
M e d i c a re: Next Steps
The pa s s a ge of the Med i c a re Mod ern i z a tion Act of 2003 made some of the most significant ch a n ges to the Med i c a re pro-
gram since its incepti o n . The new law adds a pre scri ption drug ben efit to Med i c a re , cre a tes the Med i c a re Adva n t a ge pro-
gram to repl a ce the Med i c a re + C h o i ce pro gra m , and establishes a dem o n s tra tion pro gram to test co m peti tion betwe en
Med i c a re and priva te pl a n s . Ma ny co n cerns rega rding the Med i c a re pro gram rem a i n , h owever. This issue bri ef ou t l i n e s
four of the areas wh ere furt h er action could be taken :

• Lo n g - term financing probl em s
• Ba l a n cing access to care while avoiding unnece s s a ry uti l i z a ti o n
• Priva te se ctor co m peti tion stra tegi e s
• In su ra n ce needs of i n d ivi duals age 55 to 64

Me d i ca re Fa ces Lo n g - Te rm Financing Pro b l e m s

Med i c a re faces serious lon g - term financing probl ems due to the declining ra tio of workers to reti rees and health
c a re costs that are growing faster than the rest of the econ omy. Unless Med i c a re under goes fundamental ch a n ge ,
the program wi ll face increasing financial pre s su res and ulti m a tely won’t have en o u gh mon ey to pay full ben e-
f i t s .

The Med i c a re trust funds face increasing financial pre s su re s . For financing purpo s e s , Med i c a re consists of t wo
p a rt s , e ach of wh i ch is financed thro u gh a sep a ra te trust fund. Hospital In su ra n ce (HI) pays pri m a ri ly for inpa-
ti ent hospital care and Su pp l em en t a ry Medical In su ra n ce (SMI) pays pri m a ri ly for physician and outp a ti en t
c a re , as well as the new pre s c ri pti on drug ben ef i t . Ta xe s , prem iu m s , and other income are cred i ted to the tru s t
funds for each program and are used to pay ben efits and ad m i n i s tra tive co s t s . Any unu s ed trust fund income is
i nve s ted in U. S . govern m ent sec u ri ti e s .
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The HI program is funded pri m a ri ly thro u gh earm a rked payro ll taxe s . In the past several ye a rs , HI pay-
ro ll taxes and other non - i n terest income have exceeded ben efits paid, and the HI trust fund has been acc u-
mu l a ting asset s . According to last ye a r ’s Med i c a re Tru s tee s’ Report , h owever, HI ex pen d i tu res were pro-
j ected to exceed HI payro ll taxes beginning in 2004. And beginning in 2010, HI ex pen d i tu res are proj ect-
ed to exceed all HI incom e , i n cluding intere s t . At that poi n t , the trust fund wi ll need to begin redeem i n g
its assets in order to pay for ben ef i t s . By 2019, wh en trust fund assets are proj ected to be dep l eted , p ayro ll
tax revenues would cover on ly abo ut 80 percent of program co s t s , and the share covered by payro ll taxe s
is proj ected to dec rease furt h er there a f ter.

The SMI program is financed thro u gh ben ef i c i a ry prem iu m s , wh i ch cover abo ut on e - fo u rth of the co s t ,
and federal gen eral tax revenu e s , wh i ch cover the remaining three - fo u rt h s . Because ben ef i c i a ry prem iu m s
and gen eral revenues all oc a ted to the program are incre a s ed annu a lly to meet proj ected futu re co s t s , t h e
SMI trust fund is ex pected to remain solven t . However, SMI costs are growing faster than HI co s t s , m e a n-
ing that con ti nuing the current funding arra n gem ents wi ll re sult in gen eral revenues financing incre a s i n g
s h a res of total Med i c a re spending over ti m e .

Med i c a re expen d i tu res wi ll pl a ce increasing strains on the eco n o my. Due to the rising nu m ber of ben ef i-
c i a ries and increases in both the use and cost of health care per ben ef i c i a ry, Med i c a re costs wi ll con su m e
gre a ter shares of the nati on’s financial re s o u rce s . In 2003, Med i c a re spending amounted to 2.6 percent of
Gross Dom e s tic Produ ct (GDP). This share is ex pected to increase to 3.4 percent in 2006, due in large part
to the ad d i ti on of the pre s c ri pti on drug ben ef i t . It is ex pected to rise to 7.0 percent of GDP in 2030 and
10.9 percent of GDP in 2060. Con s i dering Med i c a re spending in con ju n cti on with Social Sec u ri ty ’s fur-
t h er high l i ghts the strain these programs place on the econ omy. Com bi n ed , Med i c a re and Social Sec u ri ty
ex pen d i tu res equ a l ed 7.0 percent of GDP in 2003. This share of GDP wi ll increase con s i dera bly to a pro-
j ected 13.3 percent in 2030 and 17.4 percent in 2060.

The new Med i c a re law attem pts to address some Med i c a re funding co n cern s , but major financing probl em s
rem a i n . The new Med i c a re law attem pts to limit the share of Med i c a re spending that is financed by gen-
eral tax revenu e s , t h ereby reducing the demand on the federal bu d get . If gen eral tax revenues account for
m ore than 45 percent of Med i c a re spending within the next seven ye a rs , the pre s i dent would be requ i red
to recom m end ways to redu ce this share . Opti ons would inclu de reducing ben ef i t s , raising ben ef i c i a ry pre-
m iu m s , or raising payro ll taxe s . Con gress then could implem ent the recom m en d a ti on s , but would not be
requ i red to do so.

In 2003, gen eral tax revenues acco u n ted for abo ut 31 percent of Med i c a re spen d i n g. The 2004 Med i c a re
Tru s tee s’ report proj ects that the 45 percent threshold wi ll be re ach ed in 2012, m ore than seven ye a rs into
the proj ecti on peri od . Th erefore , while the requ i rem ent that the pre s i dent propose reforms to redu ce co s t s
wi ll not be tri ggered this ye a r, it could be tri ggered within the next few ye a rs .

This provi s i on draws atten ti on to the need to manage the bu rden Med i c a re places on the federal bu d-
get and sets the stage for futu re con gre s s i onal deb a te abo ut corrective acti on to limit the bu rden the pro-
gram places on gen eral tax revenu e s . Con gre s s i onal acti on is not guara n teed , h owever, and as men ti on ed
a bove , o t h er financing probl ems rem a i n .

Balancing Ac cess to Ca re with Ince nt i ves to Avoid Un n e ce s s a ry Ut i l i z at i o n

The Med i c a re ben efit pack a ge should be com preh en s ive en o u gh to en su re that sen i ors have adequ a te
access to health care , but at the same time provi de the proper incen tives to disco u ra ge unnece s s a ry care .
L i ke typical priva te health insu ra n ce plans for the non el derly, Med i c a re covers inpati ent and outp a ti en t
hospital care and physician vi s i t s . However, the stru ctu re of the trad i ti onal Med i c a re fee - for- s ervi ce ben-
efit pack a ge be a rs little re s em bl a n ce to priva te plans.1 Med i c a re Pa rt A , wh i ch covers inpati ent hospital
c a re , requ i res a dedu cti ble ($876 in 2004) for each hospital stay, and ad d i ti onal cop aym ents for stays last-
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ing beyond 60 days . Med i c a re Pa rt B covers pri m a ri ly physician and outp a ti ent hospital servi ces and
requ i res an annual dedu cti ble ($110 in 2005) and 20 percent co s t - s h a ring after the dedu cti ble is met . In
con tra s t , priva te plans typ i c a lly requ i re a com bi n ed dedu cti ble that applies to both inpati ent and outp a-
ti ent hospital servi ce s , and nominal cop aym ents for each physician of f i ce vi s i t . Un l i ke most priva te plans,
Med i c a re does not limit a pati en t’s out - of - pocket co s t s . And until the passage of the Med i c a re
Modern i z a ti on Act of 2 0 0 3 , o utp a ti ent pre s c ri pti on drug ben efits were not ava i l a ble thro u gh the trad i-
ti onal Med i c a re progra m .2

The trad i ti onal Med i c a re ben efit pack a ge covers on ly abo ut on e - h a l f of a ben ef i c i a ry ’s health care co s t s ,
l e aving ben ef i c i a ries a size a ble share of health care co s t s . Not on ly does Med i c a re impose cost shari n g, but
s ome produ cts and servi ces are not covered . For instance , a l t h o u gh Med i c a re does cover skill ed nu rs i n g
c a re to some ex ten t , it does not cover custodial nu rsing care , wh i ch makes up the bulk of l on g - term care
s pen d i n g. Moreover, Med i c a re does not cap ben ef i c i a ry out - of - pocket co s t s . And although outp a ti ent pre-
s c ri pti on drug covera ge wi ll be ava i l a ble beginning in 2006, the ben efit is ex pected to cover on ly abo ut on e
qu a rter of total pre s c ri pti on drug spending among the el derly over the next 10 ye a rs .

To fill in the gaps in Med i c a re’s covera ge , on e - t h i rd of Med i c a re ben ef i c i a ries have su pp l em ental cover-
a ge thro u gh an em p l oyer and on e - fo u rth have covera ge thro u gh a Med i gap plan. These plans may cover
the Pa rt A and Pa rt B dedu cti bles and cop aym en t s , provi der ch a r ges that exceed the Med i c a re approved
a m o u n t , preven tive care , and pre s c ri pti on dru gs . The ten standard Med i gap plans –A thro u gh J—differ in
wh i ch of the Med i c a re dedu cti bles and cop aym ents they cover and what ad d i ti onal ben efits they provi de .
Almost another on e - t h i rd of Med i c a re ben ef i c i a ries has su pp l em ental covera ge thro u gh Med i c a i d , a
Med i c a re Adva n t a ge plan, or thro u gh another public plan. O n ly abo ut one in ei ght Med i c a re ben ef i c i a ri e s
has trad i ti onal Med i c a re on ly, wi t h o ut any su pp l em ental covera ge .

Even ben ef i c i a ries with su pp l em ental covera ge could bear significant out - of - pocket co s t s , because su p-
p l em ental covera ge of ten limits pre s c ri pti on drug ben efits and exclu des lon g - term care . On the other
h a n d , su pp l em ental covera ge can re sult in almost firs t - do llar covera ge for Pa rt A and Pa rt B servi ce s , t hu s
reducing the ef fectiveness of these cost con trol incen tive s . The new Med i c a re law directs the Na ti on a l
As s oc i a ti on of In su ra n ce Com m i s s i on ers (NAIC) to define two new Med i gap pack a ges that would provi de
p a rtial covera ge of Med i c a re Pa rt A and Pa rt B co s t - s h a ring and also would limit annual out - of - pocket
co s t s . The plans would not cover the Pa rt B dedu cti bl e , t h ereby parti a lly ad d ressing con cerns that by pro-
viding first- do llar covera ge , Med i gap plans give ben ef i c i a ries little incen tive to be cost conscious wh en
making their health care dec i s i on s . The NAIC is also ch a r ged with revi ewing and revising the standard s
for all Med i gap ben efit pack a ge s .

Even with po ten tial revi s i ons to Med i gap ben efit pack a ge s , f u rt h er ch a n ges to the Med i c a re ben ef i t
p ack a ge may be in order. For instance , the current co s t - s h a ring mechanisms for trad i ti onal Med i c a re are
s om ewhat skewed tow a rd non d i s c reti on a ry care . In parti c u l a r, i n p a ti ent care requ i res high er cost shari n g
than outp a ti ent care . Ad ju s ting the rel a tive cop aym ent requ i rem ents bet ween inpati ent and outp a ti en t
c a re might bet ter align con su m er incen tives for avoiding unnece s s a ry care . Com bining Pa rts A and B of
the ben efit pack a ge , similar to Med i c a re Adva n t a ge plans, has also been su gge s ted , as well as capping ben-
ef i c i a ry out - of - pocket co s t s .
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1. Medicare Advantage plans are private Medicare plans that more resemble typical private plans. They are discussed in the private plan section below.

2. The new law creates a new prescription drug benefit, available to Medicare beneficiaries on a voluntary basis through private plans, beginning in 2006.
For 2006, the standard prescription drug plan will have a deductible of $250, 25 percent coinsurance up to the initial coverage limit ($2,250 in total
spending), then no coverage until the beneficiary reaches $3,600 in out-of-pocket spending ($5,100 total spending). After meeting this maximum, all
drug costs are covered, with nominal cost sharing.



Pri vate Plans and Pri vate Se ctor Co m petition St rate g i e s

Ra t h er than en ro lling in the trad i ti onal Med i c a re fee - for- s ervi ce plan, Med i c a re ben ef i c i a ries have the
opti on of en ro lling in a priva te Med i c a re plan. The goals of Med i c a re priva te plans inclu de givi n g
en ro ll ees more ch oi ce s , m odernizing ben ef i t s , and helping to con trol co s t s . The Med i c a re + Ch oi ce (M+C)
program was establ i s h ed in 1997 as a significant attem pt to provi de Med i c a re ben efits thro u gh priva te
health plans. M+C priva te plans inclu ded local managed care plans, wh i ch covered not on ly all of the tra-
d i ti onal Med i c a re Pa rt A and Pa rt B servi ce s , but could also have provi ded ad d i ti onal ben efits and lower
co s t - s h a ring requ i rem ents (of ten at an ad d i ti onal prem ium cost to the en ro ll ee ) . Pa rti c i p a ti on in M+C
plans was som ewhat disappoi n ti n g, h owever, en ro lling on ly abo ut 5 mill i on (12 percent) of Med i c a re
en ro ll ees in 2002 (many plans wi t h d rew from the program due to con cerns of i n su f f i c i ent paym en t s ) .

The Med i c a re Modern i z a ti on Act of 2003 expands Med i c a re’s use of priva te plans by rep l acing M+C
plans with Med i c a re Adva n t a ge plans, wh i ch wi ll now inclu de regi onal managed care plans. Med i c a re
Adva n t a ge plan paym ents wi ll increase to en co u ra ge more priva te plan parti c i p a ti on . In ad d i ti on , n ew
pre s c ri pti on drug ben efits wi ll be ava i l a ble thro u gh priva te stand-alone pre s c ri pti on drug plans or
t h ro u gh Med i c a re Adva n t a ge plans.

In ad d i ti on to introducing more priva te plans into Med i c a re , the new law also introdu ces some com-
peti tive el em ents into the plan paym ent sys tem . Previ o u s ly, Med i c a re managed care plans were paid an
a re a - s pecific capitati on ra te ; a ll Med i c a re managed care plans in that area received the same paym ent for
e ach of its en ro ll ee s . Beginning in 2006, h owever, p aym ents to plans wi ll va ry based on a com p a ri s on of
plan bids to a ben ch m a rk .3 Plans with bids bel ow the ben ch m a rk wi ll receive paym ents equal to their bi d
p lus a reb a te equal to three - qu a rters of the differen ce bet ween their bid and the ben ch m a rk . Plans wi t h
bids above the ben ch m a rk wi ll need to ch a r ge en ro ll ees prem iums equal to the differen ce bet ween thei r
bid and the ben ch m a rk .

These new com peti tive el em ents serve to increase the com peti ti on among priva te Med i c a re plans. Th e
n ew Med i c a re law also moves tow a rd implem en ting com peti ti on bet ween trad i ti onal Med i c a re and priva te
plans thro u gh a six-year dem on s tra ti on program beginning in 2010. In up to six metropolitan are a s ,
Med i c a re en ro ll ees wi ll be given a ch oi ce bet ween priva te plans and the trad i ti onal progra m . If trad i ti on-
al Med i c a re can provi de ben efits at a lower cost than priva te plans, trad i ti onal plan prem iums wi ll be
l ower than those for the priva te plans, and vi ce vers a .

In troducing ad d i ti onal com peti tive el em ents into Med i c a re has been su gge s ted as a way to help con tro l
f utu re Med i c a re co s t s . For instance , the dem on s tra ti on proj ects men ti on ed above could be a first step
tow a rd a more def i n ed con tri buti on (or prem ium su pport) approach to Med i c a re . The essen tial ch a n ge
would be that Con gress would define the level of Med i c a re funding provi ded to Med i c a re ben ef i c i a ri e s
ra t h er than to define the level of ben efits provi ded . Con ceptu a lly, it would shift the progra m’s focus aw ay
f rom guara n teeing en ro ll ees a def i n ed set of ben efits (with the Med i c a re trust funds and federal govern-
m ent re s pon s i ble for any funding shortf a ll) tow a rd providing a fixed govern m ent con tri buti on that
en ro ll ees could app ly tow a rd purchasing health care covera ge (with the en ro ll ees re s pon s i ble for making
up the differen ce bet ween the govern m ent con tri buti on and the cost of the ben efits they sel ect ) . Typ i c a lly,
proposals for su ch an approach would make the trad i ti onal fee - for- s ervi ce Med i c a re one of the opti on s
ava i l a bl e . S teps may need to be taken to en su re a level playing field bet ween priva te plans and the trad i-
ti onal fee - for- s ervi ce progra m .
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3. Bids and benchmarks will be risk adjusted.



Ad d ressing the Insura n ce Needs of Individuals Ages 55 to 64

Some po l i c y - m a kers have su gge s ted ad d ressing the health care needs of i n d ivi duals age 55 to 64 thro u gh
an ex p a n s i on of Med i c a re . In d ivi duals who are not yet el i gi ble for Med i c a re are parti c u l a rly vu l n era ble to
l acking health insu ra n ce . According to the U. S . Cen sus Bu re a u , a pprox i m a tely 13 percent of adults age 55
to 64 lack health insu ra n ce . Al t h o u gh uninsu red ra tes for these older adults who are not yet Med i c a re el i-
gi ble are lower than those for yo u n ger adu l t s , being uninsu red can be parti c u l a rly probl em a tic for this
group because health probl ems tend to increase with age .

Declines in em p l oyer- s pon s ored reti ree health insu ra n ce covera ge could ex acerb a te this probl em . E a rly
reti ree s , that is workers who reti re before age 65 (the Med i c a re el i gi bi l i ty age ) , of ten rely on reti ree health
i n su ra n ce covera ge from a form er em p l oyer for their health insu ra n ce need s . However, access to reti ree
health covera ge has decl i n ed dra m a ti c a lly in recent ye a rs . For instance , Hewitt As s oc i a tes found that the
s h a re of l a r ge em p l oyers of fering health insu ra n ce covera ge to their pre - Med i c a re reti rees decl i n ed from
88 percent in 1991 to 76 percent in 1999. Moreover, em p l oyers who con ti nue to of fer covera ge have been
i n c reasing the prem iums and/or cost sharing requ i rem en t s , forcing some reti rees to for go covera ge .

The new Med i c a re law provi des incen tives to en co u ra ge em p l oyers to retain reti ree health insu ra n ce . In
p a rti c u l a r, it would provi de subsidies to em p l oyers who provi de pre s c ri pti on drug covera ge to reti ree s .
However, these subsidies app ly on ly to reti rees who are el i gi ble for Med i c a re . Th ey do not app ly to cover-
a ge for pre - Med i c a re reti ree s .

Reducing the costs of covera ge is key to ad d ressing the decline in reti ree health insu ra n ce . Wi t h o ut
s temming this growth in co s t s , f i rms wi ll con ti nue to redu ce or el i m i n a te covera ge . Providing tax incen-
tives to em p l oyers for pre-funding reti ree health insu ra n ce is one way to redu ce the decline in covera ge .
Al t h o u gh this approach might help a little, em p l oyers might be wary of the redu ced flex i bi l i ty that wo u l d
l i kely accom p a ny su ch su b s i d i e s .

These con cerns that indivi duals approaching age 65 are less likely than yo u n ger adults to have access to
health covera ge thro u gh em p l oym ent and that, due to deteri ora ting health, t h ey may be less able to pur-
chase indivi dual health insu ra n ce , h ave led some po l i c y - m a kers to propose expanding the Med i c a re pro-
gram to all ow certain indivi duals bet ween the ages of 55 and 64 to parti c i p a te on a vo lu n t a ry “buy in”
b a s i s . G en eral con s i dera ti ons for Med i c a re buy-in programs inclu de :

• The costs of su ch a program would be stron gly influ en ced by the health status of those who ch oo s e
to parti c i p a te . To keep per- en ro ll ee costs at manage a ble level s , it is important to attract as many
h e a l t hy indivi duals as po s s i bl e .

• Even with provi s i ons de s i gn ed to attract healthy indivi du a l s , s ome degree of adverse sel ecti on is
i n evi t a bl e . An innova tive , but unproven , w ay to rec a ptu re incre a s ed costs due to adverse sel ecti on
is to increase Med i c a re prem iums from age 65 to 85 for buy-in parti c i p a n t s .

• Al t h o u gh subsidizing prem iums could increase parti c i p a ti on , this would increase the costs of t h e
program to taxpayers .
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Su m m a ry

The passage of the Med i c a re Modern i z a ti on Act of 2003 made some of the most significant ch a n ges to the
Med i c a re program since its incepti on . Ma ny con cerns rega rding the Med i c a re program rem a i n , h owever.
This issue bri ef o utlines four areas wh ere furt h er acti on by po l i c y - m a kers may be warra n ted . F i rs t ,
Med i c a re faces serious lon g - term financing probl em s . Not on ly wi ll the Med i c a re trust funds face incre a s-
ing financial pre s su re s , but Med i c a re ex pen d i tu res wi ll also place increasing strains on the econ omy.
Secon d , Med i c a re’s ben efit pack a ge and co s t - s h a ring requ i rem ents should en su re a proper balance
bet ween providing sen i ors with adequ a te access to health care and disco u ra ging unnece s s a ry care . Th i rd ,
i n troducing ad d i ti onal com peti tive el em ents into Med i c a re can be ex p l ored as a met h od of con tro ll i n g
co s t s . F i n a lly, expanding Med i c a re may be an opti on for ad d ressing the insu ra n ce needs of i n d ivi duals age s
55 to 64.
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How is Med i c a re Fi n a n ced? (Fa ll 2001)

Balancing Access to Ca re with In cen tives to Avoid Un n ece s s a ry Uti l i z a ti on
Repo rt on Med i c a re Su ppl em ent Experi en ce , 1996-2000 (Feb ru a ry 2003)

Priva te Plans and Priva te Sec tor Com peti ti on Stra tegi e s
Applying the Def i n ed Co n tri bu tion Approa ch to Med i c a re: A Pri m er (Ju ly 2002)
Med i c a re Refo rm: Using Priva te Sector Co m peti tion Stra tegies (April 2000)

Ad d ressing the In su ra n ce Needs of In d ivi duals Ages 55 to 64
Actu a rial Is sues in Med i c a re Expansion (Spring 1998)
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