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Medicare: Next Steps
The passage of the Medicare Modernization Act of 2003 made some of the most significant ch a n ges to the Medicare program since its inception. The new law adds a prescription drug benefit to Medicare, cre a tes the Medicare Adva n t a ge program to replace the Medicare+Choice progra m , and establishes a demonstra tion pro gram to test competition between
Medicare and private plans. Ma ny concerns regarding the Medicare pro gram remain, h owever. This issue brief ou t l i n e s
four of the areas wh ere further action could be taken:
• Long-term financing probl ems
• Balancing access to care while avoiding unnecessary utilization
• Private sector competition stra tegies
• In su ra n ce needs of individuals age 55 to 64

Medicare Faces Long-Term Financing Problems
Med i c a re faces serious long-term financing probl ems due to the declining ratio 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 will face increasing financial pressu res and ultimately won’t have enough money to pay full benefits.
The Med i c a re trust funds face increasing financial pressures. For financing purposes, Med i c a re consists of two
parts, each of which is financed thro u gh a separate trust fund. Hospital Insura n ce (HI) pays primari ly for inpati ent hospital care and Su pplementary Medical Insurance (SMI) pays primarily for physician and outpati en t
c a re , as well as the new prescription drug benefit. Taxes, premiums, and other income are cred i ted to the trust
funds for each program and are used to pay benefits and administrative co s t s . Any unused trust fund income is
i nve s ted in U. S . government securities.

The Ameri can Academy of Act u a ries is the public policy organization for actuaries pra cticing in all specialties within the United States.A major purpose of the Academy is to act
as the public information organization for the profession.The Academy is nonpartisan and assists the public policy process through the presentation of clear and object i ve act u a rial analysis.The Academyregularly prepares testimony for Congress,provides information tofederal elected officials, comments on proposed federal regulations, and works
closely with state officials on issues related to insurance. The Academy also develops and upholds act u a rial standards of conduct, qualification and pra ctice, and the Code of
Pro fessional Conduct for actuaries pra cticing in the United States.
The principal author of this issue brief was Co ri E. Uccello, M.A.A.A., F.S.A., Senior Health Fellow at the American Academy of Actuaries. Thomas F. Wildsmith, M.A.A.A., F.S.A.,
Chairperson of the Medica re Ste e ring Committee,provided valuable input.This issue brief is based in part on the Academy’s 2004 issue guide," The Questions Candidates Should
Answer About Medica re Reform," which wasco-authored by Ms. Uccello and Mr.Wildsmith.
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The HI program is funded primari ly thro u gh earmarked payroll taxe s . In the past several years, HI payro ll taxes and other non-interest income have exceeded benefits paid, and the HI trust fund has been accumu l a ting assets. According to last year’s Med i c a re Trustee s’ Report, however, HI expen d i tu res were projected to exceed HI payro ll taxes beginning in 2004. And beginning in 2010, HI expenditures are projected to exceed all HI income, including intere s t . At that point, the trust fund will need to begin redeeming
its assets in order to pay for benefits. By 2019, when trust fund assets are projected to be depleted, payro ll
tax revenues would cover on ly abo ut 80 percent of program co s t s , and the share covered by payroll taxe s
is proj ected to decrease further thereafter.
The SMI program is financed thro u gh beneficiary premiums, which cover abo ut one-fourth of the co s t ,
and federal general tax revenues, which cover the remaining three-fourths. Because beneficiary premiums
and general revenues allocated to the program are incre a s ed annu a lly to meet projected futu re co s t s , the
SMI trust fund is expected to remain solvent. However, SMI costs are growing faster than HI co s t s , meaning that continuing the current funding arrangements will re sult in general revenues financing increasing
s h a res of total Med i c a re spending over time.
Med i c a re expenditures will place increasing strains on the economy. Due to the rising number of beneficiaries and increases in both the use and cost of health care per beneficiary, Med i c a re costs will con sume
gre a ter shares of the nation’s financial re s o u rces. In 2003, Med i c a re spending amounted to 2.6 percent of
Gross Domestic Product (GDP). This share is expected to increase to 3.4 percent in 2006, due in large part
to the addition of the prescription drug benefit. It is expected to rise to 7.0 percent of GDP in 2030 and
10.9 percent of GDP in 2060. Considering Med i c a re spending in con junction with Social Security’s further highlights the strain these programs place on the econ omy. Combined, Med i c a re and Social Security
expenditu res equaled 7.0 percent of GDP in 2003. This share of GDP will increase considerably to a projected 13.3 percent in 2030 and 17.4 percent in 2060.
The new Med i c a re law attempts to address some Medicare funding concerns, but major financing problems
remain. The new Med i c a re law attempts to limit the share of Medicare spending that is financed by general tax revenues, thereby reducing the demand on the federal budget. If general tax revenues account for
m ore than 45 percent of Medicare spending within the next seven years, the pre s i dent would be required
to recommend ways to redu ce this share . Options would inclu de reducing benefits, raising beneficiary premiums, or raising payro ll taxes. Con gress then could implement the recommen d a ti ons, but would not be
requ i red to do so.
In 2003, general tax revenues acco u n ted for abo ut 31 percent of Med i c a re spending. The 2004 Med i c a re
Trustee s’ report projects that the 45 percent threshold will be reached in 2012, m ore than seven years into
the projection period. Therefore , while the requirement that the pre s i dent propose reforms to redu ce costs
will not be triggered this year, it could be triggered within the next few years.
This provi s i on draws attention to the need to manage the bu rden Med i c a re places on the federal budget and sets the stage for future congressional deb a te about corrective action to limit the bu rden the program places on general tax revenues. Congre s s i onal action is not guaranteed, however, and as mentioned
above , other financing problems remain.

Balancing Access to Care with Incentives to Avoid Unnecessary Utilization
The Med i c a re benefit package should be comprehen s ive enough to ensu re that seniors have adequ a te
access to health care , but at the same time provide the proper incentives to discourage unnecessary care .
L i ke typical private health insurance plans for the nonelderly, Med i c a re covers inpatient and outpati en t
hospital care and physician visits. However, the structu re of the traditional Med i c a re fee-for-service benefit package bears little resemblance to private plans.1 Med i c a re Part A, which covers inpati ent hospital
c a re , requ i res a deductible ($876 in 2004) for each hospital stay, and additional cop ayments for stays last2
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ing beyond 60 days. Med i c a re Part B covers primari ly physician and outpatient hospital services and
requ i res an annual deductible ($110 in 2005) and 20 percent co s t - s h a ring after the deductible is met. In
contrast, priva te plans typically requ i re a com bined deductible that applies to both inpati ent and outpatient hospital services, and nominal cop ayments for each physician of f i ce visit. Un l i ke most private plans,
Medicare does not limit a patient’s out - of-pocket costs. And until the passage of the Medicare
Modernization Act of 2003, outpatient pre s c ription drug benefits were not available through the traditional Med i c a re program.2
The traditional Med i c a re benefit package covers only abo ut one-half of a beneficiary’s health care costs,
l e aving beneficiaries a size a ble share of health care costs. Not only does Med i c a re impose cost sharing, but
some products and services are not covered. For instance, although Med i c a re does cover skilled nursing
c a re to some ex tent, it does not cover custodial nu rsing care , wh i ch makes up the bulk of long-term care
spending. Moreover, Medicare does not cap beneficiary out - of-pocket costs. And although outpatient prescription drug coverage will be available beginning in 2006, the benefit is expected to cover on ly abo ut on e
quarter of total prescription drug spending among the elderly over the next 10 years.
To fill in the gaps in Med i c a re’s coverage, on e - t h i rd of Medicare beneficiaries have supplemental coverage thro u gh an employer and on e - fo u rth have coverage thro u gh a Medigap plan. These plans may cover
the Part A and Part B deductibles and copayments, provider charges that exceed the Medicare approved
amount, preventive care , and pre s c ription drugs. The ten standard Medigap plans –A thro u gh J—differ in
which of the Medicare deductibles and cop ayments they cover and what additional benefits they provide.
Almost another on e - t h i rd of Medicare beneficiaries has supplemental coverage through Medicaid, a
Med i c a re Advantage plan, or thro u gh another public plan. Only abo ut one in eight Medicare beneficiaries
has traditional Med i c a re only, wi t h o ut any supplemental coverage.
Even beneficiaries with supplemental coverage could bear significant out-of-pocket costs, because supplemental coverage often limits pre s c ription drug benefits and exclu des long-term care . On the other
hand, supplemental coverage can re sult in almost firs t - do llar coverage for Part A and Part B services, thus
reducing the effectiveness of these cost control incentive s . The new Med i c a re law directs the National
As s ociati on of Insura n ce Com m i s s i oners (NAIC) to define two new Medigap packages that would provide
partial coverage of Med i c a re Part A and Part 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 Part B deductible, thereby partially addressing concerns that by providing first- dollar coverage, Medigap plans give beneficiaries little incentive to be cost conscious when
making their health care decisions. The NAIC is also charged with reviewing and revising the standard s
for all Medigap benefit packages.
Even with potential revisions to Medigap benefit packages, further changes to the Medicare benefit
package may be in order. For instance, the current co s t - s h a ring mechanisms for traditi onal Med i c a re are
somewhat skewed tow a rd non d i s c retionary care . In particular, inpati ent care requ i res higher cost sharing
than outpati ent care. Ad justing the relative cop ayment requirements between inpatient and outpati en t
c a re might better align consumer incentives for avoiding unnece s s a ry care. Combining Parts A and B of
the benefit package, similar to Med i c a re Advantage plans, has also been suggested, as well as capping beneficiary out - of-pocket costs.

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.
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Pri vate Plans and Pri vate Sector Competition Strategies
Rather than enrolling in the traditional Med i c a re fee-for- s ervice plan, Medicare beneficiaries have the
option of enrolling in a private Med i c a re plan. The goals of Med i c a re private plans include giving
en ro llees more choices, modernizing benefits, and helping to control costs. The Medicare + Ch oice (M+C)
program was establ i s h ed in 1997 as a significant attempt to provide Med i c a re benefits through private
health plans. M+C private plans included local managed care plans, wh i ch covered not only all of the traditional Medicare Part A and Part B services, but could also have provided additional benefits and lower
co s t - s h a ring requ i rements (of ten at an additional premium cost to the enrollee). Participation in M+C
plans was somewhat disappointing, h owever, en ro lling only abo ut 5 million (12 percent) of Med i c a re
en ro llees in 2002 (many plans withdrew from the program due to con cerns of insufficient payments).
The Medicare Modernization Act of 2003 expands Med i c a re’s use of priva te plans by replacing M+C
plans with Med i c a re Advantage plans, which will now inclu de regional managed care plans. Med i c a re
Advantage plan payments will increase to encourage more private plan participation. In addition, new
pre s c ription drug benefits will be ava i l a ble thro u gh private stand-alone pre s c ription drug plans or
t h ro u gh Medicare Advantage plans.
In addition to introducing more private plans into Med i c a re , the new law also introduces some competitive elements into the plan payment system. Previously, Medicare managed care plans were paid an
a re a - s pecific capitation rate; all Med i c a re managed care plans in that area received the same payment for
each of its en ro llees. Beginning in 2006, h owever, p ayments to plans will vary based on a com p a rison of
plan bids to a benchmark.3 Plans with bids below the benchmark will receive payments equal to their bi d
p lus a rebate equal to three-quarters of the difference between their bid and the benchmark. Plans with
bids above the benchmark will need to charge en ro llees premiums equal to the differen ce between their
bid and the benchmark.
These new competitive elements serve to increase the competition among private Medicare plans. The
new Med i c a re law also moves tow a rd implementing com petition between traditional Medicare and private
plans thro u gh a six-year dem on s tration program beginning in 2010. In up to six metropolitan areas,
Med i c a re enrollees will be given a choice between private plans and the traditional program. If traditional Med i c a re can provide benefits at a lower cost than private plans, traditional plan premiums will be
l ower than those for the private plans, and vice versa.
Introducing additional competitive elements into Med i c a re has been su ggested as a way to help con tro l
futu re Med i c a re co s t s . For instance , the demonstrati on proj ects mentioned above could be a first step
tow a rd a more defined contribution (or premium support) approach to Medicare. The essential ch a n ge
would be that Congress would define the level of Med i c a re funding provided to Med i c a re beneficiaries
rather than to define the level of benefits provided. Con ceptually, it would shift the program’s focus aw ay
from guaranteeing enrollees a defined set of benefits (with the Med i c a re trust funds and federal government respon s i ble for any funding shortfall) tow a rd providing a fixed government contri buti on that
en ro llees could apply tow a rd purchasing health care coverage (with the en ro llees re s ponsible for making
up the difference between the government con tri buti on and the cost of the benefits they select). Typically,
proposals for such an approach would make the traditional fee-for- s ervice Med i c a re one of the options
available. S teps may need to be taken to ensu re a level playing field between private plans and the traditional fee - for- s ervice program.

3. Bids and benchmarks will be risk adjusted.
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Addressing the Insurance Needs of Individuals Ages 55 to 64
Some po l i c y - m a kers have sugge s ted addressing the health care needs of i n d ividuals age 55 to 64 thro u gh
an expansion of Med i c a re . In d ividuals who are not yet eligible for Med i c a re are particularly vulnerable to
lacking health insurance. According to the U.S. Census Bu re a u , approx i m a tely 13 percent of adults age 55
to 64 lack health insurance. Although uninsu red rates for these older adults who are not yet Med i c a re eligible are lower than those for yo u n ger adults, being uninsured can be particularly probl ematic for this
group because health problems tend to increase with age .
Declines in employer- s ponsored retiree health insurance coverage could exacerbate this probl em. Early
retirees, that is workers who reti re before age 65 (the Medicare eligibility age), of ten rely on reti ree health
i n su rance coverage from a former employer for their health insurance needs. However, access to retiree
health coverage has declined dramatically in recent years. For instance, Hewitt As s oc i a tes found that the
s h a re of large employers offering health insurance coverage to their pre - Med i c a re reti rees declined from
88 percent in 1991 to 76 percent in 1999. Moreover, employers who con tinue to of fer coverage have been
increasing the premiums and/or cost sharing requ i rements, forcing some reti rees to for go coverage.
The new Med i c a re law provides incentives to encourage employers to retain reti ree health insurance. In
particular, it would provide subsidies to employers who provide pre s c ription drug coverage to reti rees.
However, these subsidies apply only to reti rees who are eligible for Med i c a re . They do not apply to coverage for pre - Medicare retirees.
Reducing the costs of coverage is key to addressing the decline in retiree health insurance. Wi t h o ut
s temming this growth in costs, firms will con tinue to reduce or eliminate coverage. Providing tax incentives to employers for pre-funding retiree health insurance is one way to redu ce the decline in coverage.
Al t h o u gh this approach might help a little, employers might be wary of the reduced flexibility that would
l i kely accom p a ny su ch subsidies.
These con cerns that individuals approaching age 65 are less likely than younger adults to have access to
health coverage thro u gh employment and that, due to deteriorating health, they may be less able to purchase individual health insurance, h ave led some po l i c y - m a kers to propose expanding the Med i c a re program to all ow certain individuals between the ages of 55 and 64 to participate on a voluntary “buy in”
basis. General considerations for Med i c a re buy-in programs inclu de:
• The costs of such a program would be strongly influ enced by the health status of those who choose
to participate. To keep per- en ro llee costs at manageable levels, it is important to attract as many
h e a l t hy individuals as possible.
• Even with provisions designed to attract healthy individuals, some degree of adverse selection is
inevitable. An innovative , but unproven, w ay to recaptu re incre a s ed costs due to adverse selection
is to increase Medicare premiums from age 65 to 85 for buy-in participants.
• Al t h o u gh subsidizing premiums could increase participation, this would increase the costs of the
program to taxpayers.
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Summary
The passage of the Medicare Modern i z a ti on Act of 2003 made some of the most significant changes to the
Med i c a re program since its inception. Ma ny concerns regarding the Med i c a re program remain, h owever.
This issue brief outlines four areas where further action by po l i c y - m a kers may be warranted. First,
Med i c a re faces serious lon g - term financing problems. Not on ly will the Med i c a re trust funds face incre a sing financial pressu re s , but Med i c a re expenditu res will also place increasing strains on the economy.
Secon d , Med i c a re’s benefit package and cost-sharing requ i rements should ensu re a proper balance
between providing seniors with adequ a te access to health care and disco u raging unnece s s a ry care . Th i rd ,
introducing additional competitive elements into Med i c a re can be explored as a method of contro lling
co s t s . Finally, expanding Med i c a re may be an option for addressing the insurance needs of individuals ages
55 to 64.
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