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MEDICARE

HE Medicare program, which serves persons over

the age of 65 years and many persons with dis-
abilities, plays a large part in health care in the United
States. Since the program was implemented, in 1966,
the number of persons served has increased from 19
million to 40 million, and expenditures for Medicare
have risen faster than those for any other major fed-
eral program. Medicare now insures one of every sev-
en Americans.

Medicare remains at the forefront of political de-
bate because of the aging of the baby-boom gener-
ation and the likelihood that health care expenditures
will continue to increase. By 2030, the program is
expected to serve 77 million people — more than one
of every five Americans — and to account for about
4.4 percent of the gross domestic product.!

There are three major issues involving Medicare.
First, since the late 1970s, legislators have sought to
revise the program in order to improve its manage-
ment and efficiency and thereby slow the growth in
federal expenditures. Second, Medicare’s benefit pack-
age is inadequate. Many beneficiaries rely on supple-
mental policies, which results in inefficient delivery
of care.? Medicare does not cover outpatient prescrip-
tion drugs, and the deductibles and copayments can
be very expensive. Thus, about 85 percent of Medi-
care beneficiaries have some type of supplemental cov-
erage. Even so, Medicare beneficiaries tend to pay
more for their health care than do most other Amer-
icans — both in absolute dollars and as a share of
their total health care expenditures. At present, the
average beneficiary pays more than $3,000 out of
pocket each year for health care (excluding long-term
care).® Third, Medicare has not been as well financed
as Social Security, leading to numerous fiscal crises.

These three issues overlap. For example, many of
those who want to restructure Medicare also propose
that the program provide additional benefits, such as
coverage of prescription drugs. There are conflict-
ing views about whether restructuring Medicare will
fully resolve the financial problems,* however, and if
the basic benefit package is expanded, the costs will
increase even more.

HISTORICAL PERSPECTIVE

In 1965, before the establishment of Medicare,
only about half of those in the United States who
were 65 years of age or older had health insurance.’
By 1970, 97 percent of older Americans were en-
rolled in the program, and that proportion has re-
mained about the same ever since. Part A of Medi-
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care covers inpatient services, skilled nursing care,
and home health care. Part B covers outpatient and
physicians’ services.

The implementation of the Medicare program had
two immediate effects. The use of health care serv-
ices grew, and financial burdens on older Americans
and their families declined.® Thus, access to health
care increased, particularly for those with low incomes
who had previously been uninsured. Although the
Medicare benefit package has changed little since
1966, the program has generally kept up with chang-
es in medical practice. In some cases, the use of new
procedures and devices has grown at a faster pace in
the care of older persons than in the care of younger
persons.”

The increase in life expectancy in the United
States since 1965 is undoubtedly attributable in part
to Medicare. For a 65-year-old woman, life expect-
ancy increased from 15.8 years in 1960 to 19.2 years
in 1998; for a 65-year-old man, it increased from
12.8 years to 15.9 years.® In addition, life expectancy
has increased at a faster pace for older persons than
for the population as a whole. Whereas life expect-
ancy for a 65-year-old man increased by 24.2 percent
between 1960 and 1998, life expectancy at birth in-
creased by only 7.6 percent. As life expectancy has
increased, disability rates have declined, suggesting
that these longer lives are also healthier lives.’

In 1965, elderly persons spent an average of about
19 percent of their income on health care. That share
fell to about 11 percent in 1968; today, it is more
than 20 percent.? Medicare copayments and premi-
ums have risen by about 9 percent per year on aver-
age, a much faster rate of growth than that of income
among beneficiaries.!? Without Medicare, however,
most people would pay even more for health care or
go without it.

In the 1980s, Medicare shifted from a cost-based
system of paying hospitals and doctors to one in
which payments are predetermined, with hospitals re-
ceiving a flat rate that is based on the diagnosis. These
and other cost-containment efforts, such as restric-
tions on the use of home health care and skilled nurs-
ing care, helped slow the growth in expenditures. As
a result, per capita expenditures for Medicare bene-
ficiaries increased more slowly than per capita expend-
itures for persons with private insurance, particularly
in the late 1980s.! Moreover, per capita Medicare
expenditures grew at a slower rate than per capita ex-
penditures by the private health insurance industry
from 1970 to 1997.¢

In another effort to reduce expenditures, Medi-
care beneficiaries have been allowed to enroll in pri-
vate health maintenance organizations (HMOs) in-
stead of remaining in the traditional, fee-for-service
program. On average, however, the costs have been
higher for HMO enrollees than they would have been
if the same enrollees had remained in the traditional
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program.'? In 1997, this option was modified to ex-
pand the types of plans that could participate in Medi-
care and to reform the payment system. In December
2000, 6.3 million Medicare beneficiaries were enrolled
in HMOs.!? This program, called Medicare+Choice,
has continued to be problematic. It has not reduced
federal spending, nor has it provided stable coverage
for those who have chosen it.* Even with payments
high enough to cover Medicare’s basic benefits, pri-
vate plans have pulled out of some service areas and
have restricted benefits. They have also resisted efforts
to obtain data on the quality of care and to adjust
payments in order to discourage adverse risk selec-
tion — that is, the selective enrollment of healthier
beneficiaries.

Despite increased payments to Medicare+Choice
plans, the problems are likely to continue. On Janu-
ary 1, 2001, about 934,000 people — approximately
one of every six Medicare +Choice enrollees — lost
coverage from their HMOs, forcing them either to
seck coverage from other HMOs or to return to tra-
ditional Medicare coverage.!®

SLOWING THE GROWTH OF PER CAPITA
SPENDING

Since the 1980s, slowing the growth of Medicare
spending has been a high priority for federal legisla-
tors, although the urgency has diminished in recent
years as the growth in spending has slowed. In 2000,
it was predicted that funds for Part A of Medicare
would be exhausted by 2025%; in 1996, the estimated
date was 2001.1¢ Historically, premiums for Medicare
and those for private insurance plans have shown sim-
ilar trends in growth despite the slower rate at which
Medicare expenditures have grown. This suggests that
Medicare cannot be treated differently from the rest
of the health care system over a long period.

Nonetheless, several alternative approaches to re-
ducing per capita Medicare expenditures remain un-
der discussion. These range from incremental changes
to major structural reforms that would place Medi-
care under the control of private health plans. Most
of the incremental approaches seek to modernize the
fee-for-service portion of Medicare and to reform
the way in which Medicare+Choice premiums are set.
Ciritics charge that incremental approaches focus too
much on cutting payments for health care services
and ignore the need to control their use. But man-
agement techniques used by private insurers could
be adopted for use in the traditional Medicare pro-
gram. For example, in 1999, President Bill Clinton
proposed that this program contract with a limited
number of providers of high-technology procedures,
that suppliers of health care products be required to
bid for Medicare contracts, and that case-management
and disease-management programs become part of
traditional Medicare.!”

The principal proposal for restructuring Medicare
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is a variant of the 1999 plan considered by the Na-
tional Bipartisan Commission on the Future of Medi-
care.’® Termed “premium support,” this approach
would require that beneficiaries choose among an
array of private plans (with traditional Medicare be-
ing just one choice). If the cost of the chosen plan
exceeded the national average cost (or some other
designated benchmark), the beneficiary would have
to pay a higher premium. The goals of this approach
are to make beneficiaries more sensitive to the costs
of health care and to create stronger incentives for
private plans to limit costs. But this approach might
lead to adverse risk selection — that is, the tradition-
al Medicare program might become more expensive
than private plans because it would serve the pa-
tients with the most serious medical disorders. If so,
traditional Medicare — now effectively the default
plan for many persons — might become unafford-
able, forcing beneficiaries to enroll in managed-care
plans. Premium-support proposals are based more
on theory than on practice, so it is not known wheth-
er adjustments to prevent adverse risk selection would
be effective.

No proposed reform of Medicare will magically
lead to lower costs. What ultimately matters is chang-
ing the main determinants of cost: the prices charged
for services, administrative costs, and the number of
services delivered.

Medicare has always been competitive with the
private sector in limiting what it pays for services,
particularly in the key areas of payments to hospitals
and payments to physicians. Moreover, Medicare has
done a better job of controlling administrative costs
than private plans have. On the other hand, private
plans can be more flexible than Medicare. If a trou-
bling pattern in service delivery is identified, a pri-
vate plan can decide not to renew contracts with doc-
tors or hospitals.!” Similarly, private plans can adopt
new computer systems or other innovations more
rapidly than Medicare can. To operate well, the tra-
ditional Medicare program needs more flexibility, but
it will probably always have to meet higher standards
of due process for providers and patients. Because of
this constraint, the Medicare program may remain
more costly, but it can also offer legal protection for
both providers and beneficiaries.

The most important determinant of cost is the
number of services used, particularly if they include
expensive new forms of medical technology. Both
Medicare and private plans have difficulty distinguish-
ing between appropriate and inappropriate care and
then finding ways to reduce the use of services con-
sidered to be inappropriate. Under traditional fee-
for-service coverage, providers have incentives to of-
fer more rather than fewer services.

In contrast, managed-care organizations should
have an advantage in coordinating care, since they
have a financial responsibility to keep health care costs
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within a specific budget. However, many HMOs, par-
ticularly those with loose organizational structures,
have not made the effort necessary to manage and
coordinate care effectively.? Over time, some plans
may improve their management techniques, thus es-
tablishing a case for further privatization of Medi-
care, but most have not done so. Furthermore, recent
problems with Medicare+ Choice suggest that private
insurance plans are not serving Medicare beneficiar-
ies well. When these plans change the benefits they of-
ter or withdraw from a city or region of the country,
they disrupt the health care of the people they serve.

The dissatisfaction of patients and physicians with
managed care suggests that Medicare reforms that
rely on greater market competition should be under-
taken cautiously. Other changes, such as adopting bet-
ter payment methods for private plans (including ad-
justments for adverse risk selection) and developing
reasonable requirements for reporting on the quality
of care, need to be made to ensure the effectiveness
of competition.

In addition, improvement in guidelines for care
is important, regardless of Medicare’s structure. A
substantial commitment of public resources may be
needed for outcomes research, disease-management
programs, information for beneficiaries on the effec-
tiveness of care, and other approaches to improving
the quality of care and reestablishing patients’ trust
in Medicare. Patients also need credible sources of
information if they are to choose their health plans
wisely. So far, however, there has been little interest
in investing in any of these measures.

REDUCING THE NUMBER
OF BENEFICIARIES

Another way to reduce Medicare expenditures is
to reduce the number of people covered by the pro-
gram. Increased life expectancy makes each genera-
tion of beneficiaries eligible for more years of Medi-
care coverage. One approach to increased longevity
would be to raise the age at which persons become
eligible for Medicare. Another approach would be to
establish an annual maximal income for eligibility (i.e.,
means testing). However, both these options are con-
troversial. President George W. Bush promised during
the 2000 election not to raise the age of eligibility.
Whenever means testing is suggested as a way to ex-
clude persons with high incomes from Medicare cov-
erage, there is strong opposition from advocates of
universal coverage, who fear that means testing would
undermine support for the entire program.

There are also practical problems with those ap-
proaches. Persons who are 65 or 66 years old ac-
count for only 5 percent of Medicare beneficiaries.
If they were no longer eligible for coverage, the sav-
ings would represent only 2 or 3 percent of total
Medicare expenditures. Persons in this age group use
fewer services and thus are less expensive to insure
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than those who are older.?! With means testing, el-
igibility must be determined. If the criterion for el-
igibility were an income no higher than $30,000,
the most feasible mechanism for establishing eligibil-
ity would be the income tax, an unpopular idea that
in the past has killed such proposals. If a lower in-
come level were used, many beneficiaries would lose
their Medicare coverage and be unable to afford pri-
vate coverage. Thus, reforms of the insurance market
would be required to guarantee that newly disen-
franchised beneficiaries could obtain insurance, and
at a reasonable price.

ADDRESSING THE INADEQUACY
OF THE BENEFIT PACKAGE

The Medicare benefit package is inadequate be-
cause it leaves beneficiaries liable for nearly half the
cost of their acute care. The current deductible for
hospitalization is $792. In addition, beneficiaries must
pay 20 percent of their physicians’ fees; there is no
annual cap on the amount. Because of these high out-
of-pocket expenses, 85 percent of beneficiaries have
supplemental insurance.? Medicaid (which 15 percent
of Medicare beneficiaries have) and employer-spon-
sored retirement benefits do a good job of filling in
the gaps. Employer-sponsored plans are now used
by about a third of Medicare beneficiaries but are
becoming less available. Private supplemental (Medi-
gap) plans — which serve about one fourth of ben-
eficiaries — are becoming unaffordable for those with
an average income. For example, in Dallas, Medigap
plans that offered minimal drug coverage for a 65-year-
old person ranged in price from $1,500 to $3,900
in 1998. The ranges are similar in other cities, and
for older persons the costs are even higher. Premi-
ums for Medigap plans increased by 35 percent be-
tween 1994 and 1998.22

Medications are a critical part of a comprehensive
health care system. Medicare beneficiaries are finding
it increasingly difficult to pay for prescription drugs,
particularly because they also have other health care
expenses. Adding only drug coverage to the benefit
package, however, is unlikely to be enough to en-
courage beneficiaries with traditional Medicare cov-
erage to forgo supplemental insurance. To achieve this
goal, further revisions, such as establishing an upper
limit on cost sharing and reducing the deductible
for hospital services, would be needed. In addition,
without a comprehensive benefit package that will
attract patients with serious medical conditions as well
as those who are relatively healthy, adverse risk se-
lection is likely to undermine competition.? Plans with
generous prescription-drug benefits, for example, will
tend to attract the sick. But if all plans had to offer
a basic drug benefit and if payments from Medicare
to these plans were increased to reflect the new ben-
efit, competition might improve. Thus, although there
is general agreement on the desirability of improving

WWWwW. l’le m.org

Downloaded from www.nejm.org at UNIV OF TEXAS on June 14, 2005 .
Copyright © 2001 Massachusetts Medical Society. All rights reserved.



HEALTH POLICY 2001

coverage, the higher costs of such changes are still a
major impediment.

THE FUTURE OF MEDICARE

Given the conflicting views on how to change
Medicare, what direction will Congress and the Bush
administration take? Medicare’s improved financial
outlook and Bush’s campaign promise to provide pre-
scription-drug coverage probably mean that cost con-
tainment will get little attention. In fact, the fallout
from earlier efforts to reduce costs will probably con-
tinue, with hospitals and HMOs seeking yet another
round of increased payments. The biggest unknown is
whether those who seek a structural reform of Medi-
care will make such changes a condition for enacting
prescription-drug coverage. This tactic could stall leg-
islation, since there is little agreement on the best
approach to an overall reform of the program. A key
issue is how traditional Medicare would be treated
under such a reform. If there were no special protec-
tion for this part of the Medicare program, political
stalemate would be likely. An approach to reform that
kept the current system largely intact but established
a better way of paying private plans could generate
savings and protect the traditional program. The op-
tion of increasing competition would remain open.
The program is on solid financial footing for the next
10 years, so there is time for incremental changes.

Ultimately, none of the reforms now under con-
sideration are likely to solve the problem of how to
finance Medicare after the next decade. The ques-
tion, then, is who will pay for the health care of old-
er Americans and those who are disabled — benefi-
ciaries or taxpayers? Even with higher contributions
from beneficiaries and successful cost containment,
in the long run, Medicare will require additional pub-
lic funds.* Reducing the number of beneficiaries or
the scope of coverage would shrink the federal liabil-
ity but do little to reduce the societal costs of financ-
ing health care. The basic issue will be how to share
that burden.

MARILYN MooON, PH.D.

Urban Institute
Washington, DC 20037
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The Journal has resumed consideration of new submissions for Images in
Clinical Medicine. Instructions for authors and procedures for submissions
can be found on the Journal’s Web site at www.nejm.org. At the discretion
of the editor, images that are accepted for publication may appear in the
print version of the Journal, the electronic version, or both.
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