of participants in many of the groups that

wealthier seniors did not actually need to use Medicare at all. In some of the
sessions the moderator needed to explain that most Americans on Medicare
use it as their primary insurance and that their private or retiree insurance
supplements Medicare, so that the discussion could proceed uscfully.

This level would include about 18 percent of beneficiaries. Urban Institute,
unpublished analysis based on data from the Current Population Survey, 1998.
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Reexamining The

Of Medicare Reform

Executives from a large health care system that treats many &
elderly patients offer their view of what Medicare reform needs tg'
accomplish. 4

by Nancy A. Whitelaw and Gail L. Warden
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substantial improvements until the delivery system is changed. Medicare re-. ¥
form must support a coordinated health care delivery system (in place of %
hospitalcentered, fragmented care) and proactive chronic disease manage-

current payment syste
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“Medicare rewards a disease-based model, not systematic care
planning and disability management.”

the 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 provide 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 discase 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 visits and 70,000 inpatient stays. Eld | care AT w’:‘ I” o nSCLS
patients made half a million visits to HFHS facilities and accoun " gent’'s healt ,rr” ' e plan
for 25,000 hospital stays. Our views about the current challep - puilds ‘-‘]_?‘m]l i1 "l r”,,ulin.ltt
confronting Medicare are based on our many and varied experic % ity and impIer - hy and | amil
with the program while serving these patients. g ¢ per. The :e;’ﬂlr ittt A .unln;, pr
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Moving Toward A Coordinated Delivery System & A at T:mi * l;:;lﬁ\lc}l‘:
In 1965 the primary purpose of Medicare was to provide coverage e eir needs att! ”: ves als
hospital care. This coverage was expected to be equivalent to th The caft e u, utritic
types of coverage available to the working population. The workir . wishes. E_’“m;lw ; I.i e sventi
population, however, typically required acute care services fora,cd moniw““g‘ 1 ol ul thisn
dents and injuries. In trying to duplicate the health care coverag to sensory 1 o .uhl cant
received by employees for coverage to elderly and disabled perso Success l; i ! | :', primar
we reinforced an approach to care that is fundamentally inappropri elsewhere, l‘ (I |'M F) ha
ate for persons with serious, chronic disease. In the mid-1960s hos-" . c'rﬂlpf"-'h‘:““l i '2' 4 small
pitals not only were the centerpiece of care for persons with qcnous- % Care for the it "t nal med
illness, they often were the only places for such care. care model ” i '”P | vare, d
The nation is slowly coming to recognize that hospitals should 7§ care ccntcrn ' ,nsl inpat
not be the centerpiece of health care. Hospitals are acute care set- 8 rehensive 170 ,l ' At thes:
s tings, but the dominant health problems of the Medicare population & and loss of *1" l? ”,.  linic st
DELIVERY are chronic illnesses. Hospitalization of the older adult often results 8 gcfla""c Pr‘“. (i nt (ding tea
SYSTEM in decline unrelated to the progression of the acute problem that led % workers, P it

to the admission.? In general, less attention is needed on how to 88
reduce inpatient days; more study is required on how to provide S8
high-quality care in the most appropriate setting at the optimal
time. 5

At Henry Ford and elsewhere, providers are attempting to build 3%
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 challenging: Our 38
systems encompass many facilities and providers that have 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.

o

M

B 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 %
involves repeated brief visits, each addressing a single disease, mini-
mal follow-up, high use of ancillary services and specialists, and %
multiple treatment regimens prescribed by multiple providers. X
We know that there is a better way to provide geriatric care.! 4

Under an effective primary care model, an interdisciplinary primary i
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care team would conduct a comprehensive assessment of the pa-
rient'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 progressive, 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 services 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 are in place at Henry Ford and
clsewhere, but the model cannot thrive until Medicare supports
comprehensive geriatric primary care. The Program of All-Inclusive
Care for the Elderly (PACE) has operationalized a geriatric primary
care model but serves 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 revenues that accompany good
geriatric primary care. At these centers, nurse practitioners, social
workers, pharmacists, clinic staff, physicians, and other health care
professionals are providing team care to geriatric patients.’

B Medicatlons. An integral part of any primary care regimen,
especially for elderly and disabled persons, is the appropriate use of
medications. Persons age sixty-five 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* Appropriate use involves expert
assessment and access to the right drugs. Medication reviews by a
pharmacist are not covered by Medicare, although researchers have
documented the benefits of such reviews.”

Medicare’s failure to cover prescription medications seriously un-
dermines care for chronically ill patients. In Detroit 70 percent of
older adults have annual incomes below $25,000; a fifth of elderly
households live below the poverty level. Many 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 Organizations (JCAHO) 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 provide just a te
thirty-day supply of medications to our patients whose medig
costs exceed 25 percent of their income. Delivery systems are fg
pable of carrying this financial burden alone, but we cannot proy
effective health care to persons with chronic disease who can
obtain a regular supply of appropriate medications. <

B Home care. Home care services have been supported to reg i

the likelihood of hospitalization or to shorten hospital stays, T}
have succeeded in doing this, but there now is concern with
rising number and intensity of home visits. To curb the use of hg

care, the Balanced Budget Act (BBA) of 1997 proposed chang - five

whose result was to lower payments to efficient home care agencig
rather than rewarding their efficiency. The Henry Ford Hog
Health Care (HFHHC) agency, which averages twenty-two vig
per year for Medicare beneficiaries, well below the national averag
of eighty visits, must bear the financial loss. 1

Home health agencies now have little way of knowing in advange
of delivering care if their services will be reimbursed. For example, af
the HFHHC we develop and implement a care plan that include§
number and frequency of visits, length-of-stay, and types of services,
After the services have been delivered, HCFA can reject any portiof
or all of the plan and not make the payment. The current suspicion
directed at home care agencies will cause us to become more conser#
vative in our care planning, likely affecting health status negatively.?
For example, the types of services that Medicare will support in the
home often are limited by the presence of family members, even if
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 are placed in jeopardy.

In working with our own home care agency, we have 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 serious
problems and help patients to judge when medical care is necessary.
These are the very services that can help patients to avoid acute
exacerbations of chronic disease and losses in functional 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-
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For example, Medicare expects nursing home surve,
that preventive care to minimize the risk of pressure sores
types of physical decline is being performed on both bas.
skilled-care residents, even though Medicare does not cover
expenses of basic-care residents (while Medicaid may do so). Ofte. K4
however, Medicaid basic-care reimbursement does not reimburse
this type of “medical” service adequately. To the extent possible, the
costs of this service for Medicaid beneficiarices are shifted to private-
pay residents. Ironically, about a third of these private-pay residents
will spend down to Medicaid coverage levels before discharge.”

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 view. Given the highly tech-
nical care that skilled-care homes can provide, it scems 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-

I — — ——— ——— e
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care patient is currently twenty-six days, well under the 100z
limit. Linking skilled days to RUGs has provided a need-based
tionale for length-of-stay that challenges the value of the 1005§
limit. The elimination of the 100-day rule would be particulg
beneficial for elderly stroke victims, who often take more than jia e
days to reach maximum function. "

Moving Toward Chronic Disease Management

Medicare is organized around discrete, disconnected service eve
that occurred in the past, and therefore it is fundamentally reactig
The payment system supports the production of service units (sug
as visits, tests, or stays) without a clear vision of how these seryj
units combine to improve the health status of persons with chropj
disease and disability. After a century of producing discrete servig
units, we know that providers and patients can generate very largg
numbers of them. The relationship of these service units to health
status is more uncertain. :
The reactive, episodic model is particularly inappropriate f
Medicare beneficiaries, 88 percent of whom have at least one!
chronic condition.” Chronic diseases are 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 defining and
profiling a population, selecting desired outcomes, developing evi- 8
dence-based guidelines and protocols, measuring processes and |
outcomes, and instituting improvements. E
At the broadest level, Medicare beneficiaries can be grouped into &
two populations: those in relatively good health, for whom the goal 3
is to maintain optimal health and functional status as long as possi-
ble, and those with disability, for whom the goal is to slow the
progression of decline." Disease-specific populations (for example,
diabetics or persons with chest pain or depression) frequently are

targeted for improvements in management and performance meas-
urement. P

DELIVERY

Integral to a chronic disease management approach is perform-
ance measurement. Performance measures designed for specific 8
populatinns are the vehicle for moving 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 delivery systems, we
undermine chronic disease management. Performance measurement

;.
is posing significant challenges but will be a necessary partof any 3
strategy to provide cost-effective, high-quality care to Medicare
beneficiaries.” HCFA has made some commitment to performance
measurement for chronically ill populations but needs to move Y
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«To truly contain costs, we need to transform the organization
of care, regardless of payment-system changes.”

P4

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

t t " in discovering innovative ways to finance, study, prioritize, and
¢ eve -._' ! implement performance measures. As the largest payer of health
reactive B care services for the elderly, Medicare is accountable for the health
ts (such? 0] outcomes of its beneficiaries.
. service ] Henry Ford's experience with performance measurement mirrors
chroniclil that of the nation. David Eddy has characterized problems in this
- service 4 area as natural (inherent to the measurement process, such as low
Ty large b 4 frequency of cases, long time frames, outcomcs.thc plan cgnnnt con-
» health 1 trol, and so forth) and man-made (such as funding levels, inadequate
- information systems, organizational complexity, and too many
iate for o8 measures).” Yet despite these difficulties, Henry Ford and other
ast one ™ delivery systems are now producing clinical indicator and patient
amena- satisfaction reports that stand alongside our financial and utiliza-
rategies tion reports in assessing pcrffwrmalflcc. Cl?nicz.ll indicatqr reports suf- — ™
n which ‘ fer from the usual shortcomings, including imperfections in meas- SROROEALS
ing and urement, outcomes, and population definitions. However, they are a
ing evi- start at setting performance targets, tracking outcomes over time,
ses and B and drawing comparisons across clinics and systems. For the first
: { time we can ask, “What is our clinical performance for diabetics?" at
sed into 8 ,1; the same time that we ask, “What is the financial performance of our
the goal 8 separate services such as hospitals, clinics, and long-term care
s possi- ._._ services?”
ow the & Measurement is only a piece of chronic disease management.
xample, Working in concert with measurement are guidelines and protocols
ntly are that provide longitudinal plans of care that can cross settings and
& Meas. providers. Progress on such guidelines for the geriatric population
has been slow, although extended care pathways and clinical guide-
serform- paths offer promising approaches.” Similarly, PACE sites and social
specific HMOs (SHMOs) have guidelines for managing seriously chronically
pisodic ill and disabled patients over time. However, these efforts reach
of units relatively small numbers of geriatric patients in any given program
‘ms, we at any given time.
Irement To its credit, HCFA has supported PACE and SHMO demonstra-
t of any tions. However, it needs to see these programs not only as innova-
iedicare tive financing models but also as laboratories for developing ap-
rmance proaches to chronic disease management and measurement that
0 move have wide applicability. We are hopeful that the Health Care Financing
WEALTH AFFATRS - January/February 1909
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Review Medicare and Medicaid Statistical Supplement, 2005 will provig ___ization of care,
data on health outcomes for specific patient populations as we] ?E;lhiz:gcond likely
use and cost data on the separate service types. When we know o few patients are?
example, the outcomes for congestive heart failure patients, we s0 n to chang¢
be better able to judge if they received too few or too many : :E ected but how
care visits. ' ﬁnanc"“fl mel‘;?:s
Skepticism Over The Need For Change ; Cﬁcﬁ:ﬁm pr
We are aware that some readers will be skeptical about the difficuf » d"O{‘hfc plan wi
ties that delivery systems face in providing care to the elderly and enrolongcd home ¢
disabled. Two reactions seem likely. First, delivery systems may be stients receive h
viewed as self-interested institutions, seeking ways to manip b Ospimhzations‘
Medicare and other payers to support their inefficiencies. We P management
not defend the entire health care industry. As with any large indu aries will improv!
try with large amounts of money at stake, health care has a share g
providers who take advantage of payers. Clearly, legislation, regula: Next Steps
tion, and oversight are needed to minimize opportunities for abuse.® As We reflect on
Much of what outsiders view as inefficiency and waste, however,# jmportant to bu
reflects our attempt to deal with uncertainty about the best way to§ has made in the
— sesssssssss  help apprehensive patients and families cope with severe illness and that the elderly
DELIVERY disability. There are sure to be examples in our files—or any delivery§ insured, workir
SYSTEM system’s files—of patients who might not have met the criteria for Although the g
skilled care or who received extra home health visits. But often widely accepte
“overservice” reflects the distress and uncertainty our providers ex- of, and eligibili
perience by working face-to-face with people who are suffering. 3 seriously chal!
Denying care is not a paperwork process for us; it is highly personal. % been instrume
Could we do more to contain costs in the current organizational \ife for older &
environment, without sacrificing quality? Presumably, we could, Ao How can
although short-term solutions are not obvious. There is scant docu- e system of car
mentation on whether health care provision is dominated by that Medicar!
“errors” of commission or omission. Current attacks on quality un- 4 Medicare is €
der managed care overlook quality problems throughout health care.  * of health car¢
Our attention should be focused on the quality and appropriateness & is focused or
of health care, which are often unrelated to current changes in finan- ™ signiﬂcant i
cial incentive.” £ health. Targ
Furthermore, much of what we label “cost containment™ is merely 3 to shift cost
cost shifting: passing costs among payers and increasing the finan- i'r employers,
cial and care burden on families and patients. Older adults already prove the el
are spending approximately one-fifth of their incomes on health » To be ef
care, compared with 8 percent for working Americans. Cutbacks g have the p¢
in public funding for community-based programs such as special organized
transportation, meals, and housekeeper and home repair services ] tionary an
put additional pressures on health care providers and families. If we clderly. Tt
want to truly contain costs for all parties, we need to transform the g know doe
Cor— .
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--.changc it. We respond: The issue is not how many are
how seriously even a few are affected. The current
Jems of Medicare can be attributed to 5-10 percent of
ries. These patients most desperately need interdiscipli-
B oactive primary care, nced an opportunity to develop an
™ ol life plan with the help of family and practitioners, and need

~sed home care and other supportive services. Instead, these
nts reccive high-technology outpatient services and repeated
Siralizations. Without a coordinated approach to chronic dis-

e management, the health or financial outcomes of these benefici-
b will improve little, if at all.

‘Next Steps

"M we reflect on ways to improve Medicare in the next century, it is
L jmportant to build from the valuable contribution that the program
made in the past. A fundamental goal of Medicare was to assure
& that the elderly have access to the same level of care enjoyed by
& jnsured, working persons.” This was a radical idea in the early 1960s.
& Although the goal has not been fully achieved, the basic idea is now
lers gl i widely accepted. Reform discussions address the scope of, financing
fferin b 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 see
significant improvement in total health care costs or population
health. Targeting the payment system can identify innovative ways

rson;

docy:
cd l'_.g'.-

crely 8 : ;

nan. 8 to shift costs—moving costs to patients, families, delivery systems,

cadv B employers, and other insurers—but is unlikely to dramatically im-
oy

prove the efficiency and quality of the overall system of care.

1:]1:2 To be effective in the twenty-first century, HCFA will need to
cial W have the political support and the resources to change. Medicare is
ices organized around a set of principles that are fundamentally infla-
e tionary and frustrate efforts to improve the health status of the
the elderly. There must be a willingness to risk parting with what we

know does not work and to build organizational and payment sys-

I e
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tems based on coordinated systems of care an chronic djse .
agement. e T
Making the transformation will also require an infusion af HI?K V¥V 4
i L ! ) . t
sources, no matter how politically unpopular thy may be, perk RO ()t

most importantly, HCFA needs to enter the infor
aging chronically ill populations across the contj
measuring changes in health status require sq
tion systems. The technology is available; HCFA
to invest in it. Such a system would enable Medjcqre to red
case-by-case micromanagement of health Care providers 2 dugc-'
the capability to audit providers based on lnngillldim]an Id
improvements in health starus, " care g
No single organization is berter positioned ¢

Mation age b MU gy " ."""
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han HCEA is to take & # tl'.um\\ln.u:t ":. \

the leadership in framing a new approach ro ¢are of the elder] L LUR  FRALTETIYO
disabled. Let us be clear: We are not ad\'ocating that ||(~I_.E\'“ ". \.‘:\.‘ Wiy, |
all of the expense of caring for these populations In fact “’_ .‘;::11"m L ) i‘l ) ‘;u. \
that a new approach could reduce Medicare cogyy But we (] h'c"‘: i 8 n;m‘”h Wy
that Medicare must take the initiative in bui]dlng A nation ,it . _ink VW u.“ “ Wy
sus around what level of health is achievable for t‘!-.lm-[)- lm.l ;-l'lnscn- ETTPRR AN AL
— Mo Amcricans, and how we can collectivcly reach tha Ri'l::l A‘"l'»a?)lcd B I'-:;:tﬂ“" W ml\-q‘- b
142 DELIVERY holders need to be brought togethcr—-consumcrs, Medicare h;t"kc' STV \":“' o
SYSTEM aid, delivery systems, community-based agencies, t‘lhp.lnt'.' cdic- A ih "«lh‘.r" L M &
health plans—to develop a shared understangl;, Yers, and 9 Wuny M ,

8 of what we
be trying to achieve. should
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