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Medicare Structural Reform: Background and Options

Summary

Medicare is a nationwide health insurance program for the aged and certain
disabled persons. Over its nearly 37-year history, it has provided important
protectionsfor millions of Americans. However, the program isfacing anumber of
problems. One concern isthat Medicare s financing mechanisms will be unable to
sustain it in the long run. Many are also concerned that the program’s structure,
which in large measure reflects both the health care delivery system as well as
political considerations in effect at the time of enactment, has failed to keep pace
with the changes in the health care system as awhole.

Themajor problemsfacing Medicare, and possible solutionsto these problems,
have been debated for anumber of years. Some persons suggest that major structural
reforms are required. However, others contend that the existing system should be
improved rather than replaced. To date, no consensus has been reached. In recent
years, the major focus has been on providing prescription drug coverage for
beneficiaries. Someobserversstatethat it would beinappropriateto add anew costly
benefit before structural reforms are enacted. Other observers state that seniors,
particularly low-income seniors, should not be required to wait for benefits until
resolution of the entire restructuring issue.

The 108™ Congress is expected to consider a variety of Medicare reform
proposals. Some changes could be made while still retaining Medicare's current
structure. Examples include increasing the program’s dligibility age, introducing
means testing, increasing beneficiary cost-sharing, and introducing innovationsinto
thecurrent fee-for-service program. Other changescould only be madein the context
of maor program restructuring. Proposals which have been suggested include
modernizing the benefit structure and combining the Part A and Part B programs.
Also receiving attention are variations of a premium support model under which
beneficiaries would be entitled to a specified level of financial support toward the
costs of Medicare covered services. Many of the proposals could be combined as
part of anoverall reform packagethat wouldinclude prescription drug coverage. The
Congressmay al so review the operati ons of the agency that administersMedicareand
could consider restructuring that agency. This report will be updated to reflect
legidlative activity.
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Medicare Structural Reform:
Background and Options

Overview

Medicare is a nationwide health insurance program for the aged and certain
disabled persons. Over its nearly 37-year history, it has provided important
protectionsfor millions of Americans. However, the program isfacing anumber of
problems. One concern is that Medicare' s financing mechanism will be unable to
sustain it in the long run. Many are also concerned that the program’s structure,
which in large measure reflects both the health care delivery system as well as
political considerations in effect at the time of enactment, has failed to keep pace
with the changesin the health care system asawhole. A related concern iswhether
the program’s benefit structure adequately responds to the health care needs of
today’ s aged and disabled populations.

A number of observershave stated that the programisnow at acritical juncture.
Some persons suggest that major structural reforms are required. However, others
contend that the existing system should be improved rather than revamped. The
followingisabrief overview of the major issuesunderlying the debate. Theseissues
are discussed in more detail in subsequent sections of the report.

Medicare and the Federal Budget

Medicareisthe nation’s second largest socia welfare program, exceeded only
by Socia Security. It isan open-ended entitlement program that provides coverage
for a defined package of services. Medicare is a mandatory spending program; it
pays for as many covered medical services as the digible population uses. As a
result, it is difficult to control overall program spending.

Medicare is a key concern for policymakers, not only because of its role in
financing health care for the elderly, but also because it represents amajor spending
item in the federal budget. Net program outlays (after deduction of beneficiary
premiums) will represent an estimated 11.4% of total federal outlays ($237 billion)
in FY 2003 and are expected to reach 14.9% of total federal outlays ($431.7 billion)
by 2012.

Medicare Financing
Solvency. Medicareisactually two programs—Medicare Part A and Medicare

Part B. Each program has a different financing mechanism. Medicare Part A is
primarily financed by current workers and their employers through a payroll tax.
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Medicare Part B (Supplementary Medical Insurance (SMI)) is financed by a
combination of monthly premiums levied on current beneficiaries and federal
general revenues (tax dollars).

Because of its financing mechanism, Part A has been subject to considerable
scrutiny. Almost from its beginning, the program hasfaced a projected shortfall. At
the present time, income to the Part A Hospital Insurance (HI) trust fund exceeds
benefit payments and administrative costs. However, this situation is sated to
reversein the future with outgo exceeding income. At some point, the assetsin the
program will beinsufficient to pay benefits. Under current projections, thefirst year
that outgo will exceed income (excluding interest) is 2016 and the year the program
will becomeinsolventis2030. Thesedatesrepresent asignificantimprovement over
projectionsmadeonly afew yearsearlier and refl ect theimpact of | egislative changes
which had the effect of restraining the growth in Part A spending. Despite the short
term improvements, thelong range deficit issignificant. Thelong-range projections
reflect anumber of factorsincluding an increase in medical care costs, the increase
in size of the Medicare population with the retirement of the baby boomers, and a
reduction in the ratio of workers paying the payroll tax (which finances the Part A
program) to beneficiaries receiving benefits.

Many observers contend that it is no longer appropriate to view the Part A and
Part B programs separately. Part B does not face exhaustion because of the way it
is financed. However, projected spending growth in both programs is viewed as
unsustainable over time. Many persons suggest that a comprehensive approach is
required both to address the program’ s financing issues and to bring the program’s
benefit structure into the 21% century.

Current Issues. Recently, considerable attention has been focused on the
Medicare Part A “surplus.” As noted, income to the HI trust fund during a year
currently exceeds outgo during the year. Some persons have |abeled the difference
between HI income and outgo asa*“surplus.” Any excessin ayear istreated as part
of the overall “on budget” surplus (unlike the Social Security surplus which is off
budget). Some persons are concerned that the temporary Medicare surplus will be
used either for other government spending or to finance anew drug benefit, thereby
shortening the time before the program becomesinsolvent. However, others suggest
that using the “surplus’ for the Medicare population, for example to finance a new
drug benefit, might be appropriate.

Benefit Structure

Medicare' s benefit design has remained relatively unchanged since enactment
of theprogramin 1966. Many personsview thistime asan opportunity to reexamine
the structure aswell asthe financing of the program. Several key components of the
current system are being reexamined.

Coverage Gaps. WhileMedicare providesbroad protection agai nst the costs
of many, primarily acutecare, services, it only coversabout one-half of beneficiaries
total health carebill. The program includessignificant cost-sharing chargesfor most
covered services, provides only limited protection for some other services (such as
prescription drugs and nursing home care) and includes no protection against the
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costs of some other services (such ashearing aids). Further, the program includes no
upper limit (“catastrophic limit”) on cost-sharing charges.

Interaction With Other Coverage. Most individuals have some coverage
in addition to basic Medicare benefits. Many observers have suggested that when
reviewing Medicare’ s coverage, it isimportant to understand the interaction of this
supplementary coverage with Medicare. Thisisnot an easy task, sincethereiswide
variation among plans in the services covered and total costs to beneficiaries.
Further, there are indications that the scope of supplementary coverage available to
some persons may be eroding.

Low-Income. Of particular concern to policymakersisthe impact of out-of-
pocket health spending on low-income persons without supplementary insurance
protection. This population group is generally viewed as being the most at risk for
health costs not covered by Medicare.

Benefit Design. Currently Medicare guarantees beneficiaries coveragefor a
defined set of benefits. Some observers have suggested that the concept of a defined
package of Medicare benefits should be reexamined. They suggest that the program
should use a defined contribution model under which thefederal government would
guarantee adefined payment per beneficiary. A variation on thisapproachisknown
as the premium support model. Under premium support, payment would be made
to private health care plans for a portion of the premiums charged by the plans for
covered Medicare benefits.

Beneficiary Perceptions and Concerns. Medicare provides millions of
senior citizens and disabled persons with significant protection against the costs of
their health care. Beneficiaries value the program and register strong opposition
when policymakers suggest reducing the benefits or increasing the program’'s
premiumsor cost-sharing charges. Theability of beneficiariesto shoul der additional
costs is of concern, particularly in light of the fact that most beneficiaries have
relatively modest incomes. For example, 65% of the Medicare population had
incomes below $25,000 in 2000.

Program Administration

For some time, observers have expressed concern over the way in which
Medicare hasbeen administered. Some personsbelievethat the Centersfor Medicare
& Medicaid Services (CMS), formerly the Health Care Financing Administration
(HCFA), has not been provided with sufficient resources, both staff and funding, or
management flexibility to enable it to carry out its ever increasing responsibilities.
Others believe it is time to restructure Medicare' s administrative entity — either by
separating Medicare administration from the oversight of Medicaid and other state-
based health programs or, aternatively, creating a separate entity to administer
Medicare’ s managed care program and any new prescription drug benefit. Thislast
view may have been partially addressed by the 2001 administrative reorganization
of HCFA into CMS with its three mgjor divisions. the Center for Medicare
Management responsible for Medicare's fee-for-service program; the Center for
Beneficiary Choices responsible for beneficiary education, the Medicare +Choice
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program, and grievance and appedls, and the Center for Medicaid and State
Operations responsible for programs administered by the states.

Current Reform Discussion

Themagjor problemsfacing Medicare, and possible solutionsto these problems,
have been debated for anumber of years. However, to date, no consensus has been
reached. In recent years, the major focus has been on providing prescription drug
coverage for beneficiaries. However, some observers have suggested that it would
be inappropriate to add a new costly benefit before the financial soundness of the
basic programisassured. They also suggest that drug coverage should not be added
until the whole benefit structure is reexamined. Other observers have stated that
seniors, particularly low-income seniors, need a drug benefit. They contend that
these persons should not be required to wait for drug benefits until resolution of the
entire restructuring issue. Further, some of these persons argue that while the
program needs improvements, major structural reforms are not required.

A number of these concerns were addressed by the National Bipartisan
Commission on the Future of Medicare (hereinafter referred to as the Medicare
Commission). This Commission, established by the Balanced Budget Act of 1997
(BBA, P.L. 105-33), was to develop recommendations concerning a number of
program issues. The recommendations were to be submitted to the Congress by
March 1, 1999. The Commissionfailedto get therequired 11 of 17 Commissioners
votesfor areform proposal. However, the“Breaux-Thomas proposal” (named after
Senator Breaux and Congressman Thomas, the two chairmen of the Commission)
gained 10 votes. This plan, which was based on the premium support model, served
asthe basisfor subsequent discussion of theissues. A modification of this proposal
was introduced in the 106" Congress (S.1895); this was known as “Breaux-Frist
1" (after Senators Breaux and Frist). A revised version, which focused primarily on
drug coverage and some managed care reforms, was al so introduced several months
later (S.2807); thiswasknown as* Breaux-Frist 2" Slightly revised versions of these
bills were introduced in the 107" Congress (S.357, the Medicare Preservation and
Improvement Act of 2001, and S.358, the Medicare Prescription Drug and
Modernization Act of 2001). They were also referred to as “Breaux-Frist 1" and
“Breaux-Frist 2.”

The primary focus of the discussion in the 107" Congress was on prescription
drug coverage. Additionally, the 107" Congress considered, but was also not able
to reach agreement on other M edi careissues, such asaddressing declining enrol|ment
in the M+C program and reduced payments for physician services. The House
passed H.R. 4954, on June 28, 2002, legidlation that included a prescription drug
benefit, and other major changesto the Medicare program, such as Medicare+Choice
program and provider payments. The Senate considered, but did not pass, S. 2729,
(the “Tripartisan” bill) that would have added a prescription drug benefit,
restructured Medicare cost sharing, and changed the program administration.



CRS5

Background on the Medicare Program

Medicare is a nationwide health insurance program. In FY 2003, the program
will cover an estimated 34 million aged personsand an additional 6 million disabled
individuals. CBO’ sMarch 2002 baseline estimatestotal program outlaysin FY 2003
at $264.8 billion; net Medicare outlays (after deduction of beneficiary premiums) are
estimated at $237 billion. Medicare actually consists of two distinct parts— Part A
( HI) and Part B (Supplementary Medical Insurance, SMI).

Coverage

Medicare is not ameans tested program; that is, there are no income or assets
tests for coverage. Almost all persons over age 65 are automatically entitled to
MedicarePart A. Part A also providescoverage, after a24-month waiting period, for
personsunder age 65 receiving social security cash benefitson thebasisof disability.
Most persons who need a kidney transplant or rena dialysis are also covered,
regardless of age.

Participationin Medicare Part B isvoluntary. All personsover 65 and all those
enrolled in Part A may enroll in Part B by paying a monthly premium ($58.70 in
2003). Most persons eligible to enroll in Part B do so.

Benefits
Covered Services. The Part A program covers the following services:

e Inpatient Hospital Services — Days 1-60 in a benefit period" are
subject to a deductible ($840 in 2003). Days 61-90 in a benefit
period are subject to a daily coinsurance charge ($210 in 2003).
Beneficiaries have 60 lifetime reserve days which may be drawn
upon for stays in excess of 90 days; these lifetime reserve days are
subject to a daily coinsurance charge ($420 in 2003).

e Skilled Nursing Facility (SNF) Services — Up to 100 days post-
hospital carein abenefit period. Days 21-100 are subject to adaily
coinsurance charge ($105 in 2003)

e Home Health Care — No cost-sharing isrequired

e Hospice Care (home care services for the terminally ill). Nominal
copaymentsare charged for outpatient prescription drugsand respite
care.

Part B covers physicians services, laboratory services, durable medical
equipment, other medical services, aswell asaportion of home health expenses. In
general, beneficiaries areliable for a$100 deductible. The program then pays 80%
of Medicare's recognized payment amount, while the beneficiary is liable for the

1 A benefit period beginswhen aperson enters ahospital or skilled nursing facility and ends
when the individual has not received hospital or skilled nursing care for 60 daysin arow.
Anindividual can have an unlimited number of benefit periods.
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remaining 20%. Beneficiary cost sharing does not apply to clinical laboratory
services, certain preventive services, and home health care.

Payments for Services. Under “origina” or “fee-for-service” (FFS)
Medicare, beneficiaries obtain services from providers of their choice. Medicare's
payment policies determine the amounts that providers will be paid for covered
services and supplies used by the beneficiaries. These payment policies have moved
away from paying fees for each service rendered and basing this reimbursement on
allowable costs or allowable charges. Instead, Medicare uses different rate setting
methodsfor each provider typeor category of serviceto determine payment amounts.
Depending upon the setting, services can be bundled together; most payment
amountsare predetermined in that they are set in advance; many are subject to certain
limits, somearestill partialy determined by aprovider’ sincurred costs. Medicare's
current payment policies are myriad, complex, and often affected by past
reimbursement practices. Simply put, Medicare does not negotiate prices or solicit
bids to set competitively determined payments.

In general, Medicare uses either prospective payment systems or fee schedules
to establish specific predetermined payment amounts for each service or bundle of
services. Medicare adj uststhese predetermined paymentsto account for factors, such
astherelative costliness of patients, and practicelocation or cost of living differences
that affect costs but cannot be controlled by the individual provider or supplier.

Under aprospective payment system (PPS), Medi care bases reimbursement on
the average costs associated with an episode of care, regardless of the scope, type,
and level of services provided to an individual patient. Medicare adopted the first
PPSfor inpatient hospital servicesinthe early 1980s. InthisPPS, hospitalsare paid
a standard amount or average cost for each discharge adjusted for a patient’s
diagnosis (specifically, a patient’s diagnosis related group or DRG) as well as, for
wage variations of a hospital’s geographic location, extent of physicians training
programs, and amount of care provided to low-income patients (asadisproportionate
share hospital). Most recently, Medicare has established prospective payment
systemsfor skilled nursingfacility services (SNF) services, homehedth services, and
hospital outpatient services. The specifics of these payment policies, including the
unit of payment and patient classification system that establishesthe episode of care,
vary by type of provider.

Medicare pays for a number of services under Part B using a fee schedule,
including physician and laboratory services as well as durable medical equipment.
Againthe payments are determined in advance. However, the unit of payment tends
to be narrower than the services that are bundled together and used as the basis of
reimbursement in many of Medicare’ s prospective payment systems. For example,
under the physician fee schedul e, apayment ismadefor each service provided during
the office visit. In most cases, a physician can bill for more than one service
provided during that officevisit. The exampleswhere services are bundled together
and covered under one payment, such as a globa fee which covers al physician
services provided for asurgical procedure, are few.

Medicare+Choice. Sincetheearly 1980s, Medicare beneficiaries have been
able to enroll in some type of managed care plan, most commonly health
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mai ntenance organizations (HMOs). Beneficiariesget all of their Medicare services
through the HMO. The HMO agrees to assume the risk for paying for covered
services; inreturn, M edi care makes a predetermined monthly payment to theplanfor
each enrollee.

The Balanced Budget Act of 1997 (BBA, P.L.105-33) established the
M edicare+Choice program. Thisprogram, which became effective January 1, 1999,
expanded the types of managed care arrangements that could potentially serve
Medicare beneficiaries to include, among others, private fee-for-service
organizations, preferred provider organizations, and provider sponsored
organizations. However, HMOs remain the primary managed care arrangement
available to Medicare beneficiaries. As of December, 2002, less than 13% of the
Medicare population obtained services through Medicare+Choice plans.

Traditionally, Medicare paymentsto HM Osvaried considerably throughout the
country. In areas where payment rates were high (for example, Southern Florida),
HMOs were typically able (and were often required) to offer servicesin addition to
those covered under the basic Medicare program. Of particular importance was the
ability of a number of plans to offer prescription drug coverage at little or no
additional cost to beneficiaries. Conversely, in lower payment areas (for example
Minneapolis-St. Paul metro area), plans typicaly did not offer a similar scope of
additional benefits. If they did cover extra benefits, they charged the beneficiary a
premium (which was in addition to the Part B premium which all enrollees are

required to pay).

BBA significantly modified the payment methodology beginning January 1,
1998. The changeswere designed to reduce the wide variation in payments and the
year-to-year volatility that resulted from the old payment rules, especialy in less
populated counties. As a result, capitation payments in many previously high
payment areas are seeing relatively small year-to-year increases. The managed care
industry has argued that the changesin payment policies have resulted in inadequate
reimbursement rates. However, reviews by both the General Accounting Office
(GAO)? and the Inspector General of the Department of Health and Human Services
(HHS)® suggest that the payments are still adequate to cover the costs of Medicare
covered benefits. In many cases, the issue is whether plans can continue to offer a
range of extra services at relatively low cost to beneficiaries. Many plans question
whether they can continue to be competitive if they drop prescription drug coverage
or, aternatively, institute significant cost-sharing requirements for the coverage.
These concerns, coupled with other business considerations, led a number of
Medicaret+Choice organizations to reduce their service areas or pull out of the

2 U.S. Genera Accounting Office. Medicare+Choice: Plan Withdrawals Indicate
Difficulty of Providing Choice While Achieving Savings. GAO/HEHS-00-183. September
2000.

3U.S. Department of Health and Human Services. Office of Inspector General. Adequacy
of Medicare's Managed Care Payments After the Balanced Budget Act of 1997.
Memorandum to HCFA Administrator, A-14-00-00212. September 18, 2000.
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program entirely.* In response to these concerns, the Balanced Budget Refinement
Actof 1999 (BBRA, P.L.106-113) and the Medicare, Medicaid, and SCHIP Benefits
Improvement Protection Act of 2000 (BIPA, P.L.106-554) included provisions
designed to encourage organi zationsto participatein the M edi care+Choi ce program.

Administration

Since 1977, Medicare has been administered by the Centers for Medicare &
Medicaid Services (CMS), formerly the Health Care Financing Administration,
within the Department of Health and Human Services. CMSisalso responsible for
overseeing Medicaid and the State Children’ s Health Insurance program, enforcing
the Clinical Laboratory Improvement Act, and enforcing the Administrative
Simplification and Health Insurance Portability provisions of the Health Insurance
Portability and Accountability Act (HIPAA). To perform these duties, CMS has
about 4,500 full time employees, about 65% of whom work in the agency’'s
headquarters offices in Baltimore, MD, and Washington, DC, with the remainder
working in the agency’s 10 regional offices around the country. In addition to the
agency’ s federal workforce, CMS oversees about 47 claims processing contractors
(generally private insurance companies) who employ an estimated 22,000 peopleto
evaluateand pay Medicareclaims. Other private and public sector employees—those
who work for quality improvement organizations (QIOs - formerly known as peer
review organizations) that determine the appropriateness of care in hospitals and
other settings, private sector accrediting agencies (such as the Joint Commission on
Accreditation of Healthcare Organizations or JCAHO), or state survey agencies —
also perform review, inspection, and evaluation functions to support the Medicare
program.

Supplementary Coverage

Most beneficiaries depend on some form of private or public coverage to
supplement their M edicare coverage. Inthefall of 1999,° about12.5% of community-
based (i.e., non-institutionalized) beneficiariesrelied solely on thetraditional fee-for-
service Medicare program for protection against the costs of care; about 17% of
beneficiarieswereenrolled in managed care organizations.® (Theproportion enrolled
in Medicare managed care has since dropped below 13%.)

* For afurther discussion of M+C see CRS Report RL30702, Medicare+ Choice, by Hinda
Ripps Chaikind and Madeleine Smith.

®> Some beneficiaries have supplemental protection throughout the year, while others may
only have the protection for a portion of the year. Different studies rely on different
measurements and therefore yield somewhat different data. The most recent study looks at
beneficiaries' insurance status in the fall of 1999.

¢ Data are from the Barrents group analysis of 1996-1999 Medicare Current Beneficiary
Survey (MCBS). Beneficiarieswere classified by their primary health insurance and were
counted in only one of the following categories (in hierarchical order for beneficiarieswith
morethan onetype): Medicare HM O, Medicaid, employer-sponsored plan, Medigap, other
public, and fee-for-service only. Laschober, Mary et. al. Trendsin Medicare Supplemental
Insurance and Prescription Drug Coverage, 1996-1999. Health Affairs, Web Exclusive.
February 27, 2002.
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The majority of the community-based Medicare population (57.4% in the fall
of 1999) have private supplemental coverage. Thisprivateinsurance protection may
be obtained through a current or former employer (33.1% had such coverage in the
fall of 1999). It may also be obtained through an individually-purchased policy,
commonly referred to as a“Medigap” policy (24.3% had these plans in the fall of
1999). In addition, a smaller percentage (about 10.9% in the fall of 1999) have
coverage under Medicaid, the means tested federal -state health insurance program
for the poor or persons who become poor after incurring large medical expenses. A
small group (1.9% in the fall of 1999) have supplemental coverage from one of a
variety of other sources (such as state-sponsored pharmacy assistance programs or
through the Veterans Administration).’

Beneficiary Characteristics

Beneficiary Incomes. Most beneficiaries have relatively low incomes. In
2000, 5% of beneficiaries had incomes of $5,000 or |ess, 20% had incomes between
$5,001 - $10,000, 17% had incomes between $10,001 and $15,000, and 22% had
incomes between $15,001 and $25,000. Twenty percent of the population had
incomes between $25,001 and $40,000, while only 16% had incomes over $40,000.2

Degspite the relatively low average income levels, there has been a significant
improvement in the poverty rate for the elderly. In 1970, 24.6% of the elderly
population had incomes below poverty; in 2001 the figure had declined t010.1%.
However, the rate for children climbed dlightly over the period (from 15.0% to
16.3%) and is now considerably above that for the elderly.® These findings have
rai sed questionsregarding the appropriate use of limited resources avail ableto assist
persons across al age groups.

Beneficiary Spending. Most beneficiaries pay out-of-pocket for a portion
of their health care expenses. These payments vary not only by the total level of an
individual’s health care expenses, but also by whether or not the individual has
supplementary coverage and what type of supplementary coveragetheindividual has.

Severa studies have examined the level of out-of-pocket expenses and the
relationship of these expensesto income. An analysis by researchers at the Urban
Institute estimated that €l derly beneficiarieswoul d spend, on average, $3,142 out-of -
pocket for their health carein 2000. Of this amount, 20.9% was for Medicare cost-
sharing charges, 20.5%for the Part B premium, 30.3%for non-Medicare servicesand
28.3% for premiums for supplemental health insurance. The authors estimated that
out-of-pocket spending represented 21.7% of income for elderly beneficiaries; the
percentage was significantly higher for those in poor heath with no insurance

" Ibid.

8 DHHS, Centersfor Medicare and Medicaid Services. Program Information on Medicare,
Medicaid, SCHIP, and other Programs of the Centersfor Medicareand Medicaid Services,
June 2002 edition.

® U.S. Social Security Administration. Annual Statistical Supplement, 2001, and
[ http://www.census.gov/hhes/poverty/povertyOl/tabl el. pdf].
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(44.0%) and for older low-incomesinglewomenin poor health (51.6%). Theauthors
further projected that out-of pocket spending would increase rapidly over the
following decade, in part because of the high growth rate for drug spending.*

A morerecent study showed similar results. 1n 2002, the elderly’ s mean out-of -
pocket spending is estimated at $3,757 accounting for 22.3% of income. Medicare
liability (Part B premium and cost-sharing) accounted for $1,470 of the total.**

Medicare Financing: Background and Issues

Financing Part A and Part B

Thefinancing mechanismsfor Part A and Part B are completely different. Part
A isprimarily financed by current workersand their empl oyer sthrough apayroll tax.
Each pays apayroll tax of 1.45% on earnings. The self-employed pay 2.9%. Unlike
Social Security (which in 2003 has a taxable earnings base of $87,000), there is no
upper limit on the amount of earnings subject to the tax. Part B is financed by a
combination of monthly premiums levied on current program beneficiaries and
federal general revenues. In 2003, the monthly premium is $58.70. By law,
beneficiary premiums equal 25% of Part B costs; federal general revenues (i.e., tax
dollars) account for the remaining 75%.

Financial operationsfor Part A are accounted for through the Health Insurance
(HI) trust fund while those for Part B are accounted for through the Supplementary
Medical Insurance (SM1) trust fund. Both funds are maintained by the Department
of the Treasury.? Each fund is overseen by a Board of Trustees who makes annual
reports to Congress concerning their financial status.

Financial Status of Part A and Part B

Almost from its inception, the HI trust fund has faced a projected shortfall.
When observers refer to the impending insolvency of Medicare they are actually
referring to the pending insolvency of the HI trust fund. The SMI trust fund does not
face exhaustion because of the way it is financed. However, the SMI trustees
continue to voice concern about the rapid growth in Part B program costs.

Part A Projections. The Board of Trustees projected insolvency for the HI
fund beginning with the 1970 report (which was less than 4 years after the program

10 Maxwell, Stephanie, Marilyn Moon, and Misha Segal. Growth in Medicare and Out-of-
Pocket Spending: Impact on Vulnerable Beneficiaries. Commonwealth Fund, Urban
Institute. January 2001.

1 Maxwell, Stephanie, Matthew Storeygard and Marilyn Moon. Modernizing Medicare
Cost-Sharing: Policy Optionsand I mpacts on Beneficiary and Program Expenditures. The
Commonwealth Fund, November 2002.

12 The trust funds are an accounting mechanism; there is no actual transfer of money into
and out of the fund.
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went into effect). Theinsolvency date was postponed a number of times, primarily
dueto legislative changes which had the effect of restraining the growth in program
spending. The lower growth rates were achieved largely through reductions in
paymentsto providers, primarily hospitalsand physicians. Generaly, thesemeasures
were part of larger budget reconciliation laws which attempted to restrain overall
federal spending.

Efforts to curtail program spending intensified as Congress considered
legidation to bring the entire federal budget into balance and culminated in the
passage of the BBA.™® Thislegislation achieved significant savingsin Medicare and
extended the solvency of the Part A trust fund. The legidation achieved these
savings by again slowing the rate of growth in payments to providers and by
establishing new payment methodologies for certain service categories. BBA aso
provided for thetransfer of some home health spending from Part A to Part B. While
theactual transfer from Part A did not reduce overall program spending, it did reduce
Part A spending and thus delayed the Part A projected insolvency date.

A number of observers contended that the savings achieved through the
enactment of BBA were greater than intended at the time of enactment and had
unintended consequences for health care providers. As aresult of these concerns,
Congress subsequently enacted BBRA and BIPA. These measureswere designed to
restore some of the BBA spending reductions.**

Current Projections. In early 1997, the trustees projected that the Part A
fund would become insolvent in 2001. Following enactment of BBA, significant
improvements were recorded in the short-term projections. These new projections
reflected anumber of factorsincluding BBA and strong economic growth. Despite
enactment of both BBRA and BIPA, which increased program spending, thetrustees
have continued to delay the proj ected insol vency date. Most recently, the 2002 report
projectsthat the program will remain solvent until 2030, 5 years|ater than projected
in the 2000 report.

Whileshort-term estimates haveimproved, thedeficit isgreater than previously
thought for the long-range projection period. Inlarge measure, thisisattributableto
a revision (beginning with the 2001 report) in the assumptions used to calculate
expenditure growth.

3 For ahistory and summary of BBA see CRS Report 97-802, Medicare Provisions of the
Balanced Budget Act of 1997 (BBA, P.L. 105-33), by Jennifer O’ Sullivan, Celinda Franco,
Beth Fuchs, Bob Lyke, and Richard Price.

14 For adiscussion of the BBRA and BIPA legislation aswell asthe Medicare cost estimates
made subsequent to enactment of BBA, see: 1) CRS Report RS20484, Trendsin Medicare
Spending: Fact Sheet, by Hinda Ripps Chaikind; 2) CRS Report RL30860, Medicare
Provisions in the Balanced Budget Refinement Act of 1999 (P.L.106-113), by Carolyn
Merck, Jennifer O’ Sullivan, Madeleine Smith, and Sibyl Tilson; and 3) CRS Report
RL30707, Medicare Provisions in the Medicare, Medicaid, and SCHIP Benefits
Improvement and Protection Act of 2000 (BIPA, P.L.106-554) by Hinda Ripps Chaikind,
Sibyl Tilson, Jennifer O’ Sullivan, Carolyn Merck, and Madeleine Smith.
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The trustees state that to bring Part A into financial solvency over 75 years
(CY2002-CY 2076), either outlays would haveto be reduced by 38% or total income
increased by 60% (or some combination thereof) throughout the 75-year period. As
noted, the primary income sourcefor Part A ispayroll taxes. Many observersoppose
any increase in payroll taxes to support the program. They feel that current taxes
already represent aconsiderabl e drain on theincomes of many middle classworkers.
They also suggest that merely increasing taxes would not address the program’s
inherent inefficiencies, including the inability of the program to constrain cost
growth.

Demographic Considerations

The financing problems facing Medicare are expected to be magnified starting
in 2011 when the program will begin to experience theimpact of major demographic
changes. First, baby boomers (those born between 1946 and 1964) begin turning age
65. Second, thereisashiftinthe number of workers paying the Medicare payroll tax
and supporting those persons receiving benefits under Part A. Currently, there are
approximately 4.0 workers per beneficiary; in 2010 there will be 3.7. By 2030 the
ratio will have declined to 2.4.

Who Pays for Benefits

Another series of issues relates to who is, or should be, paying for covered
benefits. Many beneficiaries feel that the combination of the payroll tax they paid
during their working careers coupled with their Part B premiums represents full
payment for their M edicare benefits. Various studies have shown that thisis not the
case. Most persons on Medicare today receive considerably more in Medicare
benefits over their lifetimes than they pay in; thistrend is expected to continue into
future years for low and average wage earners;, however, over time, high wage
earners are expected to pay more into the system than they get back.

Under the current system, current workers pay apayroll tax to cover benefitsfor
current Part A beneficiaries. Current workers also pay the mgjority of Part B costs
since the federal government (i.e., current taxpayers) funds 75% of the costs of that
program. These financing mechanisms have raised intergenerational equity issues.
Many younger persons recognize that the program provides significant help to their
parents and grandparents and has relieved them of some potential health-care
expensesfor family members. However, someyounger individual scontend that they
should not be required to assume amajor portion of the costs for older populations.
Many of these same individuals question whether Medicare will be there when they
retire.

Medicare and the Federal Budget

Medicare is a key concern for policymakers, not only because of its role in
financing health care for the elderly, but also because it represents amajor spending
iteminthefederal budget. The Congressiona Budget Office (CBO) estimated total
Medicare outlays for FY2003 at $264.8 billion; net outlays (after deduction of
beneficiary premiums) are estimated at $237 billion. Net outlays represent an
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estimated 11.4% of total federal outlaysin FY 2003. CBO projected the percentage
would riseto 14.9% of total federal outlaysby FY2012. CBO further estimated that
total Medicare spending would represent 2.4% of the gross domestic product (GDP)
in 2003, rising to 2.8% in 2012.%

Current Issues

HI “Surplus”. Ingenera, incometo the Hospital Insurance Trust fund during
ayear exceeds outgo during the year.’® Under current projections, the first year that
outgo will exceed income, excluding interest, is2016. Thefirst year that outgo will
exceedincome, includinginterest,is2022. Some personshavelabeledthedifference
between HI income and outgo as a “surplus.” The trustees estimate that the total
surplus would be $453 billion over the FY 2002-FY 2011 period. In March 2002,
CBO estimated the surplus at $362 for the same period.

Any excessinayear istreated as part of the overall “ on-budget” surplus (unlike
the Social Security surplus which is off budget). Many persons are concerned that
thetemporary Medicare surpluswould be used for other government spending rather
than debt reduction. To counter this, some Members have recommended that the
Medicarefundsbeplacedina“lockbox.” Under alockbox proposal, apoint of order
could be raised on the House or Senate floor against any tax or spending legislation
in ayear that would reduce the on-budget surplusto lessthan the HI surplusreceipts
in that year."’

Some persons argue that the surplus represents Medicare money and therefore
can be used for any Medicare-related purpose including a prescription drug benefit.
Others argue that if surpluses from the trust fund are used for anew drug benefit or
Medicarereform, theinsolvency issuesfacing Medicarewill occur much earlier than
currently projected.

Status of Program as a Whole. A number of observershave suggested that
it isinappropriate to view Medicare solvency only in terms of the Part A program.
Rather, they suggest that the program should be viewed asawhole. For thisreason,
the trustees issued a combined report on Parts A and B in 2002. The trustees stated
that meeting thefinancial challengesfacing the two parts of Medicarewould require
integrated solutions. They also noted that the sooner solutions were enacted, the
moreflexible and gradual they could be. They further estimated that combined Part
A and Part B expenditures are expected to rise from 2.4% of the gross domestic
product (in 2001) to 5.0% in 2035 and 8.4% in 2075.%

!> Congressional Budget Office. An Analysis of the President’s Budgetary Proposals for
2003, March 2002 (Table 5: CBO's Baseline Budget Projections), and accompanying
Medicare tables.

16 Outgo exceeded income in 1995, 1996, and 1997.

1 See: CRS Report RS20165, Social Security and Medicare “ Lock Boxes’, by David S.
Koitz, Dawn Nuschler, and Geoffrey Kollmann.

18 Board of Trustees of the Federal Hospital Insurance Trust Fund. 2001 Annual Report of
(continued...)
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Many observers have recommended using a comprehensive measure of
Medicare solvency. Some have suggested that this should occur in conjunction with
the merger of Part A and Part B into asingleprogram. Thisissueisdiscussed further
in alater chapter.

Other Major Issues

While program financing is of major concern to policymakers, it isonly one of
theissuesfacingMedicare. Other important issuesinclude: whether the program has
responded to changesin the health care delivery system, whether the benefit package
adequately responds to the health care needs of aged and disabled beneficiaries, the
role of supplementary insurance coverage, and whether the needs of the low-income
are being addressed.

Response to Changes in the Health Care Delivery System

Many observersargue that the program’ s current structure, relying primarily on
traditional fee-for-service mechanisms, hasfailed to adequately reflect changes that
have occurred in the health care delivery system as awhole. While 90% of persons
with employer-sponsored coverage are currently enrolled in some form of managed
care, as of December 2002 under 13% of the Medicare population was enrolled in
such arrangements. For the Medicare program, fee-for-serviceisexpectedtoremain
the program’ s predominant delivery system.

Medicare Benefits Package

Medicare provides broad protection against the costs of many, primarily acute
care, services. However, beneficiaries are still faced with significant additional
health care expenses. The program requires cost-sharing for most covered services,
provides only limited protection for some services (such as outpatient prescription
drugs and long-term care) and includes no protection against the costs of other
services (such as hearing aidsand dentures). Further, unlike most large group health
insurance plans, Medicare contains no upper (“ catastrophic”) limit on out-of-pocket
expenses. As aresult, the program covers only about half of beneficiaries total
health bill.

Medicare’ shenefit packageissomewhat | essgenerousthan typical employment-
based coverage. It contains more generous coverage of mental illnessand substance
abuse than typical employment-based plans for the non-elderly. However, it lacks
coveragefor most outpatient prescription drugs, dental care, and acatastrophic limit
on the amount of out-of-pocket expenses. These items are generally found in
employment-based plans.

18 (...continued)
the Federal Hospital Insurance Trust Fund. Washington D.C. March 2001.
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Many observershaverecommended expansionsin M edicarecoverage. Inrecent
years, the primary focus has been on prescription drugs. However, thereis currently
no consensus on how adrug benefit should be structured. One of the chief concerns
is the potential cost of a new benefit and how these costs would be financed over
time. Therearealso anumber of organizational and administrative questions. These
include whether a drug benefit should be enacted prior to or as part of overal
structural reform; whether the new benefit should be part of the Medicare program
itself or administered as a separate program; and the degree of reliance that should
be placed on the private sector, both for administering the benefit and assuming a
portion of the financial risk.™

Coverage of preventive services has also received attention in recent years.
Initially, Medicare coverage was restricted to the diagnosis and trestment of illness
or injury. Over time, coverage was added for some routine screening services.
Recently, significant expansion in preventive services wasincluded in the BBA and
BIPA. Some persons have recommended additional expansions arguing that the
provision of preventive care services actually results in savings over the long term.

Role of Supplemental Coverage

As noted earlier, most beneficiaries have coverage to supplement some of
Medicare' s coverage gaps. Thereiswide variation among beneficiariesin the types
of coverage they have, the source of coverage, and depth of coverage. When
considering Medicarerestructuring proposals, it isimportant to remember that these
proposals could have avery different impact depending on the type of supplemental
coverage (if any) held by the beneficiary. It is also important to consider the
implicationsof Medicarechangesfor other stakeholdersproviding thiscoveragesuch
as managed care plans, private insurers, and state governments.

Managed Care Plans. As noted earlier, a number of Medicare+Choice
organizationshavereduced their serviceareasor dropped out of the program entirely.
Other plans have reduced their coverage of extra services such as prescription drugs
or increased the coststo beneficiariesfor such services. Asaresult, many observers
state that the current Medicare+Choice program requires reform. Many of the
restructuring planswould incorporate a premium support or similar mechanism; this
isintended to encourage alarger number of plansto participate in the program. (See
discussion of premium support later in this report.) When reviewing various
proposalsit isimportant to consider what the impact will be on the actual number of
plans willing to participate, the number of beneficiaries who will have a choice
among plans, and the benefits these plans will offer.

It is also important to consider whether plans will be able to design their
packages so that beneficiaries will be encouraged to enroll in a managed care
arrangement. Beneficiariesaretypically risk adverse. Thereforeit could beexpected
that plans will need to be able to offer fairly broad coverage (including some

¥ For a discussion of benefit design issues for prescription drugs, see: CRS Report
RL 31640, MedicarePrescription Drug Coveragefor Beneficiaries: Background and | ssues,
by Jennifer O’ Sullivan.
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prescription drug coverage) with predictable (and affordable) premium and cost
sharing charges. It will aso beimportant for beneficiariesto know that the planswill
continue to participate in the program over time.

Employer-Based Coverage. There are indications that the percentage of
employers offering retiree health coverage for their Medicare-covered retirees is
dropping. In addition, many other employers are pursuing strategies to lower their
liabilities for retiree health costs. Some employers are moving toward a defined
dollar contribution model for retiree health benefits; this means that the employer
offers coverage up to a specified dollar amount, rather than offering coverage for a
specific package of benefits. Others are using Medicare+Choice plans and other
managed care organizations to deliver services to their retirees. These employer
choices have a significant impact on the supplemental health insurance available to
program beneficiaries.

Itisnot entirely clear how theimplementation of Medicare reform would affect
the provision of employer-based retiree coverage. Obvioudly, this would in part
depend on how the reform is structured. Some observers cite the decline in the
percentage of empl oyers offering such coverage; they suggest that thistrendislikely
to continue and might perhaps accelerate if employers saw reform as an opportunity
to further reduce their involvement (though thistrend might be countered somewhat
by union contracts with large employers). Others suggest that certain reforms (for
example, the addition of some prescription drug coverage) might slow the trend.

Many are concerned that any expansion in federal coverage might merely result
inadollar-for-dollar offset in coverage provided by employers. Under thisscenario,
federa dollars might increase but overall benefits for beneficiaries would remain
relatively unchanged. Several prescription drug proposals attempt to address this
concern by providing employers with financial incentives to maintain their drug
programs and have their retirees continue to receive services through these plans
rather than a new federal program.

Medigap. Beneficiarieswith Medigapinsurancehavecoveragefor Medicare's
deductibles and coinsurance and for some services not covered by Medicare.
Beneficiariesgenerally select aMedigap policy from one of 10 standardized plans.”
These are known as Plan A through Plan J. The Plan A package covers a basic
package of benefits. Each of the other nine plans includes the basic benefits plus a
different combination of additional benefits. Plan Jisthe most comprehensive.

The intention of standardized policies is to enable consumers to better
understand policy choices and to prevent marketing abuses. However, some
observerssuggest that the current policy options overemphasizefirst dollar coverage

% Beneficiaries who originally purchased supplemental policies before July 1992, can
continueto renew these policiesindefinitely. Approximately one-third of beneficiariesstill
havethesepoalicies. (Chollet, Deborah J., Senior Fellow, MathematicaPolicy Research Inc.,
Testimony before Senate Finance Committee, April 24, 2001.)

2 For a discussion of Medigap see: CRS Report RL31223, Medicare: Supplementary
“Medigap” Coverage, by Jennifer O’ Sullivan
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(namely coverage of Medicare's cost-sharing charges) which many beneficiaries
could potentially budget for. At the same time, the plans provide less generous
coverage for other services not covered by the program. (For example, only three
standardized plans — Plans H, | and J— cover some drug costs and even the most
generous requires significant out-of-pocket payments by beneficiaries.)

Many observers contend that Medigap premiums are difficult for many elderly
individualsto afford.?? Some observers have suggested that policy optionsshould be
redesigned to place greater emphasison catastrophic coverage. A change authorized
by BBA added two high deductible plansto the list of 10 standard plans. With the
exception of the high deductible feature, the benefit package under the high
deductible plansis the same as under Plan F or Plan J. The removal of first dollar
coverage was expected to result in lower premiums. However, these plans are not
widely available.

Many beneficiaries tend to berisk adverse. They, therefore, purchase Medigap
policies which protect them from most Medicare cost-sharing charges. While they
face substantial premium costsfor coverage, they may facelittle or no out-of-pocket
costs at thetimethey actually use services. They thus perceivethe serviceto befree
and therefore use more services. Spending for beneficiaries with private
supplemental coverageis estimated to be significantly higher than expenditures for
those without such coverage. A review of 1995 data by the Physician Payment
Review Commission (PPRC) showed that Medicare expenditures for beneficiaries
having Medicare coverage only were less than 75% of those for beneficiaries with
Medigap. (Medicare spending for beneficiaries with employer-provided benefits
averaged 10% less than spending for persons with Medigap.) Higher Medicare
spending reflects higher overall use of services. High service use among
beneficiarieswith secondary insurance appearsto be adirect consequence of having
such insurance. Comparison of service use between those with and without private
coverage suggests that there may be some overutilization of services by those with
supplementary coverage. However, some of the increased use of services likely
represents the provision of appropriate care.  Therefore, persons without
supplementary coverage may not be getting some needed services.

Some observers suggest that as part of restructuring, the standardized Medigap
policies should be redesigned to prevent first dollar coverage, for example, Medigap
plans would be prohibited from paying the first $250 in Medicare cost-sharing

2 There is wide variation in Medigap premiums for both drug and non-drug policies
nationwide. Thisreflects anumber of factors including differencesin the benefits of Plan
A through Plan J, differencesin medical underwriting practices, and differencesin pricing
structures. For example, Weiss Ratings reports that in 2002, the premium for Plan A in
Florida ranged from $766 to $2,028; the premiums in Texas for Plan F ranged from $887
to $2,487; and the premium in Arkansas for Plan J ranged from $2,878 to $9,376. Weiss
further reported that the national average premium in 2002 for Plan F (the most commonly
sold) was $1,432.The national average premium for Plan J (the plan with the most drug
coverage) was $3,344.(Weiss Ratings, Inc., August 7, 2002 press release and information
provided by Weiss official). These are premiums for a 65-year old male. A March 2000
GAO survey of 1999 Medigap premiums showed that average premiums for 75-year olds
were higher than those for 65-year olds.
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charges. The intent of this approach would be to make beneficiaries more cost
conscious at the time they used covered services, thereby lowering Medicare
spending. It should also result in areduction in Medigap premium costs.

Many personshavesuggestedthat if certain reformsweremadeto Medicare (for
example, if there were an upper limit on out-of-pocket costs) beneficiaries would
havelessneed to purchase Medigap policies. However, given therisk adverse nature
of this population, it might be difficult to convince them that it was no longer
necessary to purchase supplementary coverage. Further, the insurance industry
would likely oppose an approach which could potentially result in a considerable
loss in revenues.

Medicaid. Somelow-income aged and disabled personsreceivefull or partial
supplementary health coverage under Medicaid. Persons entitled to full Medicaid
protection generally have al of their health care expenses met by a combination of
Medicare and Medicaid. For these “dual eligibles” Medicare pays first. Medicaid
picks up Medicare cost-sharing charges and provides protection against the cost of
servicesgenerally not covered by M edicare, such asoutpatient prescription drugsand
long-term care.

Several population groups are entitled to more limited Medicaid protection.
These are qualified Medicare beneficiaries (QMBSs), specified low-income
beneficiaries (SLIMBS), and certain qualified individualsadded by BBA. QMBsare
individual swith incomes below 100% of the poverty line and resources bel ow 200%
of the resource limit established for the Supplemental Security Income (SSI)
program.”? SLIMBs are persons meeting the QM B criteria except that their income
limit is 120% of poverty. Medicaid pays Medicare's cost-sharing and premium
charges for the QMB population; it pays only the Part B premium for the SLIMB
population. Medicaid coverage is limited to payment of these charges unless the
individual is otherwise eligible for full Medicaid benefits.?*

Many persons eligible for QMB, or SLIMB coverage do not actually enroll in
theseprograms. Many observersattributethelow enrollment ratesto thefact that the
programs arelinked to Medicaid and therefore have awelfare stigma. However, the
enrollment levels would likely increase if the benefits available to this population

% The 2002 monthly income limits for QMBs are $759 for an individual and $1,015 for a
couple (these numbers reflect adisregard of the first $20 of income). The resource limits
are $4,000 for asingle and $6,000 for a couple; certain items such asan individual’ s home
are excluded from the calculation.

2 BBA added temporary coveragefor two groupsof “qualifiedindividuals(Qls).” Thefirst
group (QI-1) was composed of persons, not eligiblefor Medicaid, whoseincomeisbetween
120% and 135% of poverty. These personswereeligibleto havetheir Part B premiumspaid
through ablock grant program. Potentially eligible persons are served on afirst-come, first
served basis up to the state’ sallocation limit under the block grant. The second group (QI-
2) was composed of persons whose income is between 135% and 175% of poverty; these
persons were only entitled to have a small portion of their Part B premium paid for ($3.91
in 2002). Ql-1s and QI-2s were never entitled to full Medicaid coverage. The programs
ended December 2002; as of this writing they have not been extended.
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group wereexpanded. For example, many prescription drug proposalswould provide
full or virtually full drug coverage to persons below 135% of poverty.

Medicarereformsthat modify its benefit package could have specific budgetary
implications for the Medicaid program. If Medicare's benefit package were
expanded, Medicaid's obligations could potentially be reduced. Conversely, if
Medicare’ s coverage were reduced (either through a reduction in services or the
introduction of significant up-front cost-sharing), Medicaid costs could go up
accordingly. States could chooseto limit their cost increases by reducing the scope
of Medicaid benefits. In this instance, beneficiaries would be entitled to fewer
benefits.

The implications of any Medicare changes would depend, in part, on what
portion of any new costs would be assumed by the federal government versus the
state governments. Medicaid costs (including those for the QMB and SLIMB
programs) are shared by the federal government and the states. Many states have
specifically objected to “unfunded federal mandates;” in the case of Medicaid this
occurswhenthefederal government mandates coverage of specific population groups
and states are required to pay some of the costs. As a result of this concern,
expanded coverage in BBA was primarily paid for by the federal government.

Protections for Low-Income

Policymakers are concerned about the health care coverage available to low-
income populations. Persons with full Medicaid coverage have perhaps the most
comprehensive supplemental protection. Those persons with partial Medicaid
coverage havelessgenerous protection. Low-income personswithout any Medicaid
coverage are also the least likely to have private supplementary coverage. This
population group isviewed by many persons as being the most at risk for health care
costsnot covered by Medicare. Many reform proposal swould target thelow-income
population (typicaly defined as below 135% or 150% of poverty) for specia
assistance.

Impact of Demographic and Other Changes

Medicare will begin to face the impact of the baby boom population in 2011.
This will result in a rapid increase in the sheer number of aged Medicare
beneficiaries over the ensuing 20 years. The baby boom population islikely to live
longer than previous generations. Thiswill mean an increase in the number of “old
old” beneficiaries (i.e., those 85 and over).

The combination of these factors is estimated to increase the size of the
Medicare population from 40.1 million in 2001 to 45.9 million in 2010 to 70.4
million in 2025.%

% TheBoard of Trustees, Federal Hospital Insurance and Federal Supplementary Insurance
Trust Funds. 2002 Annual Report of The Board of Trustees, Federal Hospital Insuranceand
Federal Supplementary Insurance Trust Funds, March 26,2002.
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The number and health status of the aged population will also be affected by
future advances in medical technology. Some changes will not only improve the
health status of the aged but also prolong lives. The net impact on per capita health
spending, and by extension on Medicare health spending, is difficult to predict.

Reform Options

Asnoted, the problemsfacing Medicarearenot new. Until recently, the primary
focus has been on enacting short-term measures designed to achieve budget savings
and to postpone the Part A insolvency date. Generally this involved enacting
legislation limiting increases in payments to providers, primarily hospitals and
physicians. Thisapproach culminated in the passage of the BBA. Limiting year-to-
year increasesin provider payments hel ped to lower the overall program growth rate
and lengthen the solvency period for the Part A trust fund. However, most observers
agreethat broader reforms are needed to address both the long-term financing i ssues
as well as to make needed program improvements.

The 108" Congress is expected to consider a variety of Medicare reform
proposals. Some changes could be made while still retaining Medicare's current
structure. Examples include increasing the program’s dligibility age, introducing
means testing, increasing beneficiary cost-sharing, and introducing innovationsinto
thecurrent fee-for-service program. Other changescould only bemadeinthe context
of maor program restructuring. Proposals which have been suggested include
modernizing the benefit structure, combining the Part A and Part B programs, or
replacing the program’s current guarantee of a defined benefit package with a
premium support system. Many of the proposals could be combined as part of an
overall reform package. The following is a discussion of some of the major
proposals offered to date.

Increasing the Program’s Eligibility Age From 65 to 67

The Social Security Act Amendments of 1983 (P.L. 98-21) was designed to
address|ong-range financing problemsin the Social Security cash benefits program.
Oneprovisioninthat law raised thefull retirement age (the age at which onereceives
unreduced cash benefits) from age 65 to 67 over the 2003-2027 period. The
Medicare eligibility age remained at 65.

Some persons have suggested that the Medicare éligibility age should be
increased according to the same phase-in schedule established for Socia Security
benefits. (Table 1 showswhat the phase-in schedule would be under this approach.)
The Senate-passed version of BBA included this provision; it proved very
controversial and was dropped in conference. The Breaux-Thomas proposa
considered by the Medicare Commission aso recommended the same phased-in
increase in the eligibility age; however, under that proposal an exemption process
would be developed for affected beneficiaries with special needs, such as those
unable to work and otherwise get health coverage.
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Table 1. Proposed Eligibility Age by Year of Birth

Year of birth Eligibility age Year of birth Eligibility age
Before 1938 65 years, 0 months 1955 66 years, 2 months
1938 65 years, 2 months 1956 66 years, 4 months
1939 65 years, 4 months 1957 66 years, 6 months
1940 65 years, 6 months 1958 66 years, 8 months
1941 65 years, 8 months 1959 66 years, 10 months
1942 65 years, 10 months 1960 and after 67 years, 0 months
1943-1954 66 years, 0 months

Source: Table prepared by CRS.

Proponents of raising Medicare’ seligibility agearguethat it isreasonable given
theincreasesin life expectancy and general improvementsin health statusthat have
occurred since the program was enacted in 1965. Average life expectancy for a 65-
year old increased from 14.3 years in 1960 to 17.7 years in 1999.% Additionaly,
peopleintheir 60sarein generally better health and perhaps could work afew more
years.

Raising the age would result in program savings. The Senate-passed provision
would have phased-in beginning in CY2003. CBO estimated that the provision
would save $10.2 billion over the FY 2003—-FY 2007 period.?” (Estimates were not
made for savings over the full phase-in period.)

Opponents of increasing the eligibility age argue that it would place a number
of seniorsat risk. They cite the circumstances of the uninsured popul ation aged 62-
64 and suggest that the problems could be magnified for the popul ation aged 65-66.
Among the younger group, 15% were uninsured in 1998. Of these, 26% were poor
and 52% were neither employed nor the dependent spouse of an employed person®
— characteristics that would make it unlikely for these persons to be able to afford
insurance. Employment-based group coverage generally spreads costs across all
workers in the same health insurance plan. However, private non-group insurance
premiums for persons 62-64 generally reflect the higher risk attributable to the
individual policyholder’s age and health status.

%6 DHHS, Centersfor Disease Control and Prevention, National Center for Health Statistics.
Health, United States, 2002. DHHS pub. no. 2002-1232. August 2002.

" Congressional Budget Office Cost Estimate. S 947/H.R. 2015, Balanced Budget Act of
1997, as passed by the Senate on June 25, 1997. July 2, 1997.

% Shea, Dennis G., Pamela Farley Short, and M. Paige Powell. Betwixt and Between:
Targeting Coverage Reforms to Those Approaching Medicare. Health Affairs,
January/February 2001.
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Raising the dligibility age could have the effect of |engthening the period when
some personswere uninsured or faced very high premiumsfor coverage. Itislikely
that those most affected would belower-paid workers. Thissuggeststhat higher paid
workers could keep their employment-based coverage for the additional 2 years.
However, recent trends in retiree health coverage suggest that this might not be the
case. A number of studies have shown that adeclining share of large employersare
offering health benefits to their retirees (though most grandfather in benefits for
current retirees and those close to retirement). Further, the number of such
employers charging premiums, tightening eligibility requirements, encouraging the
use of managed care, and placing caps on coverage has increased.

Thetendency of employersto restrict or drop coverage might be exacerbated if
the proposal to increase the eligibility age were enacted. Many employers might
decide that the provision of health insurance coverage for retirees was just too
expensive. A report by Hewitt Associates® estimated that gradually raising the
eligibility age to 67 (using the same schedule applicable for social security) would
increase the actuarial costs for lifetime retiree benefits by 12% for large employers
with ayounger workforce and 8% for employers with an older workforce. Oncethe
phase-in to age 67 were complete (or if there were no phase-in) the increase would
be 16% for employers with a younger workforce and 18% for those with an older
workforce. Thesefiguresreflect the fact that the employer’ saverage per capitacost
for aretiree before Medicare eligibility is about three times that of a retiree with
Medicare coverage ($4,000 vs. $1,350 in 1997).

Raising the eligibility age would also have implications for Medicaid. Under
current law, some low-income Medicare beneficiaries are also entitled to Medicaid
on the basis of age (currently 65 or over) or disability. Medicaid supplements
Medicare coverage for this group. If the Medicare digibility age were raised,
Medicaid would (under current law) assume some expenses previously assumed by
Medicare. Asaresult, aportion of the anticipated Medicare savingswould translate
into increased federal and state Medicaid costs. Alternatively, the eigibility agefor
Medicaid could also be increased; however, this would leave some low-income
individual s without any insurance coverage.

Means Testing

Medicareisnot ameanstested program. Therearenoincomeor assetstestsfor
coverage. Further, the benefits and cost-sharing requirements are the same for all
persons, regardless of income. Many observers have questioned whether this
approach can be extended to any new prescription drug benefit. Some observershave
suggested that any new drug benefit should be targeted primarily toward the low-
income. Others have stated that the scope of coverage should be the same for all
beneficiaries, however, low-incomebeneficiariesshoul d receive additional assistance
for premiums and cost-sharing charges.

2 Hewitt Associates LLC. Retiree Health Trends and Implications of Possible Medicare
Reforms. Report prepared for Kaiser Medicare Policy Project (Henry J. Kaiser Foundation
Grant Number 96-1710B), Washington, September 1997.
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Some observers have suggested that means testing should be incorporated into
the current program. In this case, the focus would be on requiring higher income
persons to assume a greater proportion of program costs. The most common
proposal isthat of meanstesting the Part B premium. Under current law, all persons
enrolled in Part B pay a monthly premium equal to 25% of program costs. Federal
general revenues account for the remaining 75%; (sometimes referred to as the
federal subsidy). Many persons argue that it is inappropriate for taxpayers to pay
three-quartersof Part B costsfor highincomeMedicarebeneficiaries. They point out
that low and middle income working persons may be subsidizing higher income
elderly persons. In response to these concerns, proposals to income-relate the Part
B premium have been offered on a number of occasions.

The Senate-passed version of BBA would have provided for an income-related
Part B premium for individual swithincomesover $50,000 and coupleswithincomes
over $75,000. Thefederal subsidy would have been phased-out for individualswith
incomes between $50,000 and $100,000 and for couples with incomes between
$75,000 to $125,000. Individuals with incomes at or above $100,000 and couples
with incomes at or above $125,000 would have paid 100% of program costs.*® At
the time BBA was considered, it was estimated that approximately 5% of the
noninstitutionalized aged population would have experienced higher Part B
premiums,

The Senate-passed BBA provision was controversial and was dropped in
conference. Many observersare reluctant to introduce meanstesting into the current
program. They note that once meanstesting is approved, it would be easier to lower
theincomethreshold at somefuture date as part of abudget savings measure. Means
testing could thus affect personswith more modest incomes. Another concernisthat
if some beneficiaries are required to pay 100% of Part B costs, they might drop
Medicare Part B and seek aternative coverage. At thispoint, insurersdo not market
Part B coverage (except for supplementary coverage) to the over-65 population.
However, this might change if insurers felt there was a market for this type of
product. If too many healthier people dropped Part B, this could potentially result in
adverse selection, with sicker people staying in Part B and driving up the per capita
Costs.

The mgjor issue during the 1997 debate was how means testing would be
administered. Many claim that income-relating the Part B premium would be costly
to administer because of the need to obtain and verify income information. While
availablethrough Internal Revenue Service (IRS) records, thereisno other currently
operational system of identifying income. The Senate-passed version of BBA had
proposed that aparallel systemto thel RS be created through CM Stoidentify income
level. Some argued that this proposal would have required a large resource

% For example, the 2003 Part B premium is $58.70 per month ($704.40 per year) which
represents 25% of costs; the federal subsidy is$ 176.10 per month (which represents 75%
of costs). Over the year, the federal subsidy is $2,113.20. If the Senate provision werein
effect, individuals with incomes over $100,000, would be subject to a Part B premium of
$234.80 a month ($2,817.60 a year, 100% of costs). Individuals with incomes between
$50,000 and $100,000 would have monthly premium amounts between $58.70 (the current
amount) and $234.80.
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commitment. Many argue that given that the IRS already accesses income data, it
should be the entity to administer anincome-related premium. However, othersare
concerned that if the IRS administers the income-related premium it will be viewed
asatax.

It should be noted that income verification for the low-income population (for
example for a new drug benefit) poses different issues. State Medicaid programs
already have an eligibility determination system in place, though they may not have
sufficient resources to assume the increased administrative burdens. Most
prescription drug proposals which rely on states to perform the eligibility function
would provide some additional federal assistance. In addition, stateswould realize
savings for those drug costs, previously paid by Medicaid, but now paid under the
federal program.

Modifications in Beneficiary Cost-Sharing

Some observers have suggested that beneficiary cost-sharing should be
modified. Someproposal swould belimited to changing existing cost-sharinglevels.
Other proposals, such as adding a catastrophic out-of-pocket limit, would likely be
linked to broader benefit design changes.

Proposed changes in current cost-sharing requirements include increasing the
Part B coinsurance from 20% to 25%, increasing the Part B deductible from the
current $100 to alevel more comparable to that in private insurance plans (such as
$200-$250), and imposing coinsurance on services not currently subject to such
charges (such as home health care and lab services).

Increased cost-sharing would presumably make beneficiaries more cost
conscious in their use of services. However, some persons are concerned that
increasing cost-sharing charges could impede access for some beneficiaries. Data
show that 64% of Medicare beneficiaries had incomes below $25,000 in 2000.

Most beneficiaries have supplementary coverage and therefore would not
directly feel theimpact at the time they obtained services. Personslikely to be most
immediately affected by changesin cost-sharing requirementsare personsin fee-for-
service Medicare without any supplementary health insurance coverage. Many of
these individuals have incomes above the levels necessary to qualify for full
Medicaid or QMB coverage but not high enough for them to obtain other
supplementary protection.

Beneficiaries with employer-based coverage might or might not see increased
out-of-pocket expenses if cost-sharing charges were raised. Thiswould depend on
their employer’s response. As noted previously, a number of employers are
rethinking the amount of supplementary coverage they are offering their retirees.
Beneficiaries with Medigap insurance (which covers cost-sharing charges) would
likely see increased premium charges unless Medigap modifications were made at
the sametime. However, as noted earlier, other factors could offset these increases.
These include the addition of an out-of-pocket limit on Medicare cost-sharing
charges (catastrophic cap) and/or the prohibition on coverage of first dollar costs
under standardized Medigap packages.
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Redesign the Medicare Benefit Package

Many observers state that Medicare's benefit structure does not reflect the
current health care delivery system. Asnoted earlier, Medicare’ s benefit packageis
somewhat less generous than typical employment-based coverage. Some persons
have suggested that aredesign is appropriate. They recommend inclusion of such
additional items as prescription drugs or a limit on out-of-pocket expenses
(sometimes referred to as a catastrophic cap). However, such expansions have the
potential for significantly increasing Medicare's costs. (The possible coverage of
prescription drugs raises a series of program design issues. These are addressed in
aseparate CRS report.®)

Other programreformswould, by definition, affect benefit design. For example,
under apremium support system (discussed | ater) beneficiaries might be given more
freedom in selecting abenefit packagetailored to their individual needs. Any benefit
redesign would need to be considered in the context of the entire package of benefits
available to the Medicare population, including their supplementary coverage. For
instance, aprogram change which increased beneficiary cost-sharing charges might
at the same time include a broader benefit package and thus lessen the need to
purchase Medigap policies.

Medigap Modifications

Some have suggested that incentives in current Medigap policies should be
revised. As noted earlier, beneficiaries with Medigap coverage tend to perceive
servicesas“free’ at the point when they are actually using them; thus they use more
servicesand cost M edi care more dollars than those without suppl ementary coverage.
Another concernisthat while current Medigap policies offer good protection against
some Medicare-related costs, they offer less adequate protection against other
potential expenses of the elderly. For example, even the most generous Medigap
policy (Plan J) limits coverage for prescription drugs to 50% of the cost of
prescriptions after the policyholder meets a $250 per year drug deductible; the
maximum annual drug benefit is $3,000.

The BBA permitted beneficiaries to purchase policies which have high
deductibles in exchange for lower premium charges. The intent was to enable
beneficiariesto obtain catastrophic Medigap protection at alower premium charge.
However, these plans are not widely available.

As noted earlier, some analysts have suggested taking this approach a step
further by prohibiting someor all of the 10 standard M edigap packagesfrom offering
firstdollar coverage. Thispresumably would make beneficiaries morecost conscious
in their use of services and by extension lower Medicare costs. It should also have
the advantage of lowering Medigap premiums. However, the elderly are generally
risk adverse and tend to want full coverage. Some of this concern might be alayed

% CRS Report RL30819, Medicare Prescription Drug Coverage for Beneficiaries:
Background and Issues, by Jennifer O’ Sullivan.
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if provision were made for full coverage after an individual had incurred a certain
level of catastrophic expenses.

Combine Part A and Part B

Frequently, proposals to redefine Medicare's benefit structure include a
recommendation to combine the current Part A and B programs. Many persons
suggest that Medicare’ s current two part structure is no longer appropriate. They
note that the vast majority of beneficiaries are enrolled in both programs. They also
citethe program’ sincreasing emphasi son managed care approaches and the fact that
the Medicare+Choice program requires enrollment in both Parts A and B. The
Breaux-Thomas proposal considered by the Medicare Commission would have
combined Part A and Part B. It would have replaced the separate Part A and Part B
deductibles with a single $400 combined deductible (in 2003), indexed in future
years to the growth in Medicare costs.

A variation of this approach was the “21% Century Medicare Act” (S.2729, the
“tripartisan bill”) offered by Senators Grassley, Snowe, Jeffords, Breaux and others
in the 107" Congress. Under this bill, beneficiaries could elect to receive benefits
under anew Part E, instead of under the existing Parts A and B. The revised benefit
packagewoul d have established aunified deductible, set acatastrophic cap on out-of -
pocket costsfor al covered services, eliminated cost sharing for preventive care, and
modified cost sharing requirements for hospital services, home heath care and
skilled nursing facility services. The existing Part A and B programs would have
been retained and payments would continue to be made from the appropriate fund.
In addition, the current financing mechanisms would be retained.

While many observers agree that the current structure may not be the most
appropriatein theface of today’ srealities, they question how thetwo vastly different
systems can be combined. Of particular concern are the two different financing
structures. Part A isfunded by current workers through a payroll tax, while Part B
is funded by current beneficiaries and federal general revenues. Under the current
design, Part A becomes insolvent when assets in the trust fund are not sufficient to
meet current obligations. Under current law, no general revenue financing is
availablefor Part A. A combination of the two programs could potentially alter this
situation, sinceall revenue sourceswould potentially be combined into asinglefund.
Many are concerned that if the two programs were combined, there would be less
incentiveto control costssince* genera revenueswould beavailable.” Alternatively,
combining the two programs could also result in a new test for the availability of
general revenue financing.

The Breaux-Thomas proposal presented to the Medicare Commission included
anew measure of Medicare solvency. Under the proposal, Part A and B trust funds
would be combined into asingle fund with current revenue sources from both funds
maintained. Congress would be required to authorize any additional contributions
to the new trust fund in any year in which genera revenue contributions were
expected to exceed 40% of annual outlays. At thetime the proposal was considered
(early 1999), thistrigger was not expected to be reached until after 2005. “Breaux-
Frist 1" (S. 357 in the 107" Congress) contained similar provisions.
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Fee-for-Service (FFS) Modernizations

Some have suggested that Medicare' s FFS program should incorporate certain
managed care techniques which are currently used by private insurers in their
indemnity insurance products to control spending and improve patient outcomes.
Specifically, Medicare could establish disease and case management programs that
identify and enroll individuals with certain health conditions in order to provide
higher quality of careat lower costs.** Under these programs, M edicare beneficiaries
with health conditions such as congestive heart failure, chronic obstructive
pulmonary disease, diabetes, hypertension, arthritis, or chronic pain could elect to
participatein case management programswhichwould provide patient education (for
self-management of chronic conditions), prevention and management of services, or
other flexible benefits. The programs would employ tools such as data analysis to
help identify and target beneficiaries, bundled payments to physicians and other
providers (for all items and services used during an episode of care) and prior
authorization or review of services that could aso be incorporated more generally
into FFS Medicare. Congress took steps in this direction in BBA by authorizing
payment for diabetes self-management training servicesandin BIPA which required
a 3-year disease management demonstration project that included coverage for
prescription drugs.

Others recommend that M edicare be permitted to use selective contracting or
to provide beneficiaries incentives to use selected providers. Some private plans
restrict enrollees to providers who meet certain cost or quality standards; others
preserve enrollees freedom of choice but give them financial incentives to choose
preferred providers. Presently CM Sdoes not have the statutory authority to establish
or contract with networks of preferred provider organizations in Medicare FFS,
though Medicaret+Choice does include this option. CMS recently launched a
preferred provider organization (PPO) payment demonstrationinan effort toincrease
PPO participation in the M+C program.

Finally, some believe that CM S should use competitive pricing or improved
procurement practices when paying for both health care and administrative services.
Private health plans usetheir buying power in the marketplaceto realize savingsin
the cost of goods and services through negotiated pricing. Aside from limited
demonstration projects,® CMS sets payment rates through different rate-setting
methods (sometimes referred to as administered pricing) not competition between

%2 Generally, case management programstarget “ high-risk” patientswho arelikely to suffer
costly hospitalizations and adverse heal th outcomes because of complex social and medical
vulnerabilities; disease management programstarget patientswith arelatively standard set
of needs related to a specific disease, athough certain comorbid conditions may be
addressed as well.

% For example, BBA authorized five competitive bidding demonstration projects for
nonphysician Part B services such aslaboratory and durable medical equipment suppliesin
competitive acquisition areas where private payers paid less than Medicare. Under the
demonstration, CMS is required to protect beneficiaries access to a broad range of
providers and suppliers as well asto maintain a viable number of providers and suppliers
in the marketplace to assure an effective procurement process in future years.
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or negotiation with health care providers. Even when purchasing claims processing
services, CMSisrequired to contract exclusively with certain private health insurers
for functions related to paying FFS bills and reimburses the insurers their costs for
these services® At a minimum, analysts propose that CMS be able to solicit
competitivebidsand contract with entitiesother than insurance companiesto provide
claims processing services.

These changes, in one form or another, have been recommended for
consideration by the National Academy of Social Insurance,® were discussed by the
Medicare Commission, and were part of the Clinton Administration’s proposal to
modernize Medicare. However, there are no systematic data establishing the
preval ence of these managed caretoolsinthe private sector. Still, evidenceindicates
private insurers use many of the managed care tools primarily to control costs and,
to some lesser extent, enhance quality. At best, however, the literature on the
effectiveness of these programswith respect to cost savings or quality improvement
ismixed and thereislittle hard evidence that these programs save money or enhance
the coordination of care.

It should be noted that CM S has established various demonstration projects to
test the applicability and effectiveness of many of these managed care tools,
including case management, disease management, selective contracting, bundled
payments, competitive pricing and competitive procurement. Some of the projects
areongoing; some have not yet been started; othersarelong completed. Depending
upon the project, the results have been mixed in terms of cost savings,
implementation costs, impact on utilization, beneficiary interest, and provider
resistance. Although small scale experimentsare necessary inorder tolearn (and are
viewed as more prudent than wholesal e changes to the program), the projectstake a
long time to set up and are temporary by design.

However, at this point, most Medicare beneficiaries continue to receive carein
Medicare FFS where overuse, underuse and misuse of services are thought to be
common. Historically, asmall proportion of Medicare beneficiaries has accounted
for a major proportion of Medicare expenditures. In 1996, 12.1% of Medicare
beneficiariesaccounted for 75.5% of Medicare FFS payments. Many of thehigh-cost
beneficiaries are chronically ill with certain common diagnoses with much of the
Medicare expenditures attributed to repeated hospitalizations. As the population
ages, and life expectancy extends, the number of these beneficiariesis expected to
grow. According to some, Medicare FFS often fail sto meet the needs of chronically
ill people, because: (1) treatment regimensfor chronic illness often do not conform
to practice guidelines; (2) careis frequently rushed and overly dependent on patient
initiated followup; (3) providers typically devote little time to assessing function,

% The Health Insurance Portability and Accountability Act (HIPAA) established the
Medicare Integrity Program (MIP) and gave CMS the flexibility to contract with other
entities to perform certain program safeguard functions that had been part of the claims
processing contracts.

* Froma Generation Behind to a Generation Ahead: Transforming Traditional Medicare,
Final Report of the Study Panel on Fee-for-Service Medicare, National Academy of Social
Insurance. January 1998.
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providing instruction in behavior change or self-care, or addressing emotional or
socia distress; and, (4) finally, careisfragmented, with little communication across
settings and providers.®® In essence, Medicare spends alarge amount of money on
asmall proportion of chronically ill beneficiaries; many unplanned hospitalizations
of these beneficiaries appear to be preventable; and care might be better managed if
FFS Medicare were changed so providers had stronger incentives to do so.

Some of the FFS modernizations discussed here face magor hurdles in
implementation. Medicare FFS accounts for a significant portion of revenue for
physicians, hospitals, other providers and suppliers. Innovations that steer FFS
Medicare business away from some providers or are perceived as inequitably
benefitting some providers at the expense of others can cause economic disruptions
in the marketplace, will be controversial, and may elicit a call for congressional
intervention. Similarly, aprogram targeting certain beneficiariesthat isperceived as
advantageous by other excluded beneficiaries may be controversial aswell. Some
believe that managed care techniques that are available to private insurers may be
significantly more difficult for Medicare to adopt.

Premium Support

One technique for restructuring the Medicare program is a premium support
system, an approach for providing financia assistance (a premium subsidy) to
individual sfor the purchase of their health careinsurance. Individualswould beable
to choose from a set of competing plans and use their subsidy to pay all of or part of
the plan premium, depending on the level of the subsidy and the actual premium
charged by the plan. The level of premium support could be set at a fixed dollar
amount, or at a fixed percentage of the total plan premium. While the premium
subsidy would be set at basically the same amount for all participating individuals
(with adjustmentsin paymentsfor geographic variations, demographic and other risk
factors), the decision as to what constitutes the benefit package and payments to
providerscould beleft completely or partially to thediscretion of theentitiesoffering
the health insurance. Options for approved benefit packages could range from
allowing alimited choice among only one or two benefit packages with a core set of
benefits to allowing maximum choice by placing no restrictions on the design of the
benefit package, or anywhere in between.

The goal of apremium support approach isto giveindividual s some amount of
flexibility to choose the health insurance coverage that meetstheir needs, along with
incentivesto chooseplansthat arethe best valuefor them withinfinancial constraints
they may havefor supplementing the premium subsidy. The premium support model
differsfromthe current M edicare program model which operatesasadefined benefit
model with administered pricing. The current Medicare program guarantees
beneficiariesadefined set of benefits under an open-ended entitlement program and
determines the prices that will be paid to providers. Under premium support,
beneficiaries would instead be entitled to a level of support for their Medicare
covered services.

3 For further information see, Chen, Arnold, et al. Best Practices in Coordinated Care.
Washington, Mathematica Policy Research, March 22, 2000.
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Variations of the premium support concept have emerged as one of the leading
proposals for re-inventing or restructuring Medicare. Proponents say it would both
reduce M edi care spending growth and provide amore efficient health careinsurance
model for Medicarebeneficiaries. Just asMedicarewasoriginally designedtoreflect
thestructure of private health insurancein 1965, many argue that the program has not
kept pace with market innovations and with health insurance plan coveragetypically
provided today. Asaresult, they contend, the current Medicare program reflects an
antiquated system that must be reformed. At the core of the debate on premium
support isthe tension between those who want to control spending growth and those
beneficiaries who are concerned about reform and any increases in their out-of-
pocket costs.

In essence, ashift from adefined benefit program to apremium support program
would represent a major paradigm shift in health insurance coverage. For the
Medicare program and population in particular, there are anumber of special issues
and problemsrelated to a shift from a defined benefit program to premium support
program.

Derivation of Premium Support. Many health economists have proposed
that price competition among health plans would improve the efficiency of health
care spending. In fact, premium support is a variant of “managed competition”
purchasing reforms advocated by Alain Enthoven and other economists. In 1995,
Aaron and Reischauer®” introduced their concept of premium support for Medicare.
They defined a M edicare premium support system as one in which Medicare would
pay adefined sum toward the purchase of ahealth insurance policy that provided a
defined set of services. In effect, Medicare beneficiaries would receive a
predetermined amount of money (a premium subsidy) to use towards the purchase
of a health plan, which would in turn provide a defined set of benefits. They
proposed to vary federal support across health care markets, but not within an area

Aaron and Reischauer’ spremium support model wouldinvolve: 1) definingthe
health-care market area; 2) accepting bids from entities for the provision of the
defined benefit package; 3) developing local marketing organizations to handle the
sale of insurance that would assist Medicare beneficiaries; 4) providing “risk-
adjusted payments,” that is payments which would vary based on an individual’s
demographic and health factors; and 5) phasing-in the system using ablend of cost-
based and per-capita (a fixed dollar amount per person) reimbursement. Each of
these components raises a number of implementation issues. The first question is
how to make this dramatic change more acceptable to beneficiaries. Their solution
involved redesigning the benefits package to include some form of prescription drug
benefits as well as catastrophic coverage. They envisioned a standard benefit
package, along with standardized cost-sharing requirements, so that participants
could more easily compare costs and quality.

However, others argue that there is atrade-off between standardizing plans to
make it easier to compare benefits and allowing maximum choice and flexibility by

37 Aaron, Henry J., and Robert D. Reischauer. The Medicare Reform Debate: What isthe
Next Step. Health Affairs, winter 1995.
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permitting insurersto design different plansfor the varying needs of the population.
Moreflexibility would giveindividual s more choiceto purchasethe healthinsurance
that fitstheir needsand budget. The current M edicare+Choice program requiresthat
all private plansoffer the standard M edicare benefit package and then provides strict
guidelinesfor adding services, with specific cost-sharing requirements. Thisdiffers
from the federal employees health benefits plans (FEHBP), which has established
few minimum benefits requirements and, therefore, provides both plans and
purchasers maximum flexibility. Opponents of offering an FEHBP type plan to
Medicare beneficiaries claim that seniors need the standardized plans to eliminate
confusion and guarantee adequate and appropriate coverage.

Determining a suitable federal contribution, or premium subsidy, raises other
issues. Aaron and Reischauer suggested setting the federal payment at 95% of the
cost of the current Medicare package in each market area, with some adjustments.
Over the phase-in period, the federal contribution would be set to grow more slowly
than projected current-law baseline costs, sothat inthelong run, thefederal Medicare
contribution would reflect the per capita spending growth of the non-elderly. Aaron
and Reischauer recognized this model had the potentia to lead to risk segmentation
caused by income differences. Risk segmentation occurs when individuals with a
larger risk of consuming medical services are in one set of plans, while those
individualswith asmaller risk of using servicesarein another set of plans. Because
higher income individual s tend to be healthier than lower income individuals, plans
with high deductibles and high cost-sharing would attract relatively wealthier and
therefore healthier beneficiaries. To counter this and to provide more equity, their
model would require both supplements for low-income participants to allow this
population to have some choice among plans and risk-adjusting the government
contribution to ensure that plans that enrolled higher-cost individuals would be
reasonably compensated.

The infrastructure necessary to sustain a Medicare premium support system
would take time to build. It would be necessary to create an environment of
competition among plans, develop the apparatus to regulate the marketing of
insurance, implement risk adjustment procedures® and overcome difficulties of
increasing Medicare costs for many current beneficiaries. They suggested dual
Medicare systems — the “old” program for current enrollees, and the new structure
for newly eligible beneficiaries, while acknowledging that new enrollees might not
provide a sufficient population base for thisphasein. They would leavein placethe
M edicare system of administered pricing, at least during thetransition period, aswell
assignificant federal regulation, to ensurethat the new system could be shored-upin
case of afailure.

Evolution of Premium Support. Sincetheorigina Aaron and Reischauer
plan, a number of different proposals have been offered for establishing premium
support. As one study pointed out, despite their differences, premium support

% Medicare+Choice payments are currently risk adjusted to account for variations in
demographic characteristics and inpatient hospital stays. Beginning in 2004, a new risk
adjustment methodology will be phased-in that will also include data from ambulatory
Settings.
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models tend to share 6 core features:® 1) beneficiaries would be able to select a
Medicareapproved plan onanannual basis; 2) planswould cal culate and then submit
a“bid” for thetotal premium amount they would charge; 3) the“bids” would provide
abasisfor calculating the federal payment amount; 4) the federal government would
provide a fixed premium subsidy; 5) beneficiaries would pay different premiums,
depending on the plan they selected; and 6) the traditional Medicare program would
compete on the same terms as private plans. Policymakers have yet to reach
consensus on these six elements. For example, some premium support proposals
require the Medicare FFS program to compete on the same playing field as private
plans, while others do not include FFS in their premium support model.

As noted earlier, the “Breaux-Thomas’ proposal presented to the Medicare
Commission would have provided premium support to pay part of thetotal premium
for an approved health plan selected by a Medicare beneficiary. The FFS program
would compete for enrollment on the same basis as other approved private plans, so
that the government would pay a portion of the cost of providing traditional
Medicare-covered benefits. Under the proposal, a new Medicare Board would be
established to administer the program, and would be given broad powersto oversee
and negotiate with plans.

Building on the Commission’ smodel, “ Breaux-Frist 1" introduced in the 106"
Congress would have set the premium subsidy at 88% of the nationally weighted
average of plan premiums. Beneficiary premiumswould vary depending on the cost
of the plan they sel ected, ranging from potentially no premiumto premiumscovering
all of the excess costs that exceeded the subsidy level. Plans would be required to
provide a benefit package equivalent to current Medicare coverage, caled core
benefits. All plans, including Medicare FFS, would be required to offer high-option
plans that included some prescription drug coverage and coverage to limit yearly
Medicare out-of-pocket expenditures for covered services other than drugs.
Subsidieswould be provided to low-income beneficiariesto purchase at |east one of
the high option plans covering prescription drugs. Plans would submit bids,
providing information about benefits covered under the plan, the proposed premium
to be charged for enrollment, and the service area. Planswould be alowed to have
reasonable variation in cost-sharing. The proposal also included the establishment
of anindependent M edi care Board to oversee heal th plan competition and beneficiary
choice.

President Clinton al so outlined aproposal for Medicarerestructuring during the
106™ Congress. Thiswaslargely incorporated into legislation introduced by Senator
Moynihan (S.2342, The Medicare Modernization Act of 2000). This legidation
would have created a competitive defined benefit program, administered by CMS
(then HCFA), that allowed for competitive bids for a standard Medicare benefit
package. This legidation differed from previous premium support proposals,
because it did not include the FFS program in the competitive bidding process.
However, prescription drug coverage was included in this legislation.

% Oberlander, Jonathan. s Premium Support the Right Medicine for Medicare? Health
Affairs, September/October 2000.
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Subsequently, Senators Breaux and Frist introduced S.2807, the Medicare
Prescription Drug and Modernization Act of 2000 (Breaux-Frist 2), which was a
scaled down version of Breaux-Frist 1. This bill would provide for optional
Medicare prescription drug coverage, establish a Competitive Medicare Agency
similar in concept to the Medicare Board, and alow for competitive bidding within
the Medicare+Choice program. However, this bill did not include FFS in the
competitive bidding process.

Legislative Activity in the 107" Congress. As noted earlier, slightly
revised versions of “Breaux-Frist 1" and “Breaux-Frist 2" were introduced in the
107" Congress (S.357 and S.358). Additionally, on June 28, 2002 the House passed
H.R. 4954, the M edicare Modernization and Prescription Drug Act of 2002, which
included provisions similar to components of premium support. The Senate
considered S. 2729 (introduced by Senator Grassley et al., - the Tripartisan option),*
legislation that included an option for restructuring Medicare. Both H.R. 4954 and
S. 2729 included options for prescription drug coverage. M+C beneficiaries could
choose, but were not required to elect, plans with the new prescription drug benefit.

H.R. 4954 would have established a new Medicare+Choice competition
program, as well as a new demonstration program in no more than 4 sites chosen
from those areas with high concentrations of M+C enrollees. Under the competition
program, M+C plans would submit a bid for the premium amount they planned to
charge and once accepted, the premiums would be measured against a government
set benchmark amount (similar to the concept of a premium subsidy). Medicare
enrollees would chose an M+C plan and if the subsidy was less than the plan
premium, enrollees would have to pay the additional amount for these more
expensive plans. Conversely, Medicare beneficiaries would qualify for arebate for
enrolling in less expensive plans.

While the competition program under H.R. 4954 would only affect M+C
enrollees, thedemonstration program could affect all Medicarebeneficiariesresiding
inthe demonstration area. Inthe demonstration program, the government would set
itsbenchmark (or premium subsidy) to incorporate both FFS and M+C components.
In addition to potential premium “adjustments’ for M+C enrollees, those FFS
enrollees residing in the demonstration area would also be digible for rebates or
subject to increased Part B premiums depending on the FFS bid in the demonstration
area. If FFSbeneficiarieswererequired to pay higher premiums, then somehealthier
beneficiaries who did not want to pay an increased amount might switch from FFS
to alower cost M+C plan.

Under S. 2729 (the Tripartisan option), Medicare beneficiarieswoul d beentitled
to elect to receive enhanced Medicare benefits under anew Part E. Therewould be
a unified deductiblealong with aserousillnessthreshold so that beneficiarieswould
not be responsible for any cost-sharing (deductible, coinsurance and copayments)
once thisthreshold had been reached. For individuals choosing managed care, there
would be a new M+C payment system. Each year the Secretary would calculate a

'S, 2729 was actually considered as S.Amdt. 4310 during the debateon S. 812, the Greater
Access to Pharmaceuticals Act.
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benchmark amount (or premium subsidy) for each M+C payment area, to cover
Medicare benefits under Part E. The Medicare Commissioner for the Medicare
Competitive Agency ( anewly created agency in this legislation) would determine
the difference between each adjusted plan bid and subsidy in order to determine the
payment amount, the Part E premium, and the M+C monthly basic beneficiary
premium reduction. Similar to the competition program in the Housebill, Medicare
M+C enrollees would pay additional premiums for more expensive plans or
conversely, they would qualify for arebate for enrolling in less expensive plans.

Current Issues. As thel08" Congress debates various options for
modernizing the Medicare program, many issues will be considered. For example,
changesto the program could be broad and encompassthe entire program, including
FFS and managed care, or could be more limited, changing just one segment, such
as beneficiary cost-sharing or managed care. If changes to FFS are included, then
perhaps the largest stumbling block is the potential for higher than expected
premiums for beneficiaries who choose to remain in Medicare FFS. The CMS
actuaries estimated that under the origina Breaux-Frist 1 plan, enrollees remaining
in FFSin 2003 could expect to pay premiums that were 47% higher than the Part B
premium under current law.** Although alarger premium subsidy could reduce this
differential, any expected savings to the Medicare program would al so be lowered.
The domino effect of Medicare FFS plan price spiraling could further serve to
increase FFS costs. As relatively healthy beneficiaries decided that the FFS
premiums were no longer a good value, they could make the decision to move to
lower cost plans, thus leaving a smaller pool of higher-cost beneficiaries in FFS.
This smaller pool of sicker beneficiaries would further drive up the costs of FFS
Medicare. For themajority of Medicarebeneficiarieswho arecurrently in FFS, these
changes could prove to be very unsatisfactory.

Comprehensive Medicare reform would not only affect beneficiaries, it would
also have a significant impact on health care providers and others who have an
interest in the Medicare program, such as suppliers and persons investing in health
plans. The success of amajor innovation, such as premium support, would depend
in alarge part on the way these groups viewed and then responded to the changes.

Other components of a premium support model each present their own
challenges, and the possibilitiesfor combinations of different solutionsarehuge. For
example, S.357 would offer alimited number of plans, so asto minimize beneficiary
confusion and make comparing plansfor quality and efficiency relatively easy. The
age, disability, and health care needs of the Medicare population are significant
hurdles faced by policymakers seeking major Medicare changes, and a standardized
package could be designed to address common needs of this population, while
minimizing confusion about plan comparability. This is similar to the current
structure of the Medicare+Choice program. However, limiting the variety across

“ Memorandum written by Rick Foster, Office of the Actuary on February 23, 2000. The
47% increase could be even higher if more beneficiaries choose to enroll in plansthat cost
lessthan FFS. This estimate assumed no change in the distribution of enrolleesin private
plans versus FFS.
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plans would make it more difficult for plans to offer maximum choice to
beneficiaries and to tailor plans for different health care preferences and needs.

Developing apremium “bid” that would cover acore benefit packageisviewed
asone of the cornerstones of Medicare structural reform, becauseit would introduce
competition into the M edicare system by allowing plansto independently determine
the premium they would charge. Under the current M edi care+Choice program, plans
are given a preset per capita amount for each enrollee, with explicit rules for
determining cost-sharing and premiums. Under Medicare’ scurrent rules, aplan may
not earn a higher rate of return from its Medicare business than it does in the
commercia market.”

Another feature of a premium support model involves determining the federal
government level of the premium subsidy and then providing that subsidy to
beneficiaries. Subsidiescould be set as a percentage of the average or thetotal of the
plan“bids’, so that higher-cost planswould require larger beneficiary contributions.
The opposing issues here are saving money versus providing incentives for
beneficiaries to choose the plans that fit their needs. The higher the subsidy, the
fewer incentivesindividual swould haveto act as prudent purchasers. Oncecoverage
ispurchased, thereiseven lessincentiveto act asaprudent purchaser. However, the
smaller the subsidy, the less “choice” or flexibility low-income individuals would
have in choosing aplan. If FFS were to become arelatively expensive option, then
low-income individuals and even individuals living in areas with no aternative to
FFS would be placed in a particularly disadvantageous situation.

In a premium support model, premiums for the approved plans may vary
depending on the plan selected. Thus individuals choosing more expensive plans
would berequired to pay alarger share of the premium. For individualswith limited
resources, this could translate into limited choice. They might only be ableto select
plans with little or no additional premiums above the subsidy level. While alarger
premium subsidy for low-incomeindividual swould reduceor €liminatethisproblem,
depending on the level of the subsidy, savings to the Medicare program could also
be reduced. As previously discussed, this division between higher-income and
therefore healthier beneficiaries could lead to risk segmentation as well asissues of
inequality.

Other issues that must be considered for restructuring include how to best gain
beneficiary support and acceptance; and how to implement, phase-in, and administer
such a program. To the extent that beneficiaries envision this reform as part of a
larger plan to modernize the Medicare benefit package, including the provision of
prescription drug coverage and stop-loss coverage, they might be more willing to
accept broad Medicare reform. Thiscomprehensive change may best be diffused by
phasing-in such asystem, although again the various methodol ogies of fer atrade-of f
between savings and efficiency. Opponentsof such asystem would be quick to point
out that once a premium subsidy is set, it would be relatively easy to achieve

“2 See CRS Report RL 30702, Medicare+ Choice, by Hinda Chaikind, Madeline Smith and
Paulette Morgan, for a detailed discussion of payments and benefits in the Medicare+
Choice program.
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budgetary savings by either reducing the percentage or even holding it constant inthe
face of inflationary increases and changes in medical technology. Over time, the
subsidy could erodeto represent asmaller and smaller share of the actual cost of total
premiums. Effectively only those with higher incomes would be able to afford the
higher-cost plans, as they became even more expensive.

Another key consideration is the participation of plans. The current
Medicare+Choice program is experiencing difficulties as plans withdraw from the
program. Ensuring that the premium support model was more attractive to plans so
that they would choose to participate and then remain in the program would be
crucial. Today, few plansareavailableinrural areas, in part because of the difficulty
of forming provider networks. Most individualsin these areas must rely on FFS, not
because they necessarily prefer this option, but because there is no other choice for
Medicare coverage. If FFS is included in a premium support model, and FFS
becomes an higher-cost option, then financial protections for individuals with little
or no choice may be necessary to guarantee equity. However, if FFSisnot included
in apremium support model, then it would be difficult to contain Medicare growth.

Medicare Administration Restructuring

CMS is responsible for the oversight and administration of the Medicare
program aswell asother duties. CM Sislocated withinthe Department of Health and
Human Services. The Administrator of CMS is appointed by the President,
confirmed by the Senate, and reportsto the Secretary of Health and Human Services.
In the summer of 2001, CM'S was reorganized to concentrate the major policy and
operations functions of fee-for-service Medicare into the Center for Medicare
Management and to concentrate the policy and operations functions of
M edi care+Choice and beneficiary enrollment and educati on functionsinto the Center
for Beneficiary Choices.

Several of the reform bills proposed in both the 106™ and 107" Congresses
would have changed the administrative structure of Medicare. Other bills would
have placed the administration of anew prescription drug benefit inthecurrent CMS.
Much of the impetus for restructuring stemmed from the belief of some observers
that the Medicare agency was neither responsive nor capable of administering
complex new benefits such as a prescription drug benefit. As a developer and
administrator of administered pricing formulas, some believed that the Medicare
agency did not have (and could not attract) staff capable of running a much more
competitive and dynamic benefit. They also believed that there was an inherent
conflict of interest in administering both the existing fee-for-service and a new
managed care program. Criticsof wholesal e restructuring believed that the problems
of the agency arose from chronic underfunding and a dramatically increasing
workload, especially since passage of BBA.

Some of the proposals would have established a Medicare Board, either to
administer the new agency or to act as an advisory committee to the entity
responsiblefor program administration. To varying degrees, the new administrative
entity would begiven greater flexibility in managing the program than CM Snow has.
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An aternative plan replaced CMS with two separate agencies within HHS: one
agency would administer Medicare, the other would administer Medicaid and other
state-operated health programs.* Proponentsof this change suggested that evenwith
additional resources, the operational tasks currently assigned to CM S are unwieldy
and would overwhelm any administrative entity charged with oversight of Medicare.
Critics, however, cite the need for coordinated federal action in health care due to
overlapping activities, such as survey and certification efforts, that affect the
Medicare and Medicaid programs jointly as one reason to keep CMS's current
functions together in one agency. In their view, the 2001 administrative
reorganization of CMS that established separate administrative entities within the
same agency may have been an adequate response, particularly if agency resources
areincreased.

It is unclear whether the 2001 reorganization satisfies critics of Medicare's
management. Some may remain skeptical whether CM S could oversee an expanded,
more complex Medicare program, in part, because they doubt that the agency’s
internal culture, geared toward regulation of the fee-for-service program, could ever
be reoriented to administer competitively-based programs. They also question
whether conflict exists in administering both the existing fee-for-service and a
competing new managed care program. Moreover, some express concern over the
willingness of CM Sto adapt itsregulatory approachif it managesanew prescription
drug benefit. On the other hand, others see the possibility that the change in agency
leadership may transform the agency’s culture and regulatory orientation. Some
point to greater effortsto communicate agency policy and hear from stakeholders as
evidence of change. Further, some believe that the agency’ s efforts to implement a
prescription drug card may givethe agency the needed administrativeexpertiseinthe
area of prescription drugs.

Still other analysts contend that problemswith Medicare’ sadministration stem
from inadequate resources, not necessarily organizational shortcomings. Inan open
letter to Congressin January 1999, 14 expertsrepresenting avariety of perspectives,
cited the unwillingness to provide CMS with the resources and administrative
flexibility to accomplish its assigned tasks as the source of the agency’ s difficulties.
In their view, these constraints had been imposed at a time when Congress had
imposed additional responsibilities and some of the agency’s most capable
administrators had left. These concerns have not been allayed by the change in the
agency’' s management, name, or structure.

Depending upon the administrative structure selected, two separate agencies
responsible for administering different el ements of a Medicare program could face
programmatic and managerial problems, such asinconsistent treatment of Medicare
beneficiaries, confusion among beneficiaries and providers, conflicting regulations,
and duplicative staff functions. These problems could be compounded by the
absence of a higher official who has direct management responsibility over both
agencies who can resolve interagency disputes.

“3 Etheredge, Lynn. Medicare’ s Governance and Structure; A Proposal. Health Affairs, v.
19, no. 5, September/October 2000.
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Prospects for the 108" Congress

At this writing, press reports indicate that the President will be forwarding a
proposal to the Congress that may limit prescription drug coverage to persons who
enroll in managed care plans. Congress will once again debate Medicare reform
legislation; what specific action it will take can not be predicted at this point.



